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Pursuant to your instructions in Senate Bill 158, the Department of Revenue and its consultants have been working for the past few months compiling a report for the legislature on the merits of state or public ownership and/or financing of a natural gas project.  In addition to consulting with experts on debt financing and project financing, we’ve interviewed more than 30 individuals plus representatives from 10 companies in the oil and gas industry – not just the producers but the large and not-so-large players in the pipeline business.  Our list of interviews also has included many Alaskans involved in banking, the oil and gas industry, legislators and business leaders.

Certainly, the Alaskans we interviewed all would like to see a gasline built to create jobs in Alaska, to generate tax revenues to pay for public services, and to promote the economic activity that would come with such a large construction project.  Obviously, we don’t need a study to tell us that.  What we’re looking at are the risks to the state – and the benefits – of becoming a member of any partnership that builds and operates the line.  And we’re looking at how — and what would happen — if the state wanted to raise the hundreds of millions or billions of dollars needed to buy into the project.

Here are some of the questions we’re trying to answer:

· What if we sign on as a partner and there are serious cost overruns during construction?  What if the partners are all required to pay in more money to cover those overruns?  Will the state be able to come up with the money?  It’s always possible that federal regulators — FERC — may not allow the pipeline owners to recover 100% of the cost of any overruns.  Is it smart to commit to some possible unknown expense in the future, given that the state already is running short of cash?  Even worse, what if some unforeseen event blocks or stalls completion of the line?  Granted, the risk is small judged by the odds of it happening, but the risk does exist.  We need to consider that the Constitutional Budget Reserve Fund is at $2.8 billion and falling.  We’re looking at around $2.5 billion by the end of the fiscal year next June 30, and below $2 billion one year later.  The Permanent Fund Earnings Reserve Account, which had $6.1 billion just a couple of years ago, is at $2.7 billion this week after a bad year in stocks while still continuing to pay full dividends.

· After the pipeline is built and the gas is flowing, there are still price risks to the owners of the line.  This is the cost of getting the gas to market, and whether the market will be willing to pay that cost in full year after year. Whereas the cost of moving North Slope oil to market is about 25% of the sales price at the refinery, the cost of moving gas to Chicago is closer to 80%. There just isn’t that much margin left after paying the transportation tariff on the pipeline. A small swing in the market price for gas could mean a losing year for whomever is carrying the risk.  That’s the central issue in all this – who takes the price risk that, in any given year, the price for gas in Chicago will not be sufficient to cover the tariff of moving it from Alaska to the Midwest, plus the cost of production, taxes, and a profit?  Generally, the gas producers take this risk, but in the case of the Alaska project, because of its size, we expect there may be some sharing of the risk between the producers and pipeline owners.  Certainly, if the producers agree to take all the price risk, pipeline ownership could be a good investment for the state, consistent with Permanent Fund earnings on a risk-adjusted basis.

As I said, we expect that the three North Slope producers are hesitant to take all the risk – the risk of construction cost overruns if they build the pipeline and the larger risk that some years the market will not pay enough to cover the $2+ pipeline tariff plus other costs. Even if you lose just a dime on every thousand cubic of gas in a 4 billion cubic foot per day line, that loss could total $400,000 a day, or almost $150 million over a full year.

Of course, the pipeline companies would be happy to build the line if the producers agree to take all the risk – signing “ship-or-pay contracts,” committing to pay the pipeline companies a fixed tariff regardless of the market price.

The decision whether to build the gasline, and who will build it, will come down to a deal over who is willing to share how much of the price risk.

· Also thinking about risk, does it make sense for the state, which is already heavily dependent on oil revenues, to take a large investment in gas?  Should we instead diversify from the oil and gas sector in generating state revenues?

It’s one thing for a corporation to take a risk that could mean no dividends to shareholders if it goes sour one year.  It’s another thing for a state to take a risk with providing essential public services.  Remember, we expect the Budget Reserve to hit empty in the second half of 2005, and the Permanent Fund earnings reserve has taken a major hit in the stock market.

· Would the state be better off letting someone else take all the risk, and we then would do what we do best – and that is tax the profits?

· Putting aside the risk issues, we next will have to answer the questions: What can the state bring to table as a partner in the project?  Would state government involvement actually slow down a commercial operation?  Does the state gain anything worthwhile for taking a share of the risk?

In our research and analysis, and our interviews with producers and pipeline companies, here is what we’ve learned:

· Project sponsors — be they gas producers or pipeline companies — already have access to all the capital they need if they decide to build the project.  State involvement just isn’t needed for financing.

· State investment doesn’t do anything to lessen the financial risks for the other partners, so they don’t gain anything from having us as a partner.  Project risk is mostly dictated by the marketplace, and the state has no control over that.

· Alaska already has a significant future income risk in the energy sector.  Why would people want to compound the situation by making a large, discretionary investment in energy?  An executive said by investing in a project that will not be cash-flow positive for a number of years, the state is depriving its citizens of the present-income value of its limited investment capital.

· Although some may believe the state would gain a “seat at the table” as a partner in the pipeline, we wouldn’t really gain any more information than we would be able to get on our own — especially through the Federal Energy Regulatory Commission, which would regulate the pipeline tariff, and through the state’s own regulatory agencies.  We couldn’t use confidential, proprietary information from the table against companies in tax cases, and we couldn’t use the information to out maneuver our partners in gas marketing opportunities.

· As a partner, the state might face the political temptation to meddle in the business operation.

As one pipeline company said, quite bluntly, the state would need to recognize that board discussions are open, frank, and confidential.  Decisions would need to be made for the best interest of the project, not necessarily the state.  Decisions of and debate of the joint venture board cannot be shared publicly.  This might not be compatible with state ownership.

Another executive explained that a seat at the table is a fine political concept, but the state’s participation likely will hurt the viability of the project.  The decision-making process of the state on the joint venture governing board likely will be influenced by political, not business, concerns and will be slow.  Management of any joint venture is, by its very nature, very difficult.  A governmental entity will only increase the complexity because governments are not accustomed to making quick, unemotional decisions.

· The state already can regulate much of the operations of the line through right-of-way permits and regulatory oversight functions.

· Being a partner could put the state into a conflict of interest situation.  What would be more important to the state – running the line at maximum profit, or following new, perhaps costly environmental or safety or regulatory rules?

· And, a final, should the state own a piece of a project in a foreign country?

If the state decided to go ahead and take the risk as a partner in the project, where would we get our share of the cash to buy into the gasline?

Under existing federal law, the state or any other public entity could not issue tax-exempt debt except for a very small portion of the project.  Only those facilities available for public use, such as a dock or highway or distribution hub available for all users, would qualify under federal law for tax-exempt financing.  Everything else would be financed with taxable bonds.

Federal law does allow the state to issue a limited amount of tax-exempt debt for private-activity uses, but that currently is set at $187.5 million a year, and is used in full by AHFC, AIDEA, the student loan corporation and others.

Congress could change the tax laws as it has for other projects, but without a change in federal law, tax-free bonds do not appear to be possible for raising the state’s share of buying into the project.  The same restriction likely would apply to a port authority or other, similar public corporation or agency.

Another issue is that we don’t believe the state could issue general obligation bonds for this project.  State ownership in the gasline likely would fail to meet the required standard of a capital improvement or public improvement.

But if we could issue GO bonds for our investment in the pipeline — assuming the state wants to preserve its existing AA credit rating — a conservative estimate of our debt capacity would allow us to commit no more than 5% to 8% of our general fund revenue stream to debt payments.  That’s been the state’s target for years, and it has served us well in maintaining a good credit agency.  At a limit of 8% of general fund revenue, the state could issue somewhere around $200 million to $300 million in 10- or 15-year bonds over the next six years.  Those numbers are based on the state’s current fiscal situation, meaning the budget gap.  If the state were to adopt new revenue sources, be it taxes or using some Permanent Fund earnings, we would have the capacity to issue significantly more debt by the end of the decade.

But also keep in mind that that any estimate of Alaska’s bonding capacity today does not yet account for bonds under consideration, such as the new DEC seafood lab, deferred maintenance on public buildings, schools and harbors. The gasline would have to compete with all those other needs for GO debt.

The state or another public entity could issue revenue bonds, pledging the future revenue from the gasline to pay back the debt.  But there are some problems here, too.

· One, if the state backed the revenue bonds with a moral obligation, we’d have to use tax money or Permanent Fund earnings if gasline revenues were insufficient in any given year to cover debt service.  If we sold the bolds based solely on the gasline revenue — with no other assets or income at risk — we’d probably have to pay much higher interest rates to borrow that money.  Much higher than what the producers or pipeline companies would have to pay on their own debt.

· Two, the state would be at risk if the gas flow or revenue stream were disrupted.  We would no longer have the revenue to pay back the debt.

· Three, even with pledging future gasline revenues, the state still couldn’t match the excellent credit rating and lower interest rates that companies such as Exxon and BP could get.  For example, looking at taxable bonds, the difference between Exxon’s AAA rating and the state’s AA rating — if we could maintain that grade — would be $20 million in interest payments in the first year on a $10 billion debt.

· Four, we don’t believe 100% project financing is feasible for this project for any governmental entity.  Regardless of what the port authority is told by its lawyers and financial advisers, our research indicates it is close to impossible to obtain 100% debt financing for a project operated by a government entity with no experience in such projects and with just a single source of revenue to repay the debt.  The answer might be different if the producers were willing to absolutely guarantee a high enough price for a high enough volume of gas for a long enough period of time to pay back the debt, but if they’re going to take all the risk why would they want to work through the state or a port authority when they could issue their own debt at a lower cost?

One other comment I want to make is that back in 1978 the pipeline companies were encouraging state investment in the project.  Federal law back then prohibited oil and gas producers from owning a pipeline, so that source of funding was not available.  The project was estimated to cost $20 billion or more, and that was more than the pipeline companies could afford.  Simply put, they needed the state.  But the law has changed and the producers can own the line.  And the financial strength of many of the companies involved has grown.  And the cost is much lower.  No one really needs us any more.

These are our preliminary findings and thoughts to date, and could change as we continue with our work.  Our final report will be delivered in January, and we would be happy to give you an update next month at your convenience.

