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ACTI ON NARRATI VE

CHAIR GENE THERRI AULT called the Legislative Budget and Audit
Commttee neeting to order at 9:15:45 AM Present at the call
to order were Senators Stedman, Geen, and Therriault and
Represent ati ves Hawker, Kerttula, Joule, and Sanuels. Senat or s
B. Stevens, Hof fman, and Representative Chenault arrived as the
nmeeting was in progress.

REVI SED PROGRAM - LEG SLATURE ( RPLS)

REPRESENTATI VE SAMUJELS nade a notion to approve the follow ng
RPLs: 05-06-6011 - Al askAdvantage Education G ant Program 07-
06-1052 - Alaska's High Gowh Job Training Initiative for
Energy; 20-06-0027 - Cooperative Agreenent Program (CAP); 41-06-
9008 - Famly Care Court.

CHAIR THERRI AULT objected for the purpose of discussion. He
requested that agency personnel conme forward to discuss RPL 05-
06- 6011.

SHEI LA KING Finance Oficer, Al aska Conm ssion on Postsecondary
Education (ACPE), Departnent of Education and Early Devel opnent
(DEED), explained that the RPL asks for additional authorization
to receive and expend federal funds for the Al askAdvantage
Education Gant Program for which the ACPE is providing
mat ching funds. The ACPE was originally granted the
authorization to receive and expend $120,000 in federal
recei pts. The ACPE has since learned that it has been allocated
an additional $7,000 and that it can expect to possibly receive
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an additional award. This determination is based on other
states' usage - sone states can't use all of the federal funds
that have been allocated to them and so those funds are

reall ocated to states that can. Therefore, the ACPE is
requesting the authority to receive and expend an additional
$20, 000. In response to a question, she acknow edged that the
request cont ai ns an over -aut hori zati on of $13, 000 in

antici pati on of being awarded that anount |ater.
9:19: 18 AM

DAVID TEAL, Legislative Fiscal Analyst, Legislative Finance
Division, Alaska State Legislature, characterized this over-
aut hori zation as a w se approach because the ACPE won't have to
come back before the commttee if those additional funds are
awar ded.

CHAI R THERRI AULT noted that the commttee could either grant the
ACPE the over-authorization or only authorize the $7,000 and
have the ACPE return if it is indeed awarded additional funds.

9:20: 30 AM

CHAI R THERRI AULT asked that agency personnel cone forward to
di scuss RPL 07-06-1052.

QJY BELL, Assistant Conmmissioner, Ofice of the Conmm ssioner,
Department of Labor & Workforce Devel opnent (DLWD), relayed that
the DLMD is asking to increase its federal authorization by $3

mllion to fully receive and expend $7 nmillion in federal funds
for a grant the DLW just received notice of regarding Al aska's
Hgh Gowh Job Training Initiative for Energy project. He

el abor at ed:

The actual grant award was $7 million, we expect to

expend $6 nmillion this fiscal year [FY], we have $3
mllion of authorization <currently in our budget
avai lable for this, and we're asking for the
additional $3 nmillion to expend the full $6 nillion
that we had planned to spend under the grant this
fiscal vyear. The grant term expires on Novenber 30,
2006, so the last conponent ... of the $7 mllion
grant will be spent in fiscal year '07. So basically,
we're aski ng for $3 mllion in addi ti ona
aut horization to fully expend this grant ... for

wor kf or ce devel opnent .
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CHAI R THERRI AULT surmi sed, then, that the DLWD has $3 mllion
and is asking for an additional $3 mllion in order to be able
to utilize the noney that it is certain will be forthcom ng.

MR. BELL concurred.
9:22: 59 AM

MR. BELL, in response to questions, relayed that there was no
conponent of general fund match on the original $3 mllion, nor
is there a state match requirenent.

MR. TEAL added that this particular training initiative was not
built into the budget at all. He al so remarked: "It's a $7
mllion grant; $1 mllion of it wll be spent in [FY 07], so
they need $6 million in [FY 06]. They have $3 mllion of unused
federal authorization from other sources that they're going to
just nove within the appropriation for this, so they're asking
for [$3 million]."

CHAIR THERRI AULT surmsed that the final $1 mllion will be
presented to the Finance conmttees in the FY 07 budget.

MR. BELL concurred.
9:24: 50 AM

CHAI R THERRI AULT asked that agency personnel cone forward to
di scuss RPL 20-06-0027.

MARC ANTRIM Comm ssioner, Departnent of Corrections (DOC)
relayed that the DOC is requesting authority to receive and
expend $300,000 in federal funding through the Cooperative
Agreenent Program (CAP) with the United States Marshals Service.
The existing agreenment provides 50 beds throughout the DOC s
system for federal prisoners, and the additional authority would
provi de another 10 beds, for a total of 60 beds, which would be
guaranteed for 15 years. There is no state match requirenent,
he remarked, adding that the $300,000 in federal funding would
be given to the DOC for sonething that it is already doing -
provi ding beds for federal prisoners. In FY 04 the DOC housed
73 federal prisoners per nonth on average, and to date in FY 05
the DOC has been housing an average of 70 federal prisoners per
nont h. In conclusion, he said that the noney would be used to
fund a variety of capital projects and renovation projects in
correctional facilities around the state, including security and
control prograns and projects.
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CHAI R THERRI AULT surm sed that by naking the additional 10 beds
avai l able for federal prisoners, the DOC would receive funds for
t he af orenenti oned upgrades.

COWMM SSI ONER ANTRI M concurred, adding both that the noney would
go into the DOCs pool of capital dollars and that the DOC
al ready provides nore beds for federal prisoners than the CAP
calls for even with the additional authorization.

SHARLEEN GRI FFI N, Director, Central Ofice, Division of
Adm nistrative Services, Departnent of Corrections (DOC), in
response to a question, relayed that within the DOC s operating
budget, the DOC has federal authorization to bill the federal
government for its nmandate. The federal governnent wll
continue to pay the DOC for each mandate in addition to giving
the DOC the aforenmentioned $300,000 - which will not be applied
to the nmandates served.

COWM SSI ONER ANTRI M concur r ed.
9:27:42 AM

MR. TEAL surmsed, then, that there won't be any additional
operating noney conming in as federal receipts.

COVWM SSI ONER ANTRI M concurr ed.
9:29: 03 AM

CHAIR THERRI AULT asked that agency personnel cone forward to
di scuss RPL 41-06-9008.

ROBYN A. JOHNSON, Therapeutic Courts Program Coordi nator, Al aska
Court System (ACS), explained that the request totals $148, 700
and woul d be pass-through funding from Partners for Progress, a
nonprofit organization affiliated wth the therapeutic courts,
and woul d specifically be for the Famly Care Court.

9:30: 27 AM

SENATOR GREEN noted that the RPL report specifically says that
it is the court's plan to seek continuation funding for the
Fam |y Care Court from non-general fund grants or other sources
in FY 07.
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CHAIR THERRI AULT pointed out that the Legislative Fisca

Anal yst's comment attached to that report says in part: "A new
position will be created and will be fully funded with these
funds. While there is no guarantee that this funding wll be
available in FY 07, courts stated that it is working very hard
to obtain a non-state funding source for FY 07." He suggested

therefore, that [if/when] this item appears in the FY 07 budget,
the |l egislature needs to | ook at what the funding source is.

CHAI R THERRI AULT renoved his objection to the notion to approve
the RPLs, and asked whether there were any further objections to
the notion. There being none, the RPLs were approved.

The commttee took an at-ease from9:32 a.m to 9:38 a.m

OVERVI EW Econ One: ECONOM CS OF ALASKA NATURAL GAS PI PELI NE
PROIECT

9:38:43 AM

CHAI R THERRI AULT announced that the next order of business would
be the presentation by Econ One Research, Inc. ("Econ One"),
regarding the economcs of a natural gas pipeline project. He
remarked that the Legislative Budget and Audit Conmittee - in
order to prepare for and run, per the Al aska Stranded Gas
Devel opnent Act, a public comment period of a m ninum of 30 days
on any gas pipeline proposal that cane fromthe adm nistration -
has hired independent counsel. In addition to the commttee
having the aforenentioned specific statutory directive, the
| egislature itself has a role in approving any proposed
contract, and it was felt that as an independent branch of
governnment, the |legislature, specifically via the Legislative
Budget and Audit Committee, should hire the expertise needed to

advise the commttee and the full legislature on this issue.
The follow ng presentation by Econ One will not pertain to any
specific proposal, he added, but wll instead provide Econ One

with the opportunity to explain to the commttee its views
regardi ng Al aska's gas com ng to narket.

9:40: 31 AM

JEFFERY LEI TZI NGER, Ph.D., President, Econ One Research, Inc.
relayed that Econ One is an economc research and consulting
firm with offices in California and Texas that provide

consulting services - centered on economcs - to a variety of
i ndustries, including those involving petroleum and natural gas,
regul at ed utilities, electricity, t el econmuni cati ons, and
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conput ers. Econ One has wrked for a nunber of state
governments on energy-related matters - Alaska, California,
Hawai i, Loui siana, New Mexico, New York, and Texas; for a nunber
of federal governnent agencies - the U S. Departnent of Justice
(DQJ), the Federal Trade Conmmi ssion (FTC), the U. S. Departnent
of the Interior (DA), and the President's Council of Economc
Advi sors; for a nunber of foreign countries and international
agencies - the Wrld Bank, Mexico, N geria, Turkey, and Tanzani a
- on matters related to the privatization of utilities and the
devel opment of new industries; and for a nunmber of energy and
petrol eum conpanies including large, integrated conpanies such
as British Petroleum (BP), pipeline conpanies such as ANR
Pi peline and Koch Gateway Pipeline, and producing conpanies and
di stribution conpanies. He offered his belief that Econ One
brings to [its clients] a balanced set of experiences as well as
the thoroughness and objectivity that is required for good,
econoni ¢ anal ysi s.

9:43: 00 AM

DR. LEITZINGER then relayed that in addition to being the
presi dent of Econ One, he has a Ph.D. in Economics from the
University of California; has over 25 years of experience in
econom ¢ consulting including being an econom c consultant to
the State of Al aska regarding Charter O1l's purchase of the
state's royalty in-kind oil, royalty matters involving crude oil
in the North Slope and natural gas, and the "BP-ARCO' nerger;
has served as an expert econom st for a nunber of natural gas
pi pel ines and gas producers, both in regulatory matters and in
litigation; has testified before the Federal Energy Regulatory
Comm ssion (FERC) and various state-public utility comm ssions;
and that nmuch of his wrk has involved project analysis,
nmeasurenent of risk, and rate of return [issues]. He rel ayed
that he has also published articles in a nunber of wdely
reviewed public trade publications and academ c articles.

9:44: 40 AM

DR LEITZINGER introduced Barry Pulliam saying M. Pulliam is
the Senior Econom st at Econ One Research, Inc. wth alnost 20
years of experience consulting in the petroleum and natural gas
i ndustri es. He informed the conmttee that M. Pulliam has
served as an economc expert for the state on severance tax
matters, the operation of the Trans-Al aska Pipeline System
( TAPS) Quality Bank, state and antitrust i nvestigations,

nergers, and the recent arbitration between the state and
ExxonMbbi| regarding crude oil royalties. Furthernore, M.
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Pul l'iam has consulted with the states of California, New Mexico,
Texas, and Louisiana; worked with federal governnment agencies;
and co-authored two recent studies prepared for Al aska's
Departnent of Natural Resources (DNR) regarding natural gas
mar ket s and royalty val uation i ssues.

DR LEITZINGER introduced Anthony Finizza, Ph.D., saying Dr.
Finizza has special expertise in energy forecasting and in the
anal ysis of investnent decisions and has a Ph.D. in economcs
and finance from the University of Chicago. Furthernore, Dr.
Finizza was chief economst for ARCO from 1975 through 1998
where he was in charge of petroleum price forecasting, and,

along wth nanagenent, eval uated and assessed investnent
deci si ons. He has <consulted wth the California Energy
Comm ssion, the State of Hawaii, and the International Hydrogen

Infrastructure Goup on energy-related matters and currently
teaches forecasting and nodeling at the University of
California. Furthernore, Dr. Finizza has published articles in
a nunmber of well-respected journals and general-interest
publications; is a Senior Fellow with the U S Association for
Energy Econom cs; and was the forner president of the
I nternational Association for Energy Econom cs.

DR LEITZINGER then introduced Rick Harper, saying M. Harper
brings day-to-day, hands-on experience in the industry,
particularly with regard to natural gas because he has over 30
years of experience working for natural gas producers and
pi pelines and has held a nunber of senior managenent positions,
including 15 years with ARCO - serving as president of ARCO Gas;
10 years with Northwest Natural Gas Conpany - serving as Senior
Vice President wth responsibility for marketing, supply,
transportation, trading, and storage; and [6 years] wth
Canor Energy, Ltd. - serving as President and Chief Executive
Oficer of that Canadian oil and gas exploration and production
conpany. M. Harper has an understandi ng of and experience with
Canadi an markets, pipelines, and energy industry; and has
testified on matters related to gas nmarkets and pipelines before
the FERC, the National Energy Board (NEB) of Canada, and
regul atory conm ssions in Texas, California, and O egon.

DR, LEITZINGER relayed that M. Pulliam has been the central
force in ternms of organization and nanagenent of "the project”
and keeping the teamall pulling in the right direction.

9:48: 39 AM
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BARRY PULLIAM  Senior Econom st, Econ One Research, Inc.,
relayed that Econ One's role is to review and analyze the
econom ¢ nodels constructed by the adm nistration for purposes
of evaluating various gas pipeline proposals. Econ One has al so
been retained to consult with the Legislative Budget and Audit
Comm ttee regarding the econom c aspects of any contract brought
forth. Econ One began work in the spring of 2005 and net wth
certain nmenbers of the conmittee and conmittee counsel, and then
met with the enployees and consultants of the Departnent of
Revenue (DOR) and the Departnment of Natural Resources (DNR) who
had been involved in the negotiation process and in devel oping
the nodels that the admnistration was using and who included
Roger Marks, M chael W IIlians, Randy Hoffbeck, Antony Scott,
Wl liam Nebesky, Geg Bidwell, Dr. A Pedro H van Meurs, Lukens
Energy, Mise Stancil, and Goldman Sachs. Additionally, Econ One
has nmet W th Dan Di ckenson, Comm ssi oner Cor bus, and
Comm ssi oner Irwn.

9:52:11 AM

MR, PULLIAM said that Econ One has participated in a nunber of
di scussions and presentations by the admnistration regarding
the nodeling efforts and the negotiations process. In the
course of Econ One's work, it has reviewed and analyzed the
nodels prepared by the DOR the DNR, and their consultants;
specifically analyzing how those nodels were constructed, what
their wunderlying assunptions were, what their inputs were, and

the results that were generated. The assunptions that were
reviewed included but were not limted to: future gas, natural
gas liquid (NG&), and oil prices; likely delivery |locations for

Al aska gas; pipeline tariffs; capital costs; operating costs;
production volunmes over tinme; and the operation of Al aska's
fiscal system both as it is currently and as it mght be under
the various proposals being discussed. He relayed that in
[reviewng the nodels], Econ One considered the follow ng
guestions: Do the nodels do what they are intended to do? Are
they operationally sound? Are there conceptual errors? Are
there mat hematical errors?

9:56: 01 AM

MR. PULLI AM relayed that Econ One also interviewed a nunber of
individuals and firnms active in the U S. gas industry regarding

Alaska gas - how it will enter North Anmerican gas narkets and
what roll it will have; has analyzed published data, reports,
and information regarding U S. gas markets; and has reviewed
confidenti al data prepared by the producers, Tr ansCanada
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Pi peLines Limted ("TransCanada"), and the port authority. That
data was then used in the admnistration's econom c nodels, but
Econ One is not free at this tinme to discuss or share that
information publicly. Econ One has also reviewed the various
confidential proposals that have been put forth by the different
parties that the state is negotiating with, and has devel oped a
nodel of a gas pipeline project wusing publicly available and
non- confi denti al dat a.

9:57:57 AM

MR. PULLI AM offered his understanding that should a stranded gas
contract be put forward to the legislature, much of the data
that is now deened confidential will becone public and can then
be discussed. In devel oping a nodel wusing public information,
Econ One has | ooked at the devel opnent of the gas reserves and
the construction of a gas pipeline under various alternatives,
assum ng that that construction and devel opnent were to occur
under the existing fiscal system

9:59: 04 AM
R CK HARPER, Consultant, Econ One Research, Inc., said he would

be providing the commttee with background information regarding
how natural gas functions in the North Anerican narketplace and

how Al askan gas is going to fit against that backdrop. He
relayed that the natural gas industry is distinctly different
fromthe crude oil products business - it functions differently,
the infrastructure is different, the nature of the product is
different - and as the state becones a nmjor force in the
production and delivery of natural gas in North Anmerica, [the
| egi slature] will conme to understand those distinctions, which
he characterized as inportant particularly from an analytical
per specti ve. He offered his belief that the legislature is

aware that a lot has been going on in the energy marketplace in
general and in the natural gas marketplace specifically. Prices
have been rising to wunprecedented |Ievels, resulting in
unexpected market responses, but in the past, for a long period
of time, the natural gas industry was price regulated at the
poi nt of production.

MR. HARPER said that after the price of natural gas stopped
being regulated and natural gas prices took off, there was a

tremendous boom in drilling. But when those supplies cane on,
prices collapsed and the wupstream industry in North America
suffered trenmendously. Currently, the situation 1is nuch

different in that there has been a terrific price run-up, though
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t hat could sinply be a technical adj ust nent to the
unrealistically low prices seen in the 1990s. There has been a
nodest increase in drilling, but there hasn't been the sane kind
of demand noderation that was seen in the 1980s. In the 1980s
i medi ate fuel switching occurred on the part of industrials,
but today, the industrial segnment of the business doesn't occupy
as big a part of the nmarket share in total, fuel swtching
capability is not in place, and crude oil prices and product
prices are also high. Therefore, to sone extent, demand has
been trendi ng upward.

10: 03: 57 AM

MR. HARPER relayed that crude oil is a very fungible product,
capable of being transported in a nunber of ways or sinply
st or ed. The pricing structures, the regulatory structures, and
the commrercial structures are reflective of those fundanental
physi cal characteristics. Natural gas, however, is very
different. Natural gas can only be noved through a pipeline,
and al though the neans of dealing with natural gas is changing
due in part to advances in technol ogy, natural gas is still very
distinct from oil in that regard. Referring to a map
illustrating the natural gas pipelines in North America, he
remarked that it shows a "highway system™ and that the natura
gas market in the United States is nmade up of a collection of
physically regional markets. Characterizing what has been
occurring in the natural gas pipeline industry in recent years
as nothing too different from what has been occurring in the
"producing side of the business internationally,” he said there
has been a lot of consolidation of ownership, particularly of
interstate pipelines in the U S

MR. HARPER rem nded nenbers that in the US., there are two
categories of natural gas pipeline - intrastate pipelines and
interstate pi pel i nes - and, again referring to t he
af orenenti oned map, pointed out that there are concentrations of
pi pelines and producing areas and that there are orientations to
specific markets - for exanple, @ulf of Mexico and Gulf Coast
production serves Eastern and M dwestern markets, and Western
Canada [production] predom nately serves the Wst Coast and to
sonme extent the Mdwest. Owmnership of natural gas pipelines has
traditionally been nuch different than ownership of crude oil
pi pelines, he relayed, adding that although he is not aware of
any U. S.-based producer owning an interstate pipeline, they
routinely "subscribe" to pipeline capacity as a part of their
marketing and trading operations. One of the reasons for
avoiding ownership of interstate natural gas pipelines, he
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surm sed, could be because of the perception that the Federal
Power Comm ssion and its successor, the Federal Ener gy
Regul atory Comm ssion (FERC), mght seek to encunber [a
producer's] upstreamactivities with regulated rates of return.

MR. HARPER suggested that another reason could be because of the
perception that regulated rates of return are not desirable,
particularly given what [a producer] perceives as its other
i nvestment al ternatives. He went on to relay that in the | ast
10 years or so, there has been a |lot of pipeline construction in
North Anerica, and surmised that this is both a consequence of
rising demand and a byproduct of the deregulation that occurred
in the 1980s and early 1990s. Basically, a lot of the
investnent made in the 1990s was intended to better intertie
mar kets, to inprove supply access, because the basis for buying
and selling gas had changed dramatically. Construction has
abated a bit in the last three or four years, he noted, adding
that nost new construction is ainmed at connecting new supplies
in new basins, particularly in "Deepwater Gulf of Mexico," in
Womng, and in the Barnett Shale in north Texas. A lot of the
"de-bottl enecki ng" that needed to be done in the nmarketplace has
been done, basically.

10: 09: 00 AM

MR. HARPER renarked that although natural gas is a |ess fungible
product, one nust renenber that crude oil has to be converted
into other energy forns before it's usable, whereas natural gas
can be used fromthe tinme it is produced and conditioned, and it
can be delivered directly to honmes and factories, which is not

true of crude oil. Because natural gas has traditionally had a
very big role in heating and heating-related utilizations, it's
a very seasonal business in ternms of its utilizations,

physically, and, as it has becone increasingly traded as a
commodity, those wutilization characteristics are reflected in
the comodity and financial mar ket s. The busi ness, he
expl ai ned, operates in two or three different dinensions. There
is the physical market in which the product is purchased [for
use by] electric utilities, industrials, and |ocal distribution
conpani es, for exanple. There is also a "paper" or financial
market; natural gas is traded on the New York Mercantile
Exchange (NYMEX), and, over the |ast decade, has been the nost
vol atile commodity traded.

MR. HARPER said that natural gas prices are now pushing

$13/mBtu (mllion British thermal wunit), $1 of which is a
reflection of what has occurred because of Hurricane Katrina.
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He opined that the current price |levels are not sustainable, but
acknow edged that there has been major structural realignnent in
North American energy pricing, particularly wth regard to
nat ural gas. He characterized this as a huge shift upwards in
the "range of uncertainty." Although what occurred in the 1990s
created a lot of fear about producing natural gas, this fear is
slowy abating and "a steady march upward” [in pricing] can be
percei ved. Looking forward, however, he said that one can see a
different profile, and pointed out that although the NYMEX is
primarily a financial market with over 95 percent of its trades

never going to physical delivery, it does act as a price
di scovery mechanism in terns of setting cash prices for the
physi cal market. So there is an expectation that prices will be

substantially above what they have been in recent tines.
Additionally, prices are higher in wnter than they are in
sumer because, unlike crude oil, natural gas is not produced
"flat out year around.” Instead, natural gas "cycles" wth
production in the sunmer being less than half of what it is in
the winter.

10: 13: 28 AM

MR. HARPER relayed that nontraditional supplies are going to
play an increasing role in the North Anmerican natural gas
i ndustry. Hi storically, the vast mgjority of U S. -consuned
[natural] gas was produced in the U S., but Canadian inports
have taken on an increasing role, currently representing
approximately 14 percent of U S. consunption. The liquefied
natural gas (LNG business has been around a long tinme; there
are approximtely 100 LNG facilities in the U S., nobst of which
are associated wth local distribution conpanies that use "it"
as a neans of storing natural gas for "w nter-peaking" needs.
Currently, there are four active LNG termnals in the U S. and
over 35 proposed projects. So there are a lot of shifts, he
remar ked, adding his belief that the tinme is right for the
consideration of Alaskan natural gas and [Canadian] "frontier"
nat ural gas.

10: 14: 36 AM

MR. HARPER explained that natural gas's physical nmarkets trade
regionally and tend to operate around physical hubs, which are
financially connected and include the Henry Hub in Louisiana -
the point of physical delivery for any NYMEX contracts or trades
that actually go to delivery; the Chicago Hub - which is
inportant in terns of both its consunption position and its
intertie position; and the AECO Hub in Al berta, Canada - which
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has beconme very inportant from a "basis" standpoint. Wth
regard to the term "basis,” he explained that because natural
gas is not fungible, and therefore cannot be noved easily to
points where prices are higher, a phenonenon called "basis
tradi ng" has occurred. So not only does natural gas trade on
t he physical market and on the financial market, the difference
in location also trades. He el aborated:

In other words, if natural gas at the Canadi an Border
in British Colunbia - a place called Sumas - could be
$1 lower than [the] NYMEX one nonth, it could be $.50
| ower the next nonth. That's called a "basis" or a
"basis differential.” And "basis" actually trades and
trades very actively, and basis is even nore volatile
than the financial products - the commodity markets.

MR. HARPER then referred to a chart, which he said illustrates
the basis differentials on August 22, 2005.

10:17: 13 AM

CHAIR THERRI AULT asked whether basis is a differential for
delivery.

MR. HARPER said no, adding that basis is just what the nmarket
believes the relative value of natural gas is at different

| ocati ons. He nmentioned that the AECO Hub is not a specific
| ocation; rather gas at the AECO Hub is sinply gas that is
"nmoving” - or being traded - on the [Nova Inventory Transfer

(NIT)] pipeline systemin Alberta. Again, basis is another word
for location; because one can't physically bounce gas between
| ocations, a basis differential has becone a product that is
traded. He then nentioned the term "load factor,"” describing it
as how nuch capacity is utilized on an average basis over sone

peri od. Econ One's expectation, he remarked, is that Al askan
[natural] gas will be "base |oaded" into the market, which he
said nmeans [the gas] wll "nove" everyday, adding that the

deci si on regardi ng whether a supply of gas is base |oaded or not
has to do with "what happens if you don't produce [a thousand
cubic feet (Mf)] a day - when is that Mf produced.”

MR. HARPER said that in typical @lf Coast, @lf of Mexico,
reservoirs, an Mcf that's not produced today m ght be produced 3
or 4 years fromnow. However in "coal seant production or tight
sand production - |like the Barnett Shale in north Texas - an Mf
that's not produced today may not be produced for 30 years, and
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such may be the case in Al aska. This type of information can
hel p determ ne, from an econom c standpoint, what nakes sense to
sell now, and what nmakes sense to have stay off the market
during non-peak periods. He went on to say:

Traditionally, LNG has been base |oaded, but | think
increasingly LNGis going to ... cone to be recognized
in a much different way in U S. nmarkets, particularly
foreign LNG because it is the one fungible aspect of
the natural gas business. ... You can take a cargo
that's en route from "Trinidad Tobago,"” which is our
| argest supplier of LNG today, and you can divert it
en route, and you can't do that in the pipeline

busi ness. So it gives you physical ... [options], it
gives you financial ... [options], and so increasingly
| think we will see LNG operate in a very flexible
f ashi on.

10: 21: 21 AM

MR. HARPER said that basis shifts will always occur when there
are pipeline and supply additions because the relative value
bet ween | ocations changes; for exanple, if Alaskan North Sl ope
gas is delivered to Chicago, the difference in the price between
the Chicago Hub and the Henry Hub will change. Changes in basis
will also occur over tine as additional adjustnents in the
mar ket pl ace occur. He then pointed out that particularly in the
western sedinmentary basin in Canada, as tine has gone on,
drilling in the region has noved westward and northward, and as
a result, "increasingly l|ean" natural gas has been discovered.
Natural gas in its native state often has other usable products
in it - ethane, butane, propane, and other conponents. Such
products exist in Alaskan [natural] gas. To the extent that
Al askan natural gas noves into Alberta, that will be a very
positive thing because of the investnents that have been nmade in
that |location, investnents both in processing and in the
utilization of feedstock, particularly ethane and propane.

10: 23: 09 AM

SENATOR FRED DYSON, Alaska State Legislature, offered his
understanding that Econ One, by speaking about noving gas
through Canada, is then operating under the assunption that
Al askan [natural] gas will enter into the md-continental market
rather than into other avail abl e markets.
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MR. HARPER di sagreed, and clarified that he is nmerely discussing
possi bl e out conmes under various scenarios, and noted that Al aska
is not on the "pipeline" map he's been referring to because
currently Al aska doesn't have an interstate pipeline for natura
gas. He pointed out that on that map, Canada and the U S. are
not differentiated in any significant way, and surm sed that
this is due to the fact that [the pipeline systens of the two
countries] function as a conpletely integrated infrastructure
and are integrated commercially. The regulations promnul gated by
the NEB and by the "Al berta comm ssion"” remarkably mrror those
in the US., and therefore "things" function on an
i nt erchangeabl e basi s. Those that trade the business know no
borders and sinply consider there to be a North Anerican narket,
he remarked, although that has not always been the case.

10: 25: 48 AM

MR. HARPER, on the issue of foreign LNG said that currently,
approximately 800 billion cubic feet (Bcf) of natural gas is
inported through four termnals, and [this anount] is expected
to double over the next five years. He assured the commttee
that from a market perspective, foreign LNG and Al askan
[natural] gas - whether delivered via a pipeline as LNG - are
not conpeting because they fill different niches in the market.

He noted that the largest of the four foreign LNG termnals is
in Lake Charles, Louisiana, and that about 100 percent of the
LNG supplies at that termnal are "spot" rather than "long-term
contracts.”

10: 27: 47 AM

MR. HARPER, in response to a question, offered his belief that
the market has room and the need for both Al askan natural gas -
in any form - and foreign LNG However, should Al askan natural
gas be converted into LNG then it's points of entry [into the
mar ket] would come into play as a determining factor in certain
decisions. Wth regard to the question of who will buy Al askan
[natural] gas, he noted that the market currently [requires]
around 23 trillion cubic feet (Tcf) and is expected to [require]
nor e. Those that would be interested in Al askan [natural] gas
include those that generate electricity - either for wutility
pur poses or otherwise - and local distribution conpanies. Wth
the coll apse of Enron [Corporation] and other events, the "md-
stream part of the business” has eroded substantially, though
this should reverse, he opined, thereby opening the door for
existing trading houses and energing "md-streant [entities] to
play a very active role in purchasing Al askan [natural] gas.
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10: 30: 28 AM

MR. HARPER nentioned that foreign LNG projects and North Sl ope
production-related projects have simlar pricing concerns
because of the long lead tinme required for |arge capital
investnents; the two types of projects also engender simlar
t hought s anong those that view them from a market perspective, a
financi al perspective. Those that give consideration to the
financi al derivative products of one are also giving
consideration to the financial derivative products of the other.
There are a whole host of financial products in the natural gas
busi ness that allow one to nmanage price risks separate and apart
from the comobdity itself; for exanple, one can buy "puts" and
"calls" for natural gas simlar to what can be bought for
stocks, and those products can in turn be used to create
"collars.™ He went on to describe a "costless collar” as [a
product] in which the price for selling and the price for buying
are limted to an agreed-upon anount.

MR. HARPER said that of issue in the natural gas business is
"forward liquidity,"” since the market doesn't trade actively on
the NYMEX on the "out years," although [the market] is extrenely

active "two or three years out.” He added, "People lock in
positions, but they don't tend to lock in long-term positions;
that's typically done in the over-the-counter market." He

offered his understanding that there are costless collars
currently being traded, for the period of 2010 to 2015, on the
order of $5.75 on the downside and $8.50 on the upside. He
pointed out that in noting that those kinds of deals are being
made, he is not saying that the state should do sonething
simlar, rather he is nerely naking nenbers aware that such
t hi ngs are occurring.

10: 34: 05 AM

MR. HARPER opined that the timng for having [Al askan natural
gas] enter the market is excellent, and that such a product
would be a logical addition to the marketplace as it would not
be conpeting on a nutually exclusive basis with any other supply
project of which he is aware. There has been a pricing
structural wuplift and there is adequate pricing support, he
concl uded.

10: 35: 12 AM
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REPRESENTATI VE  SAMUJELS  asked whet her t he af orenenti oned
seasonality would affect an Al askan pipeline project.

MR. HARPER said no, adding his belief that it only makes sense
for [Alaskan natural gas] to be physically base |oaded into the
mar ket .

MR. HARPER, in response to a question, offered his belief that
traditionally producers have not been eager to own interstate
gas pipelines primarily because of concerns regarding the FERC
and the possible regulations it mght institute, particularly
since natural gas, due to its lack of fungibility, is hauled on
a contract basis through pipelines for the nost part and thus is
generally much nore heavily regulated by the FERC than crude
oi |

CHAI R THERRI AULT asked whet her users of [natural gas] would want
to lock into a long-term price, or whether they are noving "to
nore of a short-termcontract pricing."

MR. HARPER indicated that although such wusers and |oca
distribution conpanies are interested in and concerned about
secure, long-term supplies, they are also concerned about the
means by which natural gas is priced. He added:

You can protect yourself pricing-wise through the

physi cal contract by basical ly havi ng mar ket -
responsive pricing, which you often see - so you've
got firm supplies, but you ve got pricing that noves
with the market - [or] you can fix your price - you

can fix it for part of the time or you can fix the
price in the contract and then you can unlock that
pricing by using these financial derivative products.
It's a very conplicated thing, but | think what's
inportant for you to know is that there are people
that want to contract long-term for these supplies -
there is a place in the market for it - and there wll
be a variety of pricing mechanisns, | think, enployed
across that backdrop.

10:39:17 AM

SENATOR TOM WAGONER, Al aska State Legislature, referring to a
comment made earlier by M. Harper, asked why Al aska should even
consider letting its NGL be processed in Al berta.
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MR. HARPER said he was sinply pointing out that the Canadi ans
view NGL as attractive and that the infrastructure to process it
already exists in Alberta. He added that traditionally
producers have perforned the role of extracting liquids from
natural gas, and that the gathering and processing assets for
doi ng such are predom nantly owned by producers in the U S

SENATOR WAGONER asked how nany “"barrels, equi val ent , of
liquids,” for exanple, could be obtained from sending 5 Bcf per
day through a pipeline system

MR HARPER said the calculation is about six to one.

SENATOR DYSON asked whet her processing NG in Al aska mght be "a
deal breaker for a TransCanada pipeline."

MR. HARPER sai d he doesn't have an opinion on that issue at this
time, though he can appreciate TransCanada's interest in it.

SENATOR DYSON asked what the price of [foreign] LNG would be on
t he West Coast.

MR. HARPER indicated that [foreign LNG would cone in at the
hi ghest price that can be obtained, adding, "It wll price
itself so that it can nove at the market prices that are
present.”

10:42:46 AM

ANTHONY FI NI ZZA, Ph.D., Consultant, Econ One Research, 1Inc.,
said that the viewis that LNG could be, cost-w se, delivered at
sonething like $3.50/mBtu, though it wll be selling at the
mar ket price - or higher - of the location where it arrives. He
pointed out that LNG would not be setting that price. In
response to another question, he relayed that the viewis that a
cost of $3.50[/mBtu] would allow a conpetitive return to the
producer, and so any price above that would be even better.

SENATOR DYSON asked whether it would be the case that [foreign]
LNG | anded at "Long Beach" could not be transported via pipeline
to the Mdwest market and "beat our gas for price" if the best
|l ong-term market for natural gas does indeed prove to be the
M dwest mar ket .

MR. HARPER concurred; adding that the basis differential would

be affected, but pointed out that such would not result in
conpetition for the product because "those are two different
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regi onal markets." In response to another question, he said
that a product which |ands on the Wst Coast would not naturally
seek to nove to the Mdwest, so prices would only be affected
through the basis interaction. He pointed out that "there's
just no highway that exists in that fashion,” and therefore he
doubted that even a substantial basis differential would
stinmulate pipeline production between the Wst Coast and the
M dwest .

10: 45: 28 AM

REPRESENTATI VE LES GARA, Al aska State Legislature, said:

| just want to follow up on a question that Senator
Therriault asked you in the address ... and this
addresses the question of whether or not a gas
| easehol der would have to fear the return of $2.00
gas. So, one of the things we've always been told is
the gas pipeline is potentially not feasible because
what if gas prices went down to $2.00 again and then
you addressed well you can enter into possibly |ong-
term price contracts mtigating that risk. ... Should
we be certain that if ... a |easeholder wanted to sel
us gas at a 10-year-locked in price, they could or

is that a maybe. Is it a definite that ... we could
sell the amount of North Slope gas at a locked in
price over the next 10 years sonething simlar to the
futures price that you had listed on one of your
charts, or is that a big maybe.

MR. HARPER replied:

Il think ... it's worthy of consideration, it's
certainly not a part of what we've done here as this
poi nt . But, yeah, | think ... you would want to | ook

at your options.

REPRESENTATI VE GARA asked:

But ... would there actually be a nmarket if the
| easehol ders said, "W do want to lock-in a price for
10 years." Wuld there be a market for 10 years worth

of Al aska gas at a | ocked-in price?

MR HARPER answer ed:
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Yes, yes you can hedge forward. Let's say that we
fast-forward now, it's 2012, and you want to lock in
your price to 2022. Yes, you could do that through
the physical and/or the financial nmarkets. You can
absolutely do that at that point.

10: 47: 01 AM

SENATOR WAGONER asked at what price would gas becone vul nerable
to ot her energy sources.

MR. HARPER said at between $4 and $5.

10:47:35 AM

MR. PULLIAM relayed that Dr. Finizza, the next speaker, wll
address current and future natural gas prices and what the

tariffs for noving gas from Al aska wll |ikely be.

DR. FIN ZZA said that the background information he wll be
presenting is derived entirely from studies that are now
available to the public, and that he would also be illustrating
sone of the key uncertainties that should be considered by |ong-
term players in the gas nmarket. Referring to a portion of his
Power Poi nt presentation, he said that it is expected that the
demand for natural gas in North Anerica will grow to roughly 30
trillion cubic feet (Tcf) by the year 2025. A common feature

[of forecasts] is that existing supplies are not going to
i ncrease, that one nust reach out for other sources of natura

gas. Directing nenbers' attention to what he called "the wedge
to the right," he said, "The studies envision themto conme from
Canadi an sources - Mackenzie Delta, LNG and Al aska gas." By

way of conparison, nost forecasts envision Alaska gas as
representing approximately 5 percent of the supply source in
2025. Regardl ess of the study one considers, he remarked, all
paint a simlar picture.

DR, FINIZZA offered his belief that [prospective] long-term
pl ayers [in the gas industry] should consider three main issues:
the strength of the natural gas market over time, the extent of
LNG penetration one could logically expect in a given tine
period, and the role of conpetition between gas and alternative
ener gy. He relayed that [the common view for the future is
that] the natural gas supply would be "flat,” that there would
be increases in Canadian supply, that LNG would be sonmewhat
limted from foreign sources, and that Al aska natural gas [could
be expected]. Natural gas is going to play a major role in
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forecasts, particularly wth regard to the generation of
electricity, he remarked. However, he warned that "this gas
doesn't have a free ride here" because there are other
conpetitive sources for base |load electricity, notably coal and
nucl ear sources. Wth regard to the industrial sector and the
househol d and comrercial sector, he suggested that growmh wll
be in line wwth "incone" grow h.

10: 52: 45 AM

DR. FINIZZA, with regard to the transportation sector, said that
[ most forecasters think that] there won't be nuch "penetration,”
though there are those who are envisioning a hydrogen-fuel ed
autonobile sector in the future, but that hydrogen would
initially be created by reform ng natural gas. He rel ayed that
nost people think that natural gas prices are currently at a
cyclical high, and therefore he remnded nenbers that they
shoul d not expect such prices to continue. He then referred to
a table on page 3-5 of his PowerPoint presentation, and
indicated that it was conpiled from the last forecast nade by
the U S. Departnent of Energy's (DOE s) Energy Information

Adm ni stration (ElA). This chart indicates that natural gas
consunption in the US wll grow from 22.3 Tcf this year to
30.6 Tcf in the year 2025 - an increase of 8.3 Tcf - and half of
that increase will be due to an increase in consunption by

electric utilities.

DR, FI Nl ZZA nentioned that studies indicate that 75 percent of
all new electric generation capacity wll be from natural gas.
Wth regard to the strength of the natural gas position, he
remar ked, one would have to question whether it could actually
penetrate the electric utilities [sector] as depicted in this
chart. Dr. Finizza went on to say that studies envision that
LNG will be comng into the supply mx at approximately 3 to 4
Tcf per year by the tinme Alaska is at 1.5 Tcf per year. He
reiterated that the view is that LNG from a cost-basis, could
be delivered into the US. market for between [$3.00] and
$3.50/ mBtu, but, again, will be sold at prevailing gas prices.
There are limted "regasification"” facilities now, and a |ot of
peopl e are arguing against establishing any such facilities in
their area.

DR. FIN ZZA offered his belief that LNG is not going to be of
concern since it is not going to be "the marginal supply"” and
thus it will not be setting prices. Rather, gas prices wll be
set by the "higher-cost, Lower 48 supplies.” The big threat to
natural gas, he explained, conmes from alternative energy
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sources, particularly with regard to electricity generation.
For exanpl e, conbined-cycle gas turbine technology is in place
now and has a break-even point of around $4. 00/ nmBt u.

10: 56: 48 AM

REPRESENTATI VE HAWKER asked for clarification regarding the
recent comment that LNG is not a marginal supply and so will not
set future gas prices, and an earlier coment that LNG will be a

mar gi nal source of supply.

DR FINIZZA said he was sinply using the term "marginal" to
enphasi ze that LNGwill not be setting the "marginal price."

MR. HARPER said he was sinply using the term "marginal" from a
physi cal standpoint with regard to seasonal changes and base
| oadi ng.

10: 57: 37 AM

DR. FIN ZZA, returning to his presentation, said that "the coa
peopl e" have also noticed the high price of natural gas and so
are working on a "clean coal technology" that "gasifies" coal
and utilizes a conbined-cycle process. The thinking, he
remarked, is that such technology mght be conpetitive in the
$4. 00- $5. 00/ Bt u r ange. He opined that any sustained natura
gas price above $5 could accelerate the developnment of the
af orenenti oned alternative technol ogies. He indicated that his
Power Poi nt presentation contains natural gas price forecasts
from the EIA the National Conmittee on Energy Policy (NCEP),
the NYMEX futures nmnmarket, and a nunber of Canadian gas
consul tants.

11: 00: 43 AM

DR, FIN ZZA, referring to page 3-9, said it illustrates the
El A's Annual Energy Qutlook (AEO), and that it forecasts prices
out to the year 2025 but doesn't reference inflation. Thi s
forecast uses "a nunber of sensitivities" such as low oil price,
high oil price, and |ow econom c grow h. He relayed that the
EIA will go to a probabilistic nodel for the year 2006 because

it has realized that the spread of forecast in the 2005 AEO was
not very great and so has "not stated the full sensitivity of
future gas prices.” He referred to a bar chart on page 3-10
and said it reflects various forecast averages for the years
bet ween 2012 and 2025. These forecasts are based on the Henry
Hub price, are all in "real"” terns, and all pertain to dollars
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per mmBtu. The left-nost bar and the right-nost bar, he
remar ked, represent probabilistic forecasts, while the other six
represent average forecasts of various studies done for this 14-
year peri od. The average of those six forecasts anmounts to
approxi mately $4. 71/ mBt u.

DR. FI NI ZZA said that the aforenentioned |eft-nost bar indicates
that there is only a 10 percent chance that prices would fall
bel ow the |isted anpbunt of $2.76. The aforenentioned right-nost
bar indicates that there is only a 10 percent chance that prices

will be above the listed amount of $6.39. Dr. Finizza said that
the NYMEX futures prices do reflect the market's expectation of
future gas prices, although it isn't that accurate. However,

the NYMEX does outperform many forecasters, including the DCE
and therefore should be considered a forecast el enent.

11: 04: 14 AM

DR. FINI ZZA turned attention to page 3-12 of the presentation,
which is a graph of the average view of the NYMEX futures market
over the 12-nonth period of July 2005-June 2005. In view ng
this over that one-year period, the market view in 2010 woul d be
about $5.25 in real terns, declining from today' s |evel. Dr.
Finizza turned to what this means when gleaning the possible
prices when evaluating this nmajor project. He infornmed the
committee that it's considered best practices to review a range
of prices. Therefore, one should review a | ow stress price case
as well as an expected price. Wth regard to determning
possi bl e expected prices, NYMEX offers a market forecast that's
about $5.00 [/mBtu] and the average of publicly available
forecasts is about $4.75 [/ mBtu].

DR. FINIZZA said that in order to determne the stress price,
one could review what rating agencies use. The rating agencies
view a stress price as one that would allow the project to have
a fair return [at the stress price] and thus [the project] would
remai n operative. [ Mbody's and the S&] seem to be using a
stress price of $3.75 [/mBtu]. One could also use the nean
|l ess two standard deviations from NYMEX, which is about $4.00
[/ Bt u] . Al though some have used $3.50 [/mmBtu] as a stress
price case, that seens a bit low, he opined. He then reviewed a
high price case in which [the price is] the nean plus two
standard devi ations from the NYMEX market, which is about $6.00
[/ Bt u] . Dr. Finizza noted that this range of prices fromthe
publicly available studies are consistent wth conpetitive
prices fromthe alternative energy and electric utility sectors.
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Therefore, he opined that it would be an adequate set of prices
to view projects of this type.

11: 09: 21 AM

CHAIR THERRI AULT highlighted that the |long-term price is
integral and critical to evaluating the project and its cost and
return to the various parties involved.

11:11: 07 AM

DR. FINIZZA noved on to the matter of pipeline costs, as
provided in the public domain. The pipeline costs can be used
to derive an inplied tariff, which can be placed against the
earlier outlined prices in order to derive |likely netbacks under

[ vari ous] scenari os. He then reviewed page 3-15 of the
presentation, which is a spreadsheet showi ng projected public
pi peline costs. He related that the producers have reported

that the pipeline costs would be plus or mnus 20 percent, and
the Tristone Capital estimate is wthin that estimte. He then
hi ghlighted that the producers project the total pipeline cost
from the North Slope to Chicago to be $21 billion, in 2005
dol | ars.

11:13: 33 AM

SENATOR DYSON assumed that the cost projections on page 3-15 are
referring to a sinple "bullet line" rather than tying into the
exi sting excess Canadi an capacity.

DR. FINI ZZA agreed, and added that the estimate of pipeline
costs from Gordondale to Vereville was nmade by Econ One on the
basis of mleage and differential cost of pipe. He specified
that if the $7.8 million was broken down into two pieces, it
woul d be roughly a two-third:one-third split. He nentioned that
there could be a proposal to only bring the pipeline to
Gor dondal e.

11:15:12 AM

SENATOR DYSON asked if Econ One assuned that present permts in
pl ace for the route will prevail.

DR. FINIZZA clarified that his assunptions are those that the
producers mnade. He explained that Econ One tried to take the
presented pattern of capital costs and, using Econ One's nobde
and sone assunptions, tried to calculate the pipeline tariffs
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for each segnent. The chart on page 3-16 assunes that the
project ended at Cordondale and it also assunes publicly
avai l abl e capital, 4.2 Bcf/d sales, an 80:20 debt/equity ratio,
14 percent allowed rate of return for the U S and 12 percent

for Canada, and debt of 5 percent. Wth those volunes, the
total tariff from the North Slope to the Gordondale market is
estimated to be $1.14. If the gas treatnment plant at the North
Slope is included the estimated tariff is $1.43.

11:17: 03 AM

DR. FI Nl ZZA continued wth page 3-17, which related the inplied
net backs under alternative gas prices. The chart on page 3-17
uses initial values and start with the Chicago price in 2004
dollars, which wll increase with inflation whereas tariffs

won't. The differential between Chicago and the AECO Hub woul d
be about $.90 [/mBtu]. Utimately, the inplied netback at the
Inlet to pipeline will range from $1.68 [/mBtu] for the stress

price to $3.68 [/mBtu] for the high price case. In order to
determne the inplied netback to producers, the operating costs
and fuel loss ranging from $.07 to $.11 would have to be

deducted as well as the royalty and tax val ue. Utimately, the
net back to the producers would range from $1.27-$2.83 [/ mBtu].
In response to Chair Therriault, Dr. Finizza clarified that the
[ projections] were done under the current fiscal structure.

11: 20: 03 AM

CHAI R THERRI AULT infornmed the commttee that should there be a
proposal, the commttee would have to run a 30-day public
comment period, at a mninum Although the price and costs are
i nportant for evaluation purposes, the commttee doesn't assune
the role of saying yes or no. The commttee only runs the
public comrent period, after which the contract goes through the
| egi sl ative commttee process and conmes before the |egislature
for review Therefore, the conmittee's [responsibility] is to
ask questions on behalf of the public regarding whether a good
and fair proposal has been brought forth.

11: 20: 59 AM

SENATOR WAGONER inquired as to why the operating costs and fue
use vary across the four cases. He related his understanding
that those are fixed prices.

DR. FINIZZA indicated agreenent that the operating costs [are
fixed]. However, he pointed out that there is fuel |oss and
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thus the applied value increases as the value of gas increases.
In response to Chair Therriault, Dr. Finizza specified that the
nunbers in the operating costs and fuel use reflect the fuel
lost in the line and the operating costs in the upstream

11: 22: 10 AM

SENATOR BEN STEVENS returned attention to page 3-2 of the
presentation and recalled that Dr. Finizza nentioned that the
Al aska portion would be 5 percent of the total. He asked if
that would be 5 percent of the total gas consunption in 2025.

DR, FIN ZZA replied yes. In further response to Senator Ben
Stevens, Dr. Finizza clarified that the LNGis foreign LNG

SENATOR BEN STEVENS inquired as to the volunme Dr. Finizza is
projecting from Al aska. He further inquired as to whether it
was LNG vol une or gas vol une.

DR. FINIZZA said, "The Alaska nunber here that they have,
although it's presuned to be pipeline, would be the sane if they
thought it was LNG " In further response, Dr. Finizza said that
volunme would be 1.5 Tcf a year and the foreign LNG is roughly
doubl e that.

11: 23: 45 AM

SENATOR BEN STEVENS then turned the commttee's attention to
page 3-6, specifically the last bullet, which read: "LNG is not
margi nal supply and will NOTI' set future gas prices. Set by
needed hi gher cost L-48 supplies". He asked if Al aska is being
conpared with the Gulf of Mexico production.

DR. FI NI ZZA answered that it's a conbination of Lower 48 fields,
including the @ilf of Mexico. He noted that alnost all the
anal ysis done for these studies review the supply curves for
each region. The alternative sources of supply are studied by
basi n. Therefore, Alaska is conpared to all the supply basins
in North Anmerica. In further response to Senator Ben Stevens,
Dr. Finizza confirned that Al aska would be a gas price taker.

11:25: 07 AM

DR. FINIZZA, in response to Senator Dyson, clarified that [on
page 3-2] the consunption to which he was referring was Tcf per
year.
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11: 26: 06 AM

REPRESENTATI VE GARA directed attention to page 3-17 of the
presentation and opined that one assessnent that will be desired
is the profit margin this forecast would | eave the | easehol ders.
He then asked whether the netback is the profit.

DR. FINI ZZA replied no, and added that the profit margin will be
addressed in the afternoon. In further response to
Representative Gara, Dr. Finizza confirmed that under the stress
price case on page 3-17, there would be sone profit.

11:27: 55 AM

MR. PULLI AM continued the presentation wth packet four, which
di scusses the return on capital and cost of capital as those
relate in the petroleum and natural gas pipeline industries. He
began by explaining that neasures of profitability that are
used, particularly in the petroleum industry are return on
capital enployed (ROCE) and return on sharehol der equity (ROE)

Al t hough both |ook at mneasures of profit over an investnent
base, they do so in different ways. The ROCE is one of the nost

wi dely wused neasures of profitability. He explained that
capital enployed is the sumof capital a firm has either through
the issuance of equity or debt. In this context capital

conpanies are neasuring the book value of that capital
However, the book value of that capital may not reflect today's
mar ket value. He then explained that ROCE is nmeasured by after-
tax profits without the cost of debt financing and then that
profit is looked at over the total anmount of debt and equity.
The aforenmentioned is referred to as the operating profit before
financing costs over capital enployed.

MR, PULLIAM said that RCE is how the firmis profits |ook
relative to what sharehol ders have invested and thus it's nerely
income over the value of the stock from a book value basis.
This takes into account any potential benefit the conpany
receives by issuing debt. Therefore, after all the debt and
costs are paid there will be a profit, net income, which is
reviewed relative to the amount of equity in the conpany.

MR. PULLIAM then turned attention to how these neasures have
| ooked over the years [as illustrated on page 4-5] in relation
to the three major producers. On average [the producers] have
enj oyed ROCE just under 15 percent. Page 4-6 is the sanme chart
with an average ROCE for the three mmjor producers. Page 4-7
i ncludes TransCanada's ROCE, which he said would be simlar to
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what one would see for many gas pipeline conpanies. Qobvi ousl y,
the [ROCE] for TransCanada is quite a bit lower, about 7

percent, than that of the petroleum conpanies, which 1is
attributed to the fact that the gas industry is a very different
busi ness. TransCanada operates a gas pipeline that's in a
regul ated environment wth regulated returns. The ROCE is
consistent with the risk involved in the business. Page 4-9 is
a chart that illustrates that crude oil prices have been

generally rising, particularly since 2000. He highlighted that
the rises and falls are in rough approximation with comodity
prices because the nmmjority of the assets in the petroleum
i ndustry are in the upstream Page 4-10 provides averages over
the last 5-10 years for the various petrol eum conpanies as well
as TransCanada.

MR. PULLIAM noved on to page 4-11, which reviews return on
shar ehol der equity. These nunbers are a little higher than ROCE
nunbers because they reflect the advantage of enploying debt in
t he busi ness. He noted that typically the petroleum industry
doesn't enploy a lot of debt, while the pipeline industry does.
The chart on page 4-12 shows the average ROE over 10 years,
which is about 17 percent. The chart on page 4-13 illustrates
what a gas pipeline conpany would look like in that picture.
The chart shows that the returns are higher relative to ROCE
because gas pipelines enploy nore debt and thus the RCE is going
to be proportionally higher for those conpanies. However, the
RCE is going to be lower than it is for the petroleum industry
because of the different, regulated, operating environment. The
chart on page 4-14 shows the average of the producers and
Tr ansCanada. The chart on page 4-15 illustrates the returns
relative to coomodity, energy, and prices. Again, the petrol eum
price noves wth the change in comodity prices over tine.
However, that's not the case with the gas pipeline industry.
Page 4-16 shows the average ROE over the past 5 years and 10
years.

11:41: 48 AM

MR. PULLIAM then directed attention to page 4-17 and the
wei ghted average cost of capital (WACC), which is the cost of
attracting capital to a project. The WACC is equal to the
average cost of the firms debt and equity, and it depends upon
the proportion of debt and equity in the firms capital
structure. Furthernore, the WACC is based on the market value
of the firms debt and equity. As specified on page 4-18, the
WACC is nmeasured after-tax costs. He related that the after-tax
debt is generally lower than for equity because debt is tax
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deductible. Furthernore, the after-tax cost of debt is equal to
the borrowi ng cost. M. Pulliam noved on to page 4-19, which
specifies that the cost of equity is commonly neasured using the
capital assent-pricing nodel (CAPM. The CAPM is based on the
returns of a conpany's stock relative to a risk-free return and
the overall market returns. Page 4-20 illustrates how CAPM
cal cul ates the cost of equity. The first exanple is the risk-
free rate in which the firmis viewed as having an equal risk as

the market. He then reviewed the two exanples of cost of
equity, which take into account the risk-free rate, the market
risk premum and the conpany specific beta. The beta is the

relationship between a conpany's risk and the market overall.
Therefore, a conpany with a risk level equal to the market woul d
have a beta of 1.0 and thus its cost of equity would be the
risk-free rate plus the market risk premum tinmes a factor of
one. The second exanple on page 4-20 is one with risk equal to
hal f the market-w de average, which is about where the petrol eum
i ndustry has been over the | ast few years.

11:47: 56 AM

REPRESENTATI VE SAMJELS inquired as to what the financial markets
revi ew when determ ning a conpany's beta.

MR. PULLI AM specified that a beta is the variability of a given
conpany's return versus that in the market overall

11:48: 37 AM

MR.  PULLIAM continuing wth page 4-21, highlighted that
petrol eum and natural gas pipeline industries typically have a

beta less than 1.0. In fact, the 2004 betas for the conpanies
bei ng discussed ranged from 0.25 to O0.83. Page 4-22 shows a
WACC cal culation for the four conpanies being discussed. He

rem nded the conmttee that petroleum conpanies typically don't
enpl oy much debt but rather are highly weighted toward equity.

However, gas pipeline conpanies issue a lot of debt. For
exanple, TransCanada's debt equity ratio is about 50:50. The
chart on page 4-23 illustrates the WACC for the specified
petrol eum conpanies during 1995-2004. The WACC for the

speci fied petrol eum conpani es has decreased a bit since the md
1990s and went fairly flat in the late 1990s because of |ower
interest rates and |ower Dbetas. The <chart on page 4-24
illustrates the average of the three specified petroleum
conpanies, which reflects the aforenentioned pattern. On page
4-25, the aforenentioned chart includes TransCanada's WACC,
which has a |lower cost of capital. The chart on page 4-26
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illustrates the average of the two industries. M. Pulliamthen
turned to the chart on page 4-27, which contrasts the capital
costs with the comopdity prices. The chart illustrates that
capital costs have decreased as energy prices have increased.
The final chart on page 4-28 of packet four shows the average
WACC over 5-10 years. He enphasi zed that the WACC nunbers wi ||
becone inportant [as the process continues] because they inpact
the view of project financing and the viability of a project.
M. Pulliam noted that the WACC is conpany-wi de and doesn't
reflect any specific project but rather are starting points.

11:55: 20 AM

SENATOR HOLLIS FRENCH, Al aska State Legislature, asked if one
could assune that TransCanada enjoys a significant advantage
over petroleum conpanies when it cones to financing this project
because its cost of capital is so nuch |lower than that of the
oi | conpani es.

MR, PULLIAM replied no. However, he pointed out that a gas
pi peline project would be consistent with TransCanada's
busi ness. He reiterated his last point regarding the fact that
the WACC is for a firm and doesn't reflect a project specific
capital cost.

11: 56: 29 AM

[DR. FINIZZA] indicated that the kinds of capital costs that
acconpany a pipeline project are |lower than the types of capital
costs that acconpany upstreaminvestnents and such projects.

11: 56: 59 AM

CHAIR THERRI AULT inquired as to what is included in upstream
i nvest nents.

[DR. FINIlZZA] answered investnent in devel opnent, exploration
and nmarketing of the comodity itself as opposed to the
transportation.

11:57:21 AM

REPRESENTATI VE SAMUJELS asked if one can assune that the nunbers
presented don't include any inplications regarding the
possibility of federal |oan guarantees, although [the federal
| oan guarantee] will be a factor in the capital market.
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MR. PULLIAM said that [taking into account the federal |oan
guarantee] typically would provide a l|lower cost of debt than
what's reflected in the nunbers presented.

11:58:13 AM

SENATOR HOFFMAN asked if the federal |oan guarantee would give
one conpany nore of an advantage than anot her.

MR, PULLIAM replied yes, to the extent the conpany is a higher
[risk] rated conmpany to begin wth. The difference between a
federal |oan guarantee rate and the rate at which it can borrow
may be | ess than a conpany that's not as highly rated.

11:58: 57 AM

SENATOR STEDVMAN referred to page 4-22, and surnised that a
conpany with a lower cost of capital, everything else being
equal, would probably be nore profitable for shareholders and
t hus that conpany would be nore interested in the project.

MR. PULLI AM said that he didn't know whether he would agree with
that because [the interest a conpany has in a project] would be

driven by the risk of the project itself. In fact, a conpany
with a higher cost of capital mght still do the project. He
suggested that conpanies should view the project not just based
on the cost of capital, but should be making adjustnents to

reflect the specific project.

SENATOR STEDVAN posed an exanple in which a project returns 10
percent, and opined that a project with a 7.6 percent cost of
capital would be nore beneficial than a 9.3 percent cost of
capital .

MR, PULLIAM said in the end it should be equally beneficial to
them "because it's going to reflect, again, it's going to be
what the market is going to require like the economcs of the
project itself."

12: 02: 40 PM

DR LEITZINGER opined that two things are going on wth the
nunbers. He indicated that the nunbers reflect the differences
in conpanies' operating abilities as well as different
hi storical choices regarding the types of risks taken. However,
when reviewing the possibility of all the conpanies potentially
participating in the same project, one doesn't know whether
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there would be cost advantages or capital cost savings across
conpani es.

12: 05: 07 PM

SENATOR STEDMAN suggested reviewng this from a shareholder's
perspective because the goal of a conmpany is to increase
sharehol der wealth. He suggested that if a project had a return
of 8.6 percent, the conpany with return on capital [WACC] of 7.6
percent woul d i ncrease sharehol der wealth while the conmpany wth
a 9.3 percent [WACC] would decrease shareholder wealth

Therefore, it wwuld seem that the conpany wth increased
sharehol der wealth would be interested in doing the project, he
surm sed. He asked if the aforenentioned is a use of the

nunbers [on page 4-22] on a nacro level, a sort of "30,000 foot"
overvi ew.

MR. PULLIAM i ndicated that Senator Stedman's points were fair to
draw at the "30, 000 foot" overview |l evel.

12: 07: 08 PM

CHAIR THERRI AULT pointed out that [Senator Stedman's case
assunes] that all things are equal [between the conpanies and
possi bl e contracts], which isn't the case.

12:07:46 PM

DR. FINIZZA interjected that if the four conpanies [nmentioned on
4-22] were doing the sane project and assessed its risk the
sane, then they shouldn't be using different discount rates. In
such a situation, the conpanies should also conpare the expected
cash flow to the cost of capital adjusted for the risk, which he
predicted wouldn't be 6 percent but probably nore in the range
of 10-12 percent.

12: 08: 30 PM

REPRESENTATI VE GARA returned the commttee's attention to page
4-7. He asked if he would be correct in his assunption that if
a conmpany builds a pipeline, then it should only assune a rate
of return of other pipeline conpanies and not the rate of return
of production since it is just building a pipeline.

UNI DENTI FI ED SPEAKERS replied yes.
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REPRESENTATI VE GARA surmsed then that a production conpany
could take its noney and nmake 20 percent elsewhere, and
therefore decide not to build a pipeline for a 10 percent rate
of return.

12: 10: 43 PM

CHAI R THERRI AULT announced that the commttee would break for
| unch and nenbers should return at 1:30 p. m

1: 36: 07 PM

CHAI R THERRI AULT called the commttee back to order at 1:36 p.m

1:36: 30 PM

MR.  PULLI AM recapped the norning's presentation and said that
now the presentation will turn to decision-making and possible
results of [Econ One's] nodeling efforts. He then turned the

presentation over to Dr. Finizza.
1:38: 06 PM

DR. FI Nl ZZA said he would be discussing decision making, which
he suggested is nore conplicated than he can portray. He
hi ghl i ghted, on page 5-2, questions that oil and gas conpanies
ask when | ooking at projects. Dr. Finizza opined that the key

approach will be discounted cash flow in the evaluations. An
estimate of cash flows, he explained, is taken to the firm and
di scounted at the expected rate of return that they will realize
on simlar investnents of the sane risk type. He highlighted

the need to recognize the risk-return relationship and the
i mportance of evaluating projects on a risk-adjusted cost of

capital basis. He then clarified that this is for an
incremental project, and a project with a positive net present
value (NPV) is a candidate for acceptance. Dr. Finizza then

turned to page 5-6, which presents a stylized cash flow table.
In year one of the proposed project, the [expected project cash
flow is negative $16 billion capital investrment, but from that
point forward there are positive cash flows to 2042. That
stream of cash flows can be analyzed and can be used to equate
the NPV at a specific discount rate [as specified on page 5-6].
He then pointed out that there are variations on NPV in that
soneone nay neasure NPV per barrels of oil equivalent (BOE)
found or wused in the project [as nentioned on page 5-7].
However, since NPV is sensitive to price forecast, the neasure
woul d be the division of NPV by the total gas brought to narket
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in the project. He highlighted that although [BOE] isn't a
criterion that stands on its own because NPV has to be
calculated to get [BOE], sone people will |ook at the neasure.
Dr. Finizza relayed that $1.00 per BOE is typical of high
infrastructure, capital-intensive gas projects such as LNG
Therefore, one would probably |ook to see sonething greater than
$1.00 per BOE to be in the upper half of the range of projects.

DR FI N ZZA continued wth page 5-8, which reviews the Internal
Rate of Return (I RR) neasure. He explained that the IRR is the
di scount rate at which the NPV of the cash flows is equal to

zero. He inforned the commttee that a project wth an IRR
greater than the risk-adjusted cost of capital would be a viable
project when there are no capital constraints. However, the

year in which such a project is accepted nmay not be the year in
which it's started. Wthout significant risk factors, IRRs in
the 12-15 percent range are viewed as the threshold rate of
return. He related his belief that energy conpanies are
devel oping alternative projects in the 15-20 percent range.

DR. FINIZZA turned to page 5-9 regarding the Profitability Index
(PI), which is helpful in examning the case when there are
capital constraints. The Pl is sinmply a ratio of the present
value of <cash inflows divided by the present value of cash
outflows, which is referred to as the "biggest bang for the
buck” by those who aren't econom sts. Therefore, any project
with a positive NPV would have a Pl greater than one. He
hi ghlighted that the nmain use of Pl is to allocate capital when
there are capital constraints, which can be acconplished by
calculating the PI for all the projects in the portfolio, rate
them from high to low, and choose the projects in sequence to
the point of capital constraint. He cautioned the commttee to
be wary of different Pl definitions as noted at the bottom of
page 5-9. He then reviewed the chart on page 5-10, which
illustrates one stylized way in which the profitability index
could be done. The chart on page 5-11 discusses undiscounted
cash flow criteria, which is the sumof all the cash flows in a
project wthout discounting. The undi scounted cash flow isn't
used for key investnent decisions, although it's often used to
present the nmagnitude of the project. He stressed that [the
undi scounted cash flow] violates everything about discounted
cash flow analysis and suffers from the failure to reward cash
early. The graph illustrates that the NPV is 50 percent higher
with the cash early at a 10 percent discount rate. Dr. Finizza
stated that in decision-nmaking, one would always want to take
[the project] wth the highest NPV He then reviewed [as

BUD COW TTEE - 36- August 31, 2005



related on page 5-12] how one m ght use the financial netrics he
has di scussed.

1: 53: 27 PM

DR, FINI ZZA pointed out that one could also conpare a gasline
proposal w th another gasline proposal or with the status quo.
Using NPV for the follow ng conparison would be useful with the
caveat that risk nmay differ between proposals, and therefore one
should be cautious with that. The earlier discussed financial
metrics could also be used to evaluate a delay in the gasline,
whi ch he indicated would use NPV rather than IRR Dr. Finizza
turned to risk and [incorporating it in the discount rate as
revi ewed on page 5-13]. He related that as a practical nmatter
people tend to review adjusting the discount rate. He then
provided the conmttee with an idea of various alternative costs
of capital, which are based upon market data and country credit
ratings. As noted on page 5-13, the U S. and other countries in
the Organi zation for Econom c Cooperation and Devel opnent (OECD)
have simlar [costs of capital]. However, | esser-devel oped
countries such as Qatar and Venezuel a produce [costs of capital]
in the range of 21-25 percent. Therefore, wusing the sane
di scount rate when conparing Qatar and the U S. wouldn't be
val uabl e. Dr. Finizza stressed the inportance of conparing
apples to apples, although he acknowl edged the difficulty in
doi ng so. He then related that riskier projects should provide
greater return while less risk should be mrrored in a |ower
di scount rate.

DR. FI Nl ZZA acknowl edged that conpani es maki ng deci sions of this
magni tude won't rely on netrics alone [as specified on page 5-
14]. Additional issues wll be raised such as: does the
conpany have the personnel and skill set to do the project at
this time; does the project distract managenent from other
things; does the project size offer economes of scale; is the
project discretionary; what is the effect of a delay on project
econom cs; are there contractual obligations that inpact timng;
does the project offer inproved diversification; and does the
conpany have a conpetitive advantage in the project?

1: 59: 39 PM

DR. FINI ZZA noted that Econ One has presented what it believes
to be reasonable prices, but the question beconmes what one woul d

logically expect an oil and gas conpany to use for their
econom ¢ evaluation. The price is key and is the nost inportant
part of the calculation. He noted that producers have been
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burned by high gas price projections, [and therefore] it's
|ikely that producers will test projects at a price path bel ow
their nost likely view He explained, "In a sense, [producers]
are high-grading their projects by picking a price that would be
actually below what they really, really believe." Havi ng
wat ched oil and gas conpanies, Dr. Finizza opined that the price
view of the oil and gas conpanies [are below the nmarket price
view by several years on the way up, but correct quickly com ng

down. He further opined that the current view of nost oil
conpanies in evaluating projects would be $24-%$26 oil that would
translate to $4.00-%$4.25 gas. Producers will also stress test

the project against what is viewed as a |low price, which may be
$3.50 [/ mmBtu] that corresponds to about $22 in oil prices. He
attributed this, in part, to [the fact that] the consequences of
error aren't symetric. |If a producer underestimtes the future
path of prices, it wll not undertake high-risk projects.
However, returns will skyrocket when the future prices conme to
bear. If a producer overestimtes future prices, such as in the
1990s, the producer will mss opportunities but the m sses won't
be fully penalized by the narket. The aforenentioned |ack of
symmetry is illustrated in the chart on page 5-16.

2:04: 34 PM

REPRESENTATI VE KERTTULA returned attention to the graph on page
3-17, and asked if the graph includes federal and Canadian
t axes.

DR FINIZZA clarified that it's before i ncone tax.

REPRESENTATI VE KERTTULA surmsed then that it's before the
federal taxes and thus would be the sane on the Canadi an si de.

2:06: 01 PM

DR. LEITZINGER infornmed the conmttee that he would be
di scussing the analysis of project viability wth vertical

conponents, which begins on page 6-1. He explained that
projects can be thought of as having two distinct conponents:
an upstream conponent that involves the devel opnent and

mar keting of the resource and a m dstream conponent that is the
construction of a delivery system to take the resource to
mar ket. The fundanental question that Econ One has reviewed is
in regard to what is required, as an economc nmatter, to make
the devel opnent of a gasline project viable and economc. The
aforenentioned really starts as an upstream matter, but in |ight
of the need for a pipeline the question becones where to | ook.
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The question of where to | ook, as addressed on page 6-3, becones
a question of what owners/producers nust do to bring the gas to
mar ket and conmercialize it. |If the only way for the project to
happen is for the producers to build the pipeline, then the
pipeline itself becones part of the cost to the owners of the
reserve. The aforenentioned is one in which the economcs
should be considered as an integrated project. However, Dr.
Leitzinger said he didn't believe that's the situation with this
proj ect because today a regulated pipeline is viable as a stand-
al one investnent. Still, he acknow edged that the producers
m ght want to pursue an integrated project, but that would only
be the case if the project's economcs are inproved by the
producers owning the pipeline as well. However, t he
af orenenti oned shoul dn't drag the project down.

2:13:18 PM

CHAIR THERRI AULT asked if the upstream economcs are the sale
price mnus the transportation cost and whether any value is
| eft to bring the resource to nmarket.

DR. LEITZINGER indicated that Chair Therriault was correct. He
clarified that when he discusses economcs, he thinks of it as
an investnent project in which the value of the gas is the
mar ket [value] less the cost of getting it there. The question
t hen beconmes whether that return over tinme nmakes sense given the
upstream investnment necessary to bring that about. The
af orenentioned differs when one decides that the only way for
this project to nove forward is for the producers to build the

pipeline, in which case part of the producers' investnment and
part of the evaluation of the economcs would include the
capital costs associated with having to build that Iine. Dr.

Leitzinger said that with the clear indication that the pipeline
is viable on a stand-alone basis it seens correct to think about
whether it's viable to proceed based on the upstream econom cS.
If the upstream econonmics are attractive, the project overall
shoul d be vi abl e, he opined.

2:15: 07 PM

DR, LEITZI NGER posed a situation in which the focus is on the
upstream econom cs, which leads into the question of how one
shoul d consider the interface between the upstream costs and the
transportation costs. He opined, pointing to history, that it's
reasonable to suppose that regulated pipelines traditionally
don't nmake for good gas nerchants. Therefore, he didn't expect
a circunstance in which the producers in the upstream would sell
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gas at the entry point to the pipeline. I nstead, he expected
that the owners of the upstream resource wuld pay for
transportation and nove that gas downstreamto tradi ng hubs such
as Chi cago. Gven the current regulations, pipelines would
typically follow a cost-of-service nodel, an allowed rate of
return, and a lifetine pipeline tariff. He then opined, in
relation to transfer prices, that upstream capacity commtnents
to pay for the fixed costs of the capacity will be necessary.
In a situation in which the producers pay as they go for the use
of the pipeline, the increnental costs of using the capacity may
di scourage continued gas marketing and interfere wth the
overall econom cs of the project. One of the risks the pipeline
owners face when investing in a pipeline is whether the upstream
producers will continue to bring gas to market. He reiterated
the need to have capacity conm tnents.

DR LEITZINGER turned to the neaning of capacity commtnents in
terms of the economcs of the project [as discussed on page 6-

5]. He clarified that a capacity commtnent doesn't nean it
beconmes an integrated projected. "To say that | nmeke a capacity
commtnment to buy service from you as a pipeline over tine is
not the same thing as saying | own the pipeline,” he further

clarified. Capacity commtnents are used frequently down South
between owners and shippers of gas and regul ated pipelines.
Still, those remain separate conpanies and separate commerci al
transactions. Furthernore, a capacity commtnent isn't the sane
as debt nor is it a consuner of the conpany's debt capacity.
Moreover, capacity comrmitnents aren't advances of capital.
Capacity commtnents, he explained, are contractual agreenents
over tinme to continue to pay to use the facility. Al so, a
capacity conm tnment doesn't nean that the borrowi ng capacity of
upstream producers would be limted or reduced. Dr. Leitzinger
specified that a capacity comm tnent does change expected cash

flow and risk. If one agrees to a capacity conmtnent as a
shipper, then that individual is commtted to continue paying
the cost, even in a world with very |ow prices. Therefore, a

capacity commtnent creates an effect on expected cash flow and
increases the risk of the owner of the resource. However, both
effects are small in the present context, he opined.

2:25:38 PM

DR. LEITZINGER then turned attention to the graph on page 6-6,
which illustrates that wth a nomnal Alberta price of
$8. 00/ Bt u produces a netback of about 6.25. He explained that
the prices on the graph include inflation. Therefore, a price
in Alberta just over $8.00 [/mBtu] with a 2.5 percent inflation
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assunption is the same as the real price of $5.00 [/mBtu]. The

graph on page 6-6 illustrates the economcs w thout a capacity
commitnent. As long as the price in Alberta is nore than $1.75
[/mBtu], there is margin to be mde by noving the gas to
Al bert a. In a situation in which there are no capacity

comm tnents, the project would shut down. The graph on page 6-7
illustrates that gas prices and netback wth a capacity
commitnent stay the sane for all the prices for $1.75 [/ mBtu]
and above. However, when prices are less that $1.75 [/ mBtu] at
Al berta, the netbacks are negative and the conpany would |ose
noney. He highlighted that the graph shows that for the vast
majority of the price cases, it's a positive netback and the
presence of a shipping commtnent has no effect. Even when one
assunes that all of the prices on the graph are equally likely
and there is a shipping commtnent, the total expected value is
only reduced by about 1 percent. However, not all the prices
are equal ly possi bl e. He then turned attention to the graph on
page 6-8, which includes the wearlier nentioned |ow price
scenario and the expected price scenario. He opined that there
is a very low probability of being in an environnment in which
the prices in Alberta are less than $1.75 [/mBtu] or that the
shi pping contract would have an adverse inpact on econonics.
Therefore, the shipping commtnment shouldn't be considered an
adver se pi ece.

2:35: 13 PM

DR. LEITZINGER closed by relating sonme of the potential
pitfalls, as specified on page 6-09. By any of the performance
nmetrics, the performance associated with a gasline project wll
be lower if the upstream and pipeline are integrated than if
just looking at the upstream The aforenentioned is also the
risk when the project is put together on an integrated basis.
Dr. Leitzinger then infornmed the commttee that "size does
matter"” because a lower return on a large project can be nore
attractive than a high return on a small project. Therefore
one needs to be sensitive to whether the projects are mxing
busi nesses of different types as well as the size of the
proj ect. Al aska's project is big, even by world standards, he
stressed. Therefore, he cautioned the committee to nake rate-
of -return conparisons for projects of like size and risk

2:38: 34 PM

CHAI R THERRI AULT returned the conmttee's attention to the graph
on page 6-8 and said:

BUD COW TTEE -41- August 31, 2005



Based on the price for transportation, which was
devel oped this morning, at a $1.75 [/mBtu] and the
|likely price scenarios that were developed this
norni ng and tal ki ng about blending the two projects or
having the pipeline |ower the expected rate of return,
net present value, all of those things because you' ve
got the conponent that is a regulated utility ... and
a regulated rate of return on it. So, it pulls down
the economic return, but it pulls down the risk too.
You've also got the dynamc of if you got a conpany
that's conmtted to capacity and you' re down below a
$1.75 ... however, losing nobney on every ... quantity
that they're shipping. They're offsetting that
sonmewhat by the fact that they're at |east getting the
regul ated rate of return or providing the shipping for
novi ng the good. ... by blending the two you help
with that potential downside.

DR, LEI TZI NGER agreed, and offered that if the upstream and the
pi peline are put together, nost of the investnent dollars wll
be largely insensitive to price fluctuations. Therefore, it
will generate a consistent rate of return consistent with the
| ow ri sk. Furthernore, in an integrated sense the ownership of
the capacity, the obligation to pay, would create an area on the
graph that would relate the return generated on the pipeline
assets.

2:42:23 PM

MR. PULLI AM noved on to page 7-1 regarding Econ One's efforts in
nodeling a gas pipeline project. He noted that this nodeling
uses public information that's reasonable. He began on page 7-3
with the devel opnent of the nodel of a project that runs al ong
the Alaska H ghway to Al berta, Canada. The nodel was devel oped
under the assunption that devel opnment would occur under the
existing fiscal system and rules. Furthernore, different price,
cost, and ownership scenarios have been nodeled. He then
reviewed pages 7-5 and 7-6, which relate the nmjor assunptions
of the nodel as follows:

Gas pipeline developed and gas sold wunder current
fiscal terns

30-year project, with sale beginning by year-end 2012
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Gas production of 4.5 BCF per day; approximately 50%
from Prudhoe Bay, 16% from Point Thonmson, and the
bal ance from ot her fields

Gas sales of 4.2 BCF per day in Al berta (AECO Hub)

Gas prices in Al berta average $0.90/ MvBtu bel ow Henry
Hub/ Chi cago | evel s

Aver age heat content of 1.1 MvBtu per MCF
Gas treatnent plant, pipeline, and Point Thonson
facilities financed with a conbination of 80% debt

(with federal guarantees) and 20% equity

Borrowi ng costs on federally guaranteed debt of 5% per
year

FERC allows a 14% rate of return on equity for U S
portion of pipeline; NEB allows a 12% return for
Canadi an portion

Costs and prices inflated by 2.5% per year from 2004

Capital costs consistent with producer presentation to
| egi sl ature in August 2001 and June 2004

Capi t al cost include gas treatnent pl ant,
pi peline, and Point Thonson field devel opnent
costs

We have added additional capital for construction
of a “feeder” pipeline from Point Thonmson to the
gas treatnent plant and for devel opnment of gas
reserves outside of Prudhoe Bay and Poi nt Thonson

W assunme gas sold on a “BTU basis (i.e., no uplift
for potential NG. extraction) --likely a conservative
assunption

Consistent with this assunption, we have not included
capital for a NG extraction facility

W have not attenpted to nodel any related inpact on
| i qui ds production at this tine

2:49:17 PM
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CHAI R THERRI AULT highlighted the assunption that the average
heat content would be 1.1 mBtu per ntf, and then related his
under standi ng that the nodel used a bl ended stream

MR. PULLIAM replied yes, and clarified that the assunption is
that the gas would flow down to Alberta before any liquid
extractions woul d occur.

CHAIR THERRIAULT then turned attention to the assunptions
regarding the rates of return for FERC and NEB, and inquired as
to whether the differentiation is based on what occurs now when
a line that is located in the U S. enters Canada. He asked if
in such a situation the |[rates of return] cone close to
nor mal i zi ng.

MR. PULLI AM opined that such a scenario hasn't occurred yet,
al t hough he acknow edged that there are sone |lines from Canada
that cone into the U S Typically, the Canadian |ines have a
| ower rate of return. He explained that once a project is
running, FERC will want to hear fromall the parties and discuss
whether the initial rate of return should be adjusted.
Otentines the [initial return] is adjusted down because what
was initially perceived as risk is no |onger perceived as such.
He infornmed the commttee that the nodel includes the ability to
adj ust the nunbers and review different results.

2:52: 03 PM

MR.  PULLIAM continued discussing the mgjor assunptions, and
enphasi zed the inportance of capital costs of this project.
Capital costs include the gas treatnent plant, the pipeline, and
Point Thonson field developnent costs. He related his
understanding that the gas treatnent plant and Point Thonson
will be eligible for federal |oan guarantees and thus have been
treated as such in the assunptions. The assunption is that
incremental costs would be required for the devel opnment of Point
Thonson. M. Pulliam highlighted the inclusion of a "feeder"
pi peline from Point Thonson as well as additional costs for
addi ti onal devel opnent. It's likely that Iiquids extraction
will be viable with this project. Under Econ One's assunptions
gas would be sold on a BTU basis and thus the uplift or capital
costs for a NG facility haven't been included. Furt her nor e,
there has been no attenpt to nodel the potential related inpacts
on liquids because he opined that they wouldn't be likely to
change the fundanental results.
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2:57: 06 PM

MR. PULLIAM reviewed the scenarios with regard to pipeline
ownership as presented on page 7-7. Scenarios with different
gas price assunptions and different cost assunptions were
reviewed as well. The range of plus or mnus 20 percent is used
in Econ One's nodeling. He then turned attention to page 7-9,
whi ch di scusses gas prices. The nunbers were run using a base
line average price of $4.90 from EIA's Annual Energy OQutl ook.
The prices from EIA fall in the $4.05 to $5.10 range. The
af orenentioned is consistent with other public forecasts of gas
prices. High and low price scenarios have been reviewed as
well. He then noved on to the cost sensitivities as related on
page 7-10.

3:02:16 PM

MR.  PULLIAM continued with the results of these nodels and
directed attention to pages 7-11 and 7-12, which details the
scenario in which the producers own 100 percent of the pipeline.
The chart on page 7-13 details the different investnent netrics
that result from the assunptions specified on pages 7-11 and 7-
12. He explained that the colum headings wth the 10
designation refer to a 10 percent discount rate. He noted that
the IRR figures were calculated over the entire capital base,
and thus don't incorporate the advantages of | everaging. He
drew attention to the |ow price scenario, which relates that the
| RR drops down to 17.2 percent. He then reviewed the charts on
page 7-14 that detail the base case and a case with a 20 percent
increase in costs. The charts on page 7-15 conpare the base
case to a case in which the costs decrease by 20 percent.

3:07:43 PM

MR. PULLIAM noved on to page 7-16, which is the scenario in
whi ch the producers own 50 percent of the pipeline. Page 7-17
provi des the specifics of this scenario. The chart on page 7-18
shows that in a situation in which ownership in the pipeline
drops, the NPV at the 10 percent [discount] rises as does the

| RR because the pipeline will have a regulated WACC and wl

earn about 6.5 percent. For purposes of project evaluation the
10 percent discount wouldn't be appropriate to use for regul ated
assets. However, in this exercise of different scenarios,
keeping a constant discount rate allows one to see how the
nunbers change. The charts on page 7-19 provide a base case

scenari o versus a scenario when the costs increase by 20 percent
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while the charts on page 7-20 provide a base case scenario
versus a scenari o when the costs decrease by 20 percent.

3:11:12 PM

MR.  PULLIAM turned attention to pages 7-21 and 7-22, which
review a scenario in which the producers own O percent of the

pipeline and ship over a third-party owned pipeline. The
results of the aforenentioned scenario are related in the chart
on page 7-23. The aforenentioned chart illustrates that the NPV
wi |l increase because of the lack of the capital burden of the
m dstreaminvestnent, and the IRRwW Il increase as well.

3:12: 47 PM

MR. PULLIAM in response to Senator Stedman, confirmed that
these [scenarios] are all unl everaged.

SENATOR STEDMAN inquired as to how sensitive the nunmbers would
be if sonme | everage was enpl oyed.

MR. PULLI AM said that [the producers] typically don't have much
debt in their capital structure. However, Econ One believes
that they will incur sonme debt because of the availability of
the federal | oan guarantee. The assunption is that a |arge part
of the investnent will be debt financed, but the returns and NPV
are over the entire capital base, unleveraged. In further
response to Senator Stedman, M. Pulliam agreed that |everages
and returns on the equity piece will be nore than presented.

3:14: 41 PM

MR. PULLIAM then pointed out that the <chart on page 7-24
conpares the base case to a case in which the costs are
i ncreased by 20 percent. The chart on page 7-25 conpares the
base case with the costs decreased by 20 percent. He then noved
on to the inpact of |everage on project economcs as related on
page 7-26. He rem nded the conmttee that thus far the analysis
of the return reflect unleveraged economcs, but it's true that
FERC and NEB won't assune unl everaged econom cs. However, the
[ rodel s] assume that the tariffs wll be set based on the
capital structure that's going to be used. Leverage, he stated,
has a significant benefit in a project such as this because [it
offers] the ability to significantly increase returns to
shar ehol ders. Still, conpanies remain mndful that increasing
| everage cones at the cost of increasing risk, which is one of
the reasons why shareholder returns increase as a conpany's
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| everage increases. Al aska's project is a different kind of
project in which the |everage won't be viewed as very risky.
The chart on page 7-27 returns to the integrated scenario in
which the producers own 100 percent of the pipeline. The top
chart is the base case, including the debt and the equity, while
the lower chart is a leveraged case with equity capital only.
The charts on page 7-28 show the sane effect but in the scenario
in which the producers only own 50 percent of the pipeline.
Again, the effect of l|everage is considerable on the returns.
The charts on page 7-29 reflect the inpact of |everage on
proj ect econom cs when the producers own none of the pipeline.
He noted that in this case, the assunption is that the producers
woul d use debt for the conditioning plant and the Point Thonson
devel opment costs but not for future devel opnent costs, which
woul d be all equity.

3:19:25 PM

SENATOR STEDMAN i nquired as to how sensitive this analysis would
be if the life of the Iine is 10-20 years | onger.

MR.  PULLIAM answered that this analysis, at a 10 percent
di scount rate, isn't very sensitive. The out years don't have a
large inpact on NPV and IRR although the wundiscounted cash
nunbers get | arge. If there was a pipeline that ran over the
course of 30 years, the assunptions used here are that FERC
would set a levelized tariff that would recover the capital in

30 years. However, if the project continued after that the
capital couldn't be recovered again and thus the tariff would
decrease considerably. In response to Chair Therriault, M.
Pul l'iam confirmed that the | everage assunes an 80:20 ratio, wth
the exception of the increnental investnent that would be
required upstream Al t hough Econ One has nodeled it wth

equity, [the producers] may use sone debt.
3:22:01 PM

SENATOR STEDMAN i nquired as to how the three scenarios presented
today conpare with the international narketplace.

MR. PULLI AM answered that the scenarios, based on generally,
publicly available informati on Econ One has reviewed, appear to
conpare favorably.

3:22:48 PM
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CHAIR THERRIAULT noted his initial surprise that the IRR
increased with the | ower producer participation in the pipeline.

MR.  PULLIAM nentioned that there is also a perversity wth
regard to the borrowing costs. He then turned attention to page
7-13, which discusses the scenario in which the project is
integrated. Intuitively one would think that if borrow ng costs
decrease, then the project should | ook better. However, in view
of the NPV 10 it |ooks worse and drives down the |IRR because
it's the pipeline portion that's held to a regulated return. On
the upstream [lower borrowing costs] drive the IRR up because
there woul d be higher netbacks while driving down the return on
the mdstream portion. By nmaking the mdstream cheaper, it
hel ps the upstream by |lowering the tariff.

3:25:59 PM

REPRESENTATI VE HAWKER turned to the base case scenario presented
by Econ One, and asked if it had factored into the cash flows a
provision for dismantlenent, renoval, and restoration (DR&R) for
t he pi peline.

MR. PULLI AM replied no. He echoed his earlier testinony that
those costs would be so far in the future they would have a
negligible effect. He said [DR&R] should be in the cost basis
from the begi nni ng.

3:27:00 PM

REPRESENTATI VE GARA questioned whether there are other factors
that need to be considered. He related his understanding that
this [nodel] assumes the pipeline will deliver Prudhoe Bay and
Poi nt Thonson gas. However, how does this [nodel] address
allowing additional gas into the pipeline, he asked. He al so

asked if the nyriad of provisions a producer could inpose for
letting gas on and off the pipeline could inpact this analysis
and the state's revenue.

MR, PULLI AM acknow edged that those are inportant to consider,
certainly to the extent that soneone can create a bottleneck to
the necessary infrastructure. However, to the extent that the
facilities are regulated, there should be guarantees that access
will be considered. Wth regard to the ability to increase the
cost of transportation froma spur |ine, he expected those to be
regul ated assets. Therefore, he didn't believe there would be
the ability to increase the price of a pipeline higher than what
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a reqgulatory agency would allow. Still, an access issue further
upstream coul d be problematic.

3:29: 58 PM

REPRESENTATI VE HAWKER asked if this nodeling is a triple net or
is this a nodeling of the netback before corporate inconme taxes.

MR. PULLIAM clarified that [the nodel] includes all taxes,
after-tax cash fl ows.

The commttee took an at-ease from3:30 p.m to 3:52 p.m
3:52: 37 PM

SENATOR WAGONER asked why the oil conpanies seem hesitant to
build a gas pipeline at this time if the docunents presented
today are even close to reality.

MR, PULLIAM said that he is mndful that the oil conpanies are
in the mdst of negotiating with the state over fiscal terns.
Setting that aside, the oil conpanies may want to do other
projects that they are at risk of losing to conpetition.
Furthernore, the oil conpanies may take the view that gas prices
are going to remain healthy and thus it becones a nmatter of when
to sell the gas.

3:55:02 PM

DR. FI NI ZZA continued Econ One's presentation by addressing the
i npact on state and nunicipal revenue from a delay in the gas
pi peline's in-service date. He highlighted that the chart on
page 8-3 nerely reviews the revenues to the state in

undi scounted terns for the four price scenarios. If the
pipeline didn't start until the end of 2018, the state woul d' ve
|l ost $9.8 billion of revenue over that tine. However, he noted
that |loss could be recouped later in life. He then turned to
the chart on page 8-4, which illustrates that a delay in the
project to 2018 would cause a reduction in the NPV at the 10
percent discount rate in the anopunt of $2.7 billion. I n

response to Chair Therriault, Dr. Finizza confirned that the
af orenenti oned would bring the [project] to today's NPV. He
then suggested that it may be appropriate to think of the state
inmpact in terns of a smaller discount rate, and therefore the
sanme calculation is illustrated with a NPV at a 5 percent
discount rate as illustrated in the chart on page 8-6. He

BUD COW TTEE -49- August 31, 2005



clarified that [these charts] are related only to the state's
t ake.

4:00: 38 PM

REPRESENTATI VE GARA directed attention to the charts on page 8-5
and posed a scenario in which it's a 30-year project with $35
billion in gas revenue. Therefore, he questioned how $.7
billion out of $35 billion a |oss of 26 percent.

DR. FINIZZA clarified that the NPV for the state's revenue isn't
$30 billion, rather it's $2.7 billion divided by $26.6 billion
and thus is about [$10 billion].

CHAIR THERRI AULT reiterated that it's just the state's take.

DR. FIN ZZA interjected that the undiscounted cash revenue to
the state is nore than $30 billion.

4:04:10 PM

MR. PULLI AM concl uded the presentation by addressing the inpact
on the investnent netrics froman increase in the gas production

severance tax. He rem nded the commttee that the current gas
severance tax rate is 10 percent and there's an ELF applied to
it. Page 9-4 relates the results of a 10 percent increase in

gas production taxes on project returns, assumng EIA AEO
pricing of $4.90. The chart shows this information in five-year
i ntervals. He nmentioned that the <chart is based on the
producers' standpoint. The next couple of pages relate the sane
information at different price scenarios. The chart on page 9-8
illustrates the results of a 25 percent increase to the
severance tax, which takes the severance tax rate from 10
percent to 12.5 percent. As expected, the NPV decreases.
Furthernore, the wearlier the change occurs, the higher the
resul t. He then turned attention to page 9-12, which details
the results of a 50 percent increase to the severance tax such
that it's increased to 15 percent. In either of these cases,
the further out in tinme there is a change in the severance tax,
the smaller the inpact of the change would be on the investnent
mat ri x. M. Pulliamclarified that the timefranes in five-year
increnents refer to that nuch time after the project has
started.

4:11: 32 PM
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REPRESENTATI VE GARA poi nted out that Al aska has a corporate tax,
which used to be a 9 percent corporate tax on true profits.
However, now the state taxes 9 percent on "fake" profits because
of the worldw de apportion accounting, which allows deductions
for those profits made in other |ocations. He inquired as to
the inpact of returning to the old nodel in which there was a 9
percent tax on the true profits without the ability to take a
deduction for investnents outside the state.

CHAIR THERRI AULT said that could be considered for future
di scussi on.

4:13:41 PM

CHAIR THERRI AULT recalled earlier testinony regarding foreign
LNG not conpeting with Alaska gas, and inquired as to why that
woul d be the case.

MR. PULLIAM related that the view of the public studies, wth
whi ch Econ One would share, is that the price setting nechani sm
would be Lower 48 higher cost supplies. Therefore, "their"
price would be the marginal price of gas going into the US

mar ket until other sources of gas with a nmarginal case |ess than
that would include LNG and Al aska. Therefore, both [foreign LNG
and Al aska gas] would be price takers.

CHAIR THERRI AULT informed the commttee that Econ One may be
asked to review the economcs of the nobst recent proposal from
the Alaska Gasline Port Authority (AGPA). Chair Therriault
opined that if the legislature was given a proposal by the
adm nistration, the nodel used by the admnistration nay have
differences in regard to the value of certain pieces. However ,
today's presentation provides the committee with nodeling that
will likely be used in evaluating a project.

4:17:43 PM

REPRESENTATI VE ETHAN BERKOW TZ, Al aska State Legislature,
related his desire for the commttee, which is the |ead agency
on this project, to inquire as to whether the Comm ssioner of
Revenue has done an econom ¢ anal ysis. If so, he asked that it
be nmade available to all |egislators.

CHAI R THERRI AULT agreed to nake such an inquiry.

REPRESENTATI VE BERKOW TZ requested that the commttee consider
doing its own investigation as to whether the prevailing cost,
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price positions, et cetera preclude the gas from the market at
this time. (Indisc.)

CHAIR THERRI AULT comrented that the information provided today
is good information from which one could draw his/her own
concl usi ons.

4:19: 05 PM

SENATOR GREEN hi ghlighted the current situation in Louisiana and
M ssissippi after Hurricane Katrina, and asked whether other
areas would rally due to the loss of offshore facilities.

UNI DENTI FI ED SPEAKER pointed out that there has been a sharp
reaction from the gas market such that the prices over the next
few months will be pushing $13/mBtu. At this point there isn't
know edge as to whether it's a speculative response. However
there have been reports that gas conpressor stations were
destroyed, and thus there may not be any economic mtigation in
the near future. Wth regard to this presentation, he said that
he didn't see any inpacts that would change the pricing or other
operating assunptions of this study. However, the oil side is a
di fferent question.

The conmittee took an at-ease from4:21 p.m to 4:28 p.m
EXECUTI VE SESSI ON

4.28:12 PM

REPRESENTATI VE SAMJELS nmade a notion to nove to executive
session for the purpose of discussing confidential audit reports
under AS 24.20. 301. There being no objection, the conmttee
went into executive session at 4:30 p.m

6: 05: 19 PM

CHAI R THERRI AULT brought the commttee back to order at 6:10
p. m Present at the call back to order were Senators Stedman,
Hof fman, and Therriault and Representatives Chenault, Hawker,
Kerttula, Joule, and Sanuels.

RELEASE AUDI TS

6: 06: 51 PM
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REPRESENTATI VE SAMUELS made a notion for the prelimnary audit,
45- 30033A-05 - University of Alaska, Unit Cost Analysis Phase |
- to be released to the appropriate agencies for response.
There being no objection, the prelimnary audit was rel eased.

REPRESENTATI VE SAMJELS made a notion for the final audit, 25-

30034-05 - Departnent of Transportation & Public Facilities,
AVHS Vessel Maintenance and Repair Procurenent - to be rel eased
to the public. There being no objection, the final audit was
rel eased.

ADJ OURNVENT

There being no further business before the conmttee, the
Legi sl ati ve Budget and Audit Commttee neeting was adjourned at
6: 07 p.m
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