(Larry Houle: Anchorage Chamber of Commerce, 9-23-02.)

I would like to thank the Anchorage Chamber for today’s forum addressing the All-Alaska Gas Line Initiative or Proposition #3.  Today, on behalf of the Alaska Support Industry Alliance I will speak in opposition to the Initiative.   

The Support Industry Alliance is a statewide non-profit trade association made up of Oil and Gas Industry contractors and suppliers.  At any given time The Alliance membership represents between 25,000 and 35,000 Alaskan residents that derive their livelihood in Alaska’s Oil patch.  I am talking about the women and men of Alaska’s contracting community; they shoot seismic, construct ice roads, they weld and construct pipelines, they operate the side-booms and drive the rigs that eventually deliver hydrocarbons to market.  

Ask yourself; why would the State’s largest and only trade association of oil and gas workers are opposed to this Initiative?  Our opposition is significant, after all, we are the association of workers who live and die with pipeline and gas field contracts.

The Support Industry Alliance wants a gas pipeline and that is the basis for our opposition to this Initiative.   This Act cannot do what it Sponsors suggests; that is to finance, construct and maintain an economically viable state-owned pipeline from the North Slope to tidewater.  In fact, we believe this “single-project Initiative” if passed will be a deterrent, perhaps the single biggest obstacle to getting Alaska’s North Slope natural gas to market.

There are many things wrong with the Initiative.  But, it all boils down to two fundamental flaws:  

1)  The Initiative, specific to an LNG project to Prince William Sound, has already been determined to be non-economic and 

2) The Alaska Natural Gas Development Authority, a public corporation, is not the proper role for government, even if it were, Alaska entering into a period of declining revenues--cannot afford the risk at this time.

Let’s talk economics first:

The Alaskan Natural Gas Authority established under the Act would be an instrument of the State under the Department of Revenue.   The Act would require the State to “go ahead” and form the Natural Gas Development Authority.  It basically, exposes the State to commercial risk that to date no private company has been willing to take on.  In the last decade; a consortium of companies (BP, Phillips, Marubine and the Foothills Group) spent close to $20 million analyzing the economics of this very project.  This private sector consortium determined that there was no economic project here. 

Department of Revenue’s own analysis has determined that it is likely that, and I quote; “never be any revenue to the state from this project because Alaska LNG cannot compete in either the Asian or California market.”  There is too much other gas elsewhere in the world that can be delivered into both markets at a lower cost than Alaska LNG.  Gas reserves around the Pacific Rim, are 20 times greater than the volume of North Slope reserves.  These reserves are at tidewater, meaning they do not need an expensive pipeline.  Cost estimates for the pipeline puts Alaska at a $1.00 per mcf disadvantage given a 4 bcf/day.  This is according to Alaska Department of Revenue figures.  

Gas pricing in Asia historically has been tied to oil prices.  The result:  high gas prices when oil is high and low gas prices when oil is low.  However, today power and utility companies in Japan and Korea are becoming deregulated.  Utilities are competing to buy gas at the lowest possible price.  With an oversupply of gas on the market, there is realistic possibility that gas prices will revert to their marginal costs – hence Alaska gas will be the highest marginal cost in Asia.  

How about Alaskan LNG shipped to the West Coast?  Alaska Department of Revenue estimates it would cost more than $4/mcf to bring gas from the North Slope to the US West Coast, greatly exceeding the long-term price forecast of $3.50 and exceeding estimates for the cost of imported LNG into the region.  (This $4 mcf estimate is based on a $14 billion, 4bcf/day project.)  

The cost of the system envisioned in the Act, or at least certain iterations of it have been estimated to exceed $14 billion.  In addition to the 800 mile pipeline, the project would include a gas conditioning plant on the North Slope, a liquefying plant on Prince William Sound, and LNG tankers in order to get the gas to market.  

It should be noted that the Act does not mentions LNG tankers or the liquefaction plant at Valdez. 

If the All-Alaska Gas line Initiative that would establish the Authority passes in November, the Authority will have the responsibility to promote a project using the All-Alaska Route together with a spur line from Glennallen to Sutton.  The Authority would be responsible for arranging to finance and build the project, for buying, transporting and marking gas. 

Let’s address the likelihood of the Authority raising sufficient funds to build the system.  The first thing to remember is that there are three primary ways the Authority can obtain money needed to build.  It can (1) receive appropriations from the legislature; (2) issue bonds; and (3) borrow from large lending institutions or investment banks.

Alaska department of Revenue estimates that it would take approximately 2 years to complete the Engineering, Permitting and negotiate the purchase/sell agreements.  This cost is conservatively estimated to be $250 million.  

Where does this money come from?  

The General Fund?  Would this not accelerate the current shortfall?  

Or how about the Permanent Fund Earnings Reserve; the most likely source of funding?  

By the way, the Permanent Fund Earnings Reserve Fund is the fund that the State draws upon to inflation proof the Permanent Fund and pay out dividends.  On June 30, 2003 in order to pay the 2003 dividends and inflation proof there must be $1.5 billion in the Permanent Fund Earnings Reserve Fund.  

Do you know what the balance of the Permanent Fund Earnings Reserve was on Friday of last week?  Less than $500 million, one billion dollars short of what is needed 9 months from today.

How about issuing bonds or borrowing the funds from financial institutions?  As a practical matter the Authority has no assets before it constructs the system, and the State will not pledge its credit on behalf of the Authority (pursuant to the Act).  The security that the bond purchasers will likely require will probably be the long-term purchase and sale agreements between the owners of the gas (e.g., the North Slope Producers) and LNG purchasers (e.g., Tokyo Electric).

It is worth mention here that projects like this are not financed at 100%.  For example, the Canadian - Alliance pipeline constructed a number of years ago from Alberta, Canada to Chicago was a $2.5 billion dollar project; it required a 30 % equity position or pledge of other assets by the Owners. 

Most recently a large natural gas project was announced in Dubai again, 70% financing.  For any project of the magnitude some “security” must be pledged and as I stated the Authority has no assets.  

We don’t believe the gas owners and the potential purchasers will enter into these contracts unless they are convinced that the project as a whole makes economic sense.  For example, why would a North Slope Producer enter into a 25-year contract to sell say Tokyo Electric at $3.50 MMbtu if the cost of producing the gas and transporting it to Japan as LNG over the period is going to be $3.75 MMbtu?  

It won’t matter to the gas owners that they did not have to “front” the construction costs, or that the State built the line more cheaply (assuming for the moment that the State could built it more cheaply).  These contracts still translate into multi-billion dollar losses for shareholders, so they won’t be entered into.  

The Act contemplates; that the Authority enters into long-term take-or-pay contracts with the producers at a guaranteed price, and then enters into long-term purchase and sale agreements itself with Tokyo Electric or some other buyer.  In other words; the Authority purchases the gas, builds the system and then markets the gas.  This project structure does not alter the underlying economics of the project.  Those risks inherent in the project—price or market risk, cost overrun risk, interest rate risk – are all still there.  

In fact, I have yet to see where state participation in any project eliminates risk.

Remember four sophisticated energy companies spent $20 million and determined that this is a non-economic project.  It seems remote to me that these same companies would enter into contractual arrangements with the Authority when they have spent $20 million to determine it won’t work.

I mentioned earlier that this Initiative is viewed by the Alliance as the “biggest obstacle to the construction of a true gas pipeline.”  If passed, it is not hard for me to contemplate a well meaning member of our Legislature, having probably only read the title of the Act, suggesting to North Slope Producers in some committee hearing that if they don’t do it the State’s way the Alaska Gas Development Authority will take over.  

Or on the Federal level can’t you just hear Senator Daschle, Senator Lieberman or Kerry, who all have Presidential aspirations, on the Senate Floor stating; my fellow Senators…… the Great State of Alaska, with it’s $22+ Billion Permanent Fund has saved the US Taxpayer millions by their creation of the All-Alaska Natural Gas Line Authority.

Unfortunately, Our State has a sad legacy of failed and near failed projects:

· The Delta Barley Project

· The Point Mackenzie Dairy Project

· The 20 grain cars purchased for the Alaska Railroad that had to be resold for a significant loss.

· Their default on the long-term grain elevator lease with its massive foundation on Railroad land in Seward.

· The Anchorage Seafood Processing Plant – jury still out?

· Healy Clean-coal Project -- jury still out?

· And let us not forget the “granddaddy” of them all when the 1978 Legislature awarded a 27-year contract to Texas based Alaska Petrochemical Company selling them nearly all of our Royalty Oil.  Three years later the company known as AlPetCo closed its doors, walked away owing the state nearly $60 million.

Ladies and Gentlemen, let common sense prevail, leave to the private sector what the private sector does best.  Vote NO on Proposition #3.

· State taking a more active role in managing the development and marketing oil and gas resources is a significant public policy call.  

· Advocates must weigh the risks against the benefits.’

· Is this the proper role for Government?

· We believe that the state can bests control development of its resources by regulating extraction and use and best profit by levying reasonable taxes on companies that profit.

· Statutes and Regulations provide more authority than any seat-at-the-table, especially a minority seat.

· Biggest Risks:  Construction Overruns and Low Gas market prices

· State does not minimize risks: governed by rules, regulations, procedures, public access laws, open meetings, pubic records, and procurement codes.

· Entire public policy process does not allow for speed and decisiveness, essential to running a multi-million dollar project.
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