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January 31, 2002

The Honorable Tony Knowles
Governor of Alaska

The Honorable Rick Halford
Senate President
Alaska State Legislature

The Honorable Brian Porter
Speaker of the House
Alaska State Legislature

The Honorable John Torgerson
Chairman, Joint Natural Gas Pipelines Committee
Alaska State Legislature

Dear Governor Knowles, President Halford, Speaker Porter and Senator Torgerson:

It has been six months since Senate Bill 158 was signed into law, calling on the Department
of Revenue to prepare a report on the merits of state ownership or financing of an Alaska Gas
Pipeline project. In those six months my staff, our consultants and I have spent considerable
hours looking for the light at the end of the pipeline. We had hoped that light would lead us
to clear and convincing answers to the questions: Should the state invest in a natural gas
pipeline? If so, where would the state get the money? Are the rewards worth the risks? Would
state financial participation in the project help bring about the start of construction?

Although we have reached the end of our assignment, we did not find answers to every
question. It was like finding the light at the end of the line, only to discover that you don’t
have the authority to turn the switch on and off. Although we believe the financial risks to the
state are substantial, it is possible that some would decide—as a matter of public policy—that
the state should take such sizable risks in an attempt to exercise greater control over its own
destiny.



As for finding the money for state participation in a project, Alaska is a little short on cash
these days—unless you go into the Permanent Fund, which presents several legal and
political constraints. Clearly, one answer is that state participation perhaps could be a plus if
the state could issue tax-exempt bonds to help finance the multibillion-dollar project. But that
switch is in federal hands.

We believe our report sheds new light on old discussions, and serves as a reference book on
the project. Our work includes:

•  A comprehensive review of the history of Alaska gasline proposals.

•  A summary of current gasline proposals and potential sponsors.

•  An analysis of the issues of state financial participation—how much money would be
needed, and where could it come from.

•  An explanation of what could or could not work for state financing—and why not.

•  And what are the risks of putting up state money.

I believe our report provides you—and the Alaska public—with the information needed to
make informed decisions.

In closing, I would like to thank our two consultants on this report: Dave Gray of CH2M Hill
and Bill Garner of Petrie Parkman & Co. Mr. Gray is director of energy economics for
CH2M HILL’s Bellevue, Washington, office, and Mr. Garner is in the Houston office of
Petrie Parkman, an investment banking firm that specializes in oil and gas issues. Their
technical assistance was key to the success of this report.

As you read through this report, please call on the department for any additional information
you need. I look forward to working with you on this project, which is so important to
Alaska’s future.

Sincerely,

Wilson L. Condon
Commissioner
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Executive Summary

The purpose of this report is to examine whether the State of Alaska should financially

participate in a pipeline to transport natural gas from Alaska’s North Slope to domestic or

foreign markets.

The legal and fiscal issues today are not much different than the gas pipeline concerns

Alaskans have grappled with over the past 30 years. During that time, the state and private

groups commissioned several reports both favoring and dissuading state financial

participation. Although the issues have not changed much, certainly the legal, regulatory,

market and fiscal situation today is much different than that of decades ago.

Today, proponents of state involvement cite three main reasons for the state to participate in

ownership or financing of an Alaska Gas Pipeline project:

•  It would be a good investment with a healthy rate of return and minimal risk.

•  Alaska should control its own financial destiny and development of its resources.

•  State involvement would enhance the project’s feasibility—that is, the pipeline would

stand a better chance of getting built sooner if the state was a financial partner.

The answers, however, are much less clear than the questions.

A Good Investment

The state is in a precarious financial position as it starts 2002. Its ability to provide essential

services will be tested as the Constitutional Budget Reserve Fund runs out of money. The

Department of Revenue projects that the reserve fund, which has helped cover state spending

for all but two years since 1991, will hit empty by Labor Day 2004. Alaska may be resource

rich but we are cash poor—unless you count the Permanent Fund. Other than taking money

out of the Permanent Fund to invest in a gasline, the state is in no position to write a check

for any significant investment in a gas pipeline project, regardless how good the investment.
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The Alaska Permanent Fund

There are several options for using the Permanent Fund for state investment in the project:

� Spend money from the Earnings Reserve Account to buy in as a gasline partner. This

means going into the business of owning and operating a natural gas pipeline. This could

be done by a legislative appropriation to another state agency or new state corporation to

make an equity investment in the pipeline. However, withdrawing too much from the

Earnings Reserve Account could jeopardize its future ability to pay for inflation proofing

of the fund’s principal and dividends.

� The legislature could change state law to authorize a direct investment by the Permanent

Fund in the gasline business. A statute change would be required because the Permanent

Fund’s investment authority does not cover going into the gasline business.

� Or the Permanent Fund, as part of its regular asset allocation and investment mix, could

decide to buy shares in a public traded corporation or buy bonds issued by the

corporation or corporations that own the pipeline. These investments, however, would

give the state no more control over the project than any other minority shareholder, and

any return would depend on the corporation’s performance and stock or bond value. Any

such investment would—by constraint of the Prudent Expert Rule for Permanent Fund

investments—be limited to a small percentage of a pipeline corporation’s stock or debt.

Taking on State Debt

The state and its municipalities are looking at how to pay for several billion dollars of school

construction and repairs, and deferred maintenance to public facilities. The state, which has

not issued any general obligation bonds in nearly 20 years, will go to market in the next year

if legislators agree with the governor’s proposal for school bonds. Taking on new debt for

schools and other needs most likely will consume all of the state’s available debt capacity,

unless Permanent Fund earnings are diverted from the dividend program to pay debt service.

Any over-ambitious reliance on debt to finance a state investment in the gasline could

jeopardize Alaska’s credit rating, which could have a domino effect as it raises the cost of

borrowing for the state and municipalities.
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Rate of Return

The Federal Energy Regulatory Commission in the United States and the National Energy

Board in Canada would regulate the rate of return on any interstate pipeline, and we expect

that return would not differ significantly from what the state—or the Permanent Fund—could

earn in other investments with similar risks.

Risks to the State

State investment as a partner in the project could put the state at financial risk if there are

construction overruns, delays in completion of the project, unbudgeted calls for additional

capital, or volatile natural gas market conditions. Unlike large corporations, the state does not

maintain reserves for such risks, and it would be a difficult policy call to tell the public that

key government services might be cut back to make money available for gasline expenses.

State Control

Proponents who advocate state financial participation in the project for reasons of control

raise two points: (1) Alaska should take a stronger hand in managing its resource

development, and (2) a belief that North Slope oil producers took advantage of the state by

inflating tariffs on the Trans-Alaska Pipeline System, thereby reducing their oil tax and

royalty payments to the state.

Both are emotional issues, and both require an unemotional review.

First, whether the state should take an active role in managing the development and

marketing of its oil and gas resources is a public policy call. If people believe that is the

overriding issue in this project, then it might justify the financial risks to the state. However,

advocates of this position should carefully weigh the risks against the potential benefits.

Could state participation in the gasline make it happen any sooner? Would state participation

dissuade corporations from putting up their own billions—private money that Alaska needs.

And is it the role of government to build and operate for-profit ventures? We believe the state

could best control the development of its resources by regulating their extraction and use, and
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could best profit from its resources by levying reasonable taxes on the companies that profit

from their development.

Second, whether the state received less revenue because of the oil pipeline tariff structure—

as some have alleged over the years—is immaterial to the gasline. The Federal Energy

Regulatory Commission would regulate the gasline tariffs, and the state would have full

access to those proceedings—regardless whether it had a so-called “seat at the table” as an

active partner in the business. The state would not gain any more control over the gasline

tariff as a business partner than simply participating in the federal regulatory proceedings as

the State of Alaska.

And, assuming the state was not the sole owner or majority owner of the gasline, its seat at

the table would most certainly be a minority seat with little or no ability to influence any

major corporate decisions. The state would have more authority with its own statutes and

regulations to influence project management decisions than as a minority business partner.

It is also important to note that even if the state had a seat at the table as a partner operating

the gasline, the state could not use any information from the table in tax or regulatory

proceedings on the project, nor could it use any of the proprietary information to compete

with its other partners for natural gas sales. Confidential information set out on the table

would have to remain at the table.

Helping the Project

The two biggest hurdles to building a project to carry natural gas from Alaska’s North Slope

to market are: (1) the risk of construction cost overruns, and 2) the risk that in periods of low

market prices either the pipeline operators or the shippers would suffer a loss. State

participation as a business partner would do nothing to lessen either risk and, in fact, some

might argue that state involvement in building and operating the line could add to the cost.

Although people talk more and more about running government like a business, the truth is

government is not a business. It has rules and regulations and procedures and public access

laws that could present formidable problems should government sign on as a partner with a

private business venture. Nor surprisingly, none of the oil and gas and pipeline industry
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representatives interviewed for this report saw much, if any, benefit to having the state sit on

the board of directors of a gasline venture. Many listed such state laws as open meetings,

public records and procurement codes—not to mention the entire process of public policy

decisions—as key reasons not to take on the state as a partner. Speed and decisiveness are

essential to running a multibillion-dollar construction job and company, and, unfortunately,

it’s highly possible that state involvement would detract, not add, to the operation.

But the largest risk to any partner in the gasline venture is that there could be periods when

the market price for gas is not high enough to cover the cost of moving the gas to market and

still leave an economic wellhead value for the producers. There is no guarantee that year in

and year out, over the entire life of the project, the market will be such that profits will flow

to everyone involved in the gasline. Someone—the gas producers or the pipeline owners, if

they are different than the producers—would have to take the risk that some of the gas

sometimes could move to market at a loss.

If the producers build and operate the line to move their own gas, they would take the risk. If

pipeline companies build the line, they and the producers could negotiate which of them

shares how much of the risk. Either way, state participation in the project would do nothing

to eliminate that risk.

For example, the gas flow at 4 billion cubic feet per day would be worth $14 million a day at

$3.50 per million Btu. Perhaps two-thirds or more of that $3.50 would go toward the tariff—

the cost of moving the gas to market. If the market price were to drop below that cost, the

financial loss could be significant to anyone sharing in the risk. A market price just 10 cents

below the cost of moving 4 Bcf per day to market would add up to a $400,000-a-day loss for

whoever is contractually bound to the price risk.

Finally, the oil and gas and pipeline companies on the list of potential sponsors simply do not

need the state’s money to build the project. Their own finances are strong enough that they

could either just write a check or raise the money they need from commercial financing

sources or by issuing corporate bonds.

It appears state financial participation would do nothing to move along the project, unless the

state could find a way under federal law to issue tax-exempt debt to own and/or finance the
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project. The lower cost of tax-exempt debt could help tip the project toward economic

feasibility, and that could be a proper role for the state to take in assisting in the development

of its natural resources. Even with the lower interest rate on tax-exempt debt, however, it is

still possible that the companies might choose to issue their own taxable debt in order to take

advantage of the federal tax benefits of owning and depreciating the line.

As it says in the cover letter to this report, there are no easy answers.
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SECTION 1

Introduction

This report analyzes opportunities for the State of Alaska to financially participate in a

pipeline to transport natural gas from Alaska’s North Slope to domestic or foreign markets.

The project is generally referred to in this report as the Alaska Gas Pipeline. The Alaska

State Legislature, by passage of Senate Bill 158 in May 2001, directed the Commissioner of

the Department of Revenue to prepare this report.

The analysis looks at a number of options for financial participation, ranging from outright

state ownership to financing a project owned by others. It discusses the possible financial

risks and rewards for each option and, where enough information is available, presents

conclusions.

This report is not specific to any one proposal for commercialization of Alaska gas.

Proposals include transporting North Slope gas to either Alberta, Canada, to feed into the

existing North American pipeline grid for shipment to U.S. markets, or to tidewater for

liquefaction and shipment of liquefied natural gas (LNG) to domestic or overseas markets.

A North Slope gas pipeline has been seriously considered since the 1970s, but to date

questionable economics have always blocked its construction. The project is further

complicated—or aided, depending on your perspective—by the significant amount of study,

legislation, development and permitting that have already occurred or may yet need to occur

in the United States and Canada.

This report uses the existing body of work on state participation in a pipeline as the starting

point for its analysis. The team that produced this report included the Alaska Department of

Revenue, its economic and financial consultants, and attorneys specializing in public finance

and law. In addition to its own analysis, the team interviewed Alaska policymakers, oil and

gas company officials, pipeline company representatives and other interested parties to obtain

ideas and opinions on state participation in the project.



SECTION 1 INTRODUCTION

1-2

Key criteria used to analyze the options include the effects on the economic and financial

health of the state of such a large investment, the potential for risks to the state, and whether

state participation could actually help the project. Estimates of project costs, financing

parameters and financial risks were used to analyze the consequences of state investment in

the project and to determine the effect on the state’s financial position. State funding sources

were assessed in terms of legal and financial possibilities.

This report is organized into the following key sections:

2) Background, provides information on Alaska oil and gas development. It also discusses

the state’s economic and financial profile.

3) Alaska Gas Pipeline Overview, discusses pipeline route proposals and sponsors, and

opinions expressed for and against the pipeline during interviews conducted for this

report.

4) Ownership and Financial Participation Options and Evaluation Criteria, identifies the

ownership and financing options to be considered as specified in SB 158. It also presents

the evaluation criteria specified in SB 158 and identifies additional evaluation criteria

considered in this report.

5) Evaluation of Financial Participation and Ownership Options, lists and evaluates each of

the sources of state funds for a potential equity investment, financing options, and

ownership alternatives.

6) Investment Setting, discusses the key factors affecting potential risks and returns for an

investment in the Alaska Gas Pipeline, including future gas market conditions,

governmental regulation, permit requirements and project costs.

7) Potential Returns from Pipeline Investment, evaluates the risks associated with the

project and reviews potential returns associated with each of two investment options:

pipeline ownership and ownership of capacity rights purchased from the pipeline owner.

This section also discusses potential effects of an investment on the state’s cash flow.

8) Effect on State of Alaska from Pipeline Investment, evaluates the effects of state

ownership options on Alaska’s financial position. This section looks at the state’s
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financial integrity and creditworthiness, and its credit rating. It also discusses balancing

the benefits to the state vs. the costs of a pipeline investment.

9) Effect of State Participation on Project Success, discusses the value of access to

information that might be gained from state participation and assesses possible conflicts

of interest in the state’s potential dual roles as an owner and regulator. This section also

looks at how state participation might help or hinder project completion and operation,

and identifies how other parties participating with the state might benefit or suffer from

state participation.

10) Conclusions and Recommendations, presents conclusions regarding state participation.

11) References and Acknowledgements, provides a list of the resources used in preparing

this report.
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SECTION 2

Background

This section provides background information on Alaska oil and gas development and the

state’s finances—perspectives that are needed in considering possible state financial

participation in the Alaska Gas Pipeline. The history of state participation in oil and gas

projects is described first, followed by a review of the state’s economic and financial profile.

History of State Participation in Energy Projects

State investment in pipelines to transport North Slope oil and gas to market has been

seriously considered many times since Atlantic Richfield Company (now part of BP) and

Humble Oil and Refining Company (now ExxonMobil) announced the Prudhoe Bay

discovery in February 1968. The oil companies found the largest oil and gas reservoir yet

discovered on the North American continent on land leased from the State of Alaska. Initial

estimates projected recovery of 9.6 billion barrels of oil and 26 trillion cubic feet (tcf) of

natural gas from the reservoir.

State Participation in Oil Pipeline Development

One year after the initial discovery, Atlantic Richfield, Humble and British Petroleum

Company announced they planned to engineer, design and construct a crude oil pipeline from

the North Slope to an ice-free port on Alaska’s Southcentral coast. In August 1969,

subsidiaries of the three companies—along with five other firms—entered into a joint

venture to design and construct the Trans-Alaska Pipeline System (TAPS) from Prudhoe Bay

to Valdez.

But in January 1969, just days before President Nixon was to take office, Secretary of

Interior Stewart Udall issued an order freezing public lands in Alaska. This had the effect of

suspending action on the right-of-way application for the oil pipeline. It wasn’t long before

the new Secretary of Interior, Walter Hickel, in response to questions raised during his
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confirmation hearings, promised he would not lift the land freeze without consulting the

Senate Committee on Interior and Insular Affairs.

After several exchanges with the Senate Committee, Secretary Hickel in January 1970

modified the land freeze to open federal land for the pipeline right of way. Almost

immediately, two court injunctions were issued prohibiting the proposed right-of-way grant.

The Alaska Native residents of Stevens Village successfully obtained an injunction as a

consequence of their claim to lands the pipeline would need to cross. The Wilderness Society

obtained a separate injunction on the basis of the newly enacted National Environmental

Policy Act and a claim that the proposed pipeline right of way was wider than permitted

under applicable federal law.

After these two injunctions were issued in early 1970, the oil companies—along with the

state, Alaska Natives and the environmental community—all turned to Congress to resolve

the Alaska Native land claims and to squabble over establishing a substantial list of proposed

parks, wildlife refugees and wilderness areas in Alaska.

Before the injunctions were granted—and believing that North Slope oil would soon be

moving to market—the Alaska Department of Natural Resources auctioned the state’s

unleased North Slope acreage and received $900 million in bonus payments from the

winning bidders. By the summer of 1970, however, state officials had become frustrated with

the delay. Apparently, the governor and other state policymakers believed state construction

and ownership of the proposed oil pipeline could provide a way around the roadblocks

created by the unresolved Alaska Native land claims and the objections of the environmental

community. To that end, Governor Keith Miller appointed a 15-member citizens group

comprised of prominent citizens from Alaska’s business and labor communities to examine

the benefits of state ownership. To accomplish this mission, the Governor’s Pipeline

Commission, as it was called, hired the international consulting group Harbridge House Inc.

to report on the feasibility of state ownership and operation of TAPS.

Harbridge House issued its report in December 1970. In its report, Harbridge concluded that

state ownership would neither avoid nor resolve the Alaska Native land claims issues.

Harbridge reached similar conclusions regarding the environmental community objections. In

the consultant’s view, state ownership would not accelerate the resolution of the problems
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causing the delay and private enterprise could construct the pipeline more expeditiously than

state government.

Although Harbridge acknowledged that state ownership (1) could lead to lower tariffs

because the state would not be subject to either state or federal income tax or municipal

property taxes, and (2) could provide the state with access to information about pipeline costs

and tariffs that would otherwise be unavailable, the consultants nevertheless concluded state

ownership simply was not feasible. To reach this conclusion, Harbridge observed that the

state lacked the experienced staff needed to manage such an enterprise and that the state

would jeopardize its ability to provide necessary public services if it took on the financial and

operating risks of the oil pipeline.

Finally, Harbridge expressed the view that it was unlikely the state had the financial strength

needed to borrow the amount of money required to construct the project.

The Harbridge report was released just as Bill Egan succeeded Keith Miller as governor in

December 1970. Possible state ownership of TAPS was reconsidered in the early months of

his term and, on October 31, 1971, Governor Egan announced he had decided to proceed on

a course of action leading to state ownership of the proposed pipeline. He based his decision

on the potential financial benefits of state ownership outlined in the Harbridge report.

Governor Egan presented his proposal to TAPS owners, believing that state ownership would

be feasible only if the oil companies supported it. The immediate response from the joint

venture was negative. Nevertheless, in late 1971, the state again retained several consultants

to examine the feasibility of state ownership.

The administration concluded—based upon the consultants’ advice—that a state-owned

pipeline was desirable and could be financed and constructed on the same schedule as a

privately owned pipeline under the following conditions:

� That Alyeska Pipeline Service Company, the management company established by

the TAPS owners to construct and operate the pipeline, would agree to act as the

state’s contractor for construction and operation of the line.
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� That the major North Slope oil-producing companies would guarantee shipment of

sufficient quantities of oil to generate enough tariff revenue to pay for the pipeline.

� That the major North Slope producers would guarantee completion of the pipeline.

In 1972, the Egan administration proposed legislation to implement the plan for a pipeline

constructed and owned by the state. The oil companies opposed the proposed legislation, and

it was not enacted.

Congress eliminated the land claims issue as a barrier to constructing an Alaska oil pipeline

when it passed the Alaska Native Claims Settlement Act in December 1971. The Wilderness

Society lawsuit, however, remained an obstacle. In February 1973, the U.S. Court of Appeals

for the D.C. Circuit held that the Secretary of Interior lacked the authority to issue the permit

for the proposed TAPS right-of-way. The state and the companies then turned to Congress

for relief. Congress obliged and provided the Secretary with the necessary authority by

passing the Trans-Alaska Pipeline Authorization Act in October 1973. Pipeline construction

began in early 1974.

The TAPS owners then turned to the state for assistance in obtaining tax-exempt financing

for the project’s marine terminal at Valdez. If it could be established that the marine terminal

was a public port, then financing by a public entity could be tax exempt. The oil companies

requested the Alaska Industrial Development Authority to sponsor the proposed financing,

but Governor Egan opposed the plan and instructed the authority not to approve it. Tax-

exempt financing for the marine terminal in an amount totaling $1.265 billion ultimately was

arranged through the City of Valdez. The bonds were secured solely by the security of the

companies and did not involve the credit of the City of Valdez. The city obtained a 1 percent

impact fee from the financing, which it placed in a permanent fund.

When oil started flowing through the pipeline in June 1977, the state initiated litigation over

the tariffs for shipping oil on TAPS. Much of the state’s revenue was calculated after tariffs

were deducted from the value of the oil, and the pipeline tariffs had become a major point of

contention between the state and the TAPS owners.

In July 1977, a representative of BP Pipelines Inc., owner of 16.6 percent of TAPS,

approached the state and proposed selling its share of the pipeline to the state. BP’s
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representative suggested that the proposal would align the state’s interest with those of the

other pipeline owners. BP contended that state pipeline ownership in an amount almost

equivalent to its economic interest in the oil production stream (at the time a royalty interest

of 12.5 percent and a production tax interest of almost 11 percent) would eliminate the need

for the state to battle the companies over pipeline tariffs. The state declined to pursue the

proposal, in part, because state officials believed state ownership would unacceptably

increase the conflict between the state’s regulatory responsibilities with respect to pipeline

operation and the state’s interest in maximizing public revenue.

BP’s proposal to sell the state its share of the pipeline was renewed in February and March

1978 and again rejected by state policymakers.

State Participation in Gas Pipeline Development

At the same time that state officials were considering BP’s proposal to sell the state its share

of the oil line, they also were considering possible state investment in a proposed pipeline to

carry North Slope gas to market. Northwest Pipeline Company (now the Williams

Companies) was the leader of the group of companies that in 1978 had obtained federal

approval in 1978 for its proposal to build the Alaska Natural Gas Transportation System

(ANGTS), a gas pipeline from the North Slope to Fairbanks and then down the Alcan

Highway to mid-North America. Northwest Pipeline said it needed help from the state to

finance the proposed project. The company, headquartered in Salt Lake City, operated

pipelines from gas fields in the Rocky Mountains to markets in the mountain states and

Pacific Northwest.

But it was almost a decade earlier, just one year after the Prudhoe Bay discovery in 1968,

that Arctic Gas, a consortium of major North Slope producers with other producing and gas

pipeline companies, began a series of studies on how best to move Prudhoe Bay gas to

market. These studies, which started in 1969, culminated in a March 1974 application to the

Federal Power Commission (FPC) for a certificate to construct a pipeline across Northern

Alaska and Canada to the Mackenzie Delta and then up the Mackenzie River to Alberta and

mid-North America.



SECTION 2 BACKGROUND

2-6

Then, in September 1974, came a second proposal. El Paso Natural Gas (now El Paso

Energy) filed a competing application with the FPC to construct a pipeline from the North

Slope to a natural gas liquefaction plant on Prince William Sound. El Paso proposed to

transport LNG by tanker from the plant to a regasification terminal to be constructed on the

California coast.

A hearing before an FPC administrative law judge to consider the competing applications

began in April 1975. The state participated in support of the El Paso proposal, and to buttress

its support for El Paso entered into contracts for the sale of its royalty share of Prudhoe Bay

gas to companies on the condition that the companies support the El Paso application

pending before the FPC.

In July 1976, Alcan Pipeline Company and Northwest Pipeline formally entered the fray as a

third proposal by filing an application with the FPC for its gas pipeline project that would

follow the oil pipeline to Fairbanks and the Alcan Highway to mid-North America.

Shortly thereafter, in October 1976, Congress passed the Alaska Natural Gas Transportation

Act (ANGTA), establishing a unique process for reaching an expedited decision on a route

and sponsor for the proposed Alaska North Slope gas transportation system. This process

resulted in a decision by President Jimmy Carter on September 22, 1977, selecting the

Northwest Pipeline proposal (the Alaska Natural Gas Transportation System, or ANGTS).

Congress ratified the President’s decision, and the Canadian government made a closely

coordinated, parallel set of decisions. (For details, see Regulatory History in Section 6,

Investment Setting).

Questions about the state’s role in financing the project arose immediately in the 1978

legislative session that followed President Carter’s selection of the Northwest proposal. One

critical element of the President’s decision precluded any producers with significant amounts

of Alaska gas from becoming equity owners in the project. The producers’ only permissible

role in financing and ownership of the project would be to provide guarantees for the debt.

With the deep pockets of the producers closed and the pockets of the pipeline companies

shallow, it was inevitable that the state would be pressured to help. Without the producers,

the total assets of all the companies that comprised the gas transportation industry were just
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$26 billion—far short of what was needed to finance and build the gas project. That financial

pressure was evident in President Carter’s decision when he observed:

While no … commitment has been received from the state for the Alcan

project … participation by the state in the financing would be in the interest of

the state, the nation and the expeditious construction of the project. (Decision,

Page 119)

In February 1978, the investment banking firm Dillon, Read & Co., Inc., of New York,

submitted a lengthy study to the Alaska Legislature entitled State of Alaska: Alaska Royalty

Gas Study. The study lays out a series of options for financing a gas conditioning and

transmission system for distribution of the state’s royalty gas and gas liquids. The study was

based on the premise that the royalty gas conditioning and transmission system would be

developed on an intrastate basis and therefore not subject to federal regulation.

One of the options explored in the Dillon, Read study was an Alaska Royalty Gas Trust,

allowing individual citizens to hold ownership interests in the trust. The proposal was

modeled on the recently established Alberta Energy Corporation (AEC), which, at that time,

was owned in part by the government of the Canadian Province of Alberta. AEC was—and

still is—an oil and gas production company. It was initially capitalized in 1974 by the

provincial government with an investment of $75 million. Subsequently, in 1975, Alberta

publicly offered shares worth an additional $75 million. Provincial residents, however, were

given a priority during the first three weeks of the offering. All of the shares were sold during

the priority period, so afterward AEC had a total capitalization of $150 million, with 50

percent of the corporation owned by Alberta residents and the other 50 percent owned by the

province.

The Dillon, Read firm followed up its study with a presentation to the legislature three weeks

later, on March 6, 1978, focusing on options for state participation in financing the

Northwest proposal and the additional potential option for citizen participation in financing

the project.

During February, March and April 1978, Northwest Pipeline representatives met with

executive branch and legislative leaders to explore options for state participation in the
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project. In February 1978, John McMillian, president of Northwest Pipeline, made a

presentation to a joint hearing of the House Special Committee on Royalty Oil and Gas and

the Senate Resources Committee, requesting unspecified state assistance in financing the

project. Northwest followed up with a discussion memorandum on March 15, 1978, outlining

options available to the state for financial participation.

On April 15, 1978, after discussions with McMillian, Governor Jay Hammond issued a

statement proposing a course of action for state participation in financing the Northwest

project. Such state support was necessary, he contended, or the project would be substantially

delayed or abandoned. First, he proposed the state establish a pipeline financing authority

through which the private companies involved could use the state to obtain $1 billion in

financing through the tax-exempt bond market. The governor emphasized that this borrowing

would not involve the credit of the state because the debt would be backed solely by potential

revenue from the project. The governor also observed that special federal legislation would

be required to make this tax-exempt financing option available, and he pledged that the state

and Northwest Pipeline would jointly seek that legislation.

Second, he proposed that the legislature establish an interim committee to study whether the

state should make a direct equity investment of up to 15 percent—$500 million—in the

project.

In exchange for the state’s support of these initial steps leading to possible state participation,

McMillian agreed to 15 commitments requested by the governor covering pricing, regulation,

state access to gas, community impact funds, local hire and buy, and the opportunity for state

equity participation. Following up on the Hammond-McMillian statement of April 15, 1978,

Northwest made presentations April 17 and April 25, 1978, to key legislators calling for a

$500 million equity-related state investment in the project and a mechanism for issuing $1

billion in tax-exempt revenue bonds. Northwest disclosed in the presentations that it was

seeking financial commitments totaling $4.5 billion to cover the Alaska segment of the

proposed project—$3.6 billion to cover projected construction costs and an additional $900

million for contingencies.

The legislature in 1978 acted on the governor’s request to establish a pipeline financing

authority, the Alaska Gas Pipeline Financing Authority. This authority was authorized to
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issue up to $1 billion in tax-exempt revenue bonds, subject to legislative approval, for

Northwest’s proposed project under a detailed set of conditions that closely tracked the

Hammond-McMillian commitments announced April 15, 1978.

The Legislature, through the Legislative Affairs Agency at the end of the 1978 session,

commissioned an exhaustive three-volume set of studies by Arlon R. Tussing and Connie C.

Barlow of the Institute of Social and Economic Research at the University of Alaska.

Volume 1, dated October 25, 1978, reviewed the financial, economic, regulatory and political

environment in which the North American gas industry operated. Volume 2, dated January

12, 1979, focused on the history of the proposed Northwest Pipeline project and the options

available to the state to facilitate the project. Volume 3, dated April 1979, bills itself as an

“[examination of] the conditions that must be fulfilled if the project is to move forward.” The

concluding recommendation of these studies were:

By making known its general willingness to consider financial support for the

gas transportation system, and its more specific willingness to take certain

actions which do not seem to carry great risks (for example, issuing industrial

development bonds), Alaska has gone just about as far as is prudent or

reasonable until a believable strategy for financing the whole system is on the

agenda.

The most useful office Alaska could now exercise would be as a catalyst to

the other parties and particularly to the federal government, in the hope that

the latter will assert the kind of leadership of which no other party is capable.

As the final Tussing and Barlow conclusions suggest, Northwest had made little progress in

assembling a workable financing plan for the proposed project in the year following the 1978

legislative session. Although the Legislature had created the Alaska Gas Pipeline Financing

Authority, the new authority could do nothing without a comprehensive overall financing

plan for the project and necessary changes in the Internal Revenue Code.

Over the ensuing three years, Northwest struggled unsuccessfully to forge a workable

financing plan. During that period, Governor Hammond created first a working group and

then a task force to pursue the state’s interest in promoting and participating in the proposed
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pipeline project. The working group, appointed in August 1979, included members of the

business community, mayors, cabinet officers and legislators. The task force, appointed in

December 1981, consisted of cabinet officers and the governor’s director of policy

development.

The governor’s 1981 task force commissioned another study by an investment banking firm,

Kidder Peabody, to re-evaluate what the state’s role should be in financing the proposed

project. By March 1982, when Kidder Peabody issued its report, the projected cost of just the

Alaska segment of the project had grown from the 1978 estimate of up to $4.5 billion to a

new estimate of up to $30.5 billion. In addition, by 1982 the prohibition on producer-equity

investment had been waived. Kidder Peabody recommended:

… that the state participate, but that such participation be in the form of a

contingent and limited guarantee of up to $3 billion of project debt.

Shortly thereafter, efforts to finance the project were abandoned as a consequence of the low

gas prices that emerged with deregulation of the Lower 48 gas market.

As other options for commercializing North Slope gas have been examined in the two

decades since Northwest’s efforts failed, the question of how the state might participate in

financing such a project has been revisited from time to time.

In 1997, in conjunction with examining the feasibility of moving Alaska North Slope gas into

Asian markets as LNG, the major North Slope producers commissioned a study from JP

Morgan relating to possible state financial participation. The JP Morgan study, dated October

1, 1997, listed general obligation bonds as a possible source of state funds for either equity or

debt investment in a gas project, along with the Alaska Permanent Fund and perhaps public

employee pension funds and the state general fund. We disagree on the feasibility of general

obligation bond financing. (See Section 5 in this report.)

In contracting with JP Morgan for the study, the North Slope producers stated their objective

in considering state financial participation in the proposed LNG project was to reduce the

amount of their own money that would be required for the project. In addition to raising

questions about how much the state could afford to invest, and what objectives should be

considered in state investment, the JP Morgan study noted:
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We further believe that any investment in the project will likely need to be

structured so as to avoid transferring equity-type or “enterprise” risks to the

state in order to minimize the effect on the state’s current credit rating.

The issue of state participation in financing a gas project was mostly dormant until the winter

of 2000-2001, when high gas prices in the Lower 48 states rekindled interest in an Alaska

project. State officials saw an opportunity to promote the Alaska Gas Pipeline as a secure

domestic source of clean-burning natural gas for mid-America and California markets, and

the major North Slope producers saw a chance to commercialize a potentially valuable

resource.

The governor and legislators embarked on a series of high-profile appearances nationwide

and in Canada in 2001 in an attempt to build interest—and unanimity—in the project, while

the producers committed to spending up to $100 million over the next year to study the

economic, environmental and engineering feasibility of building a gas pipeline. Although the

producers question the economical viability of the project, based on their preliminary studies

reported as of December 2001, the state is continuing to press ahead in its efforts to attract

pipelines companies—if not the gas producers—to take on the project.

The former Alaska Natural Gas Transportation System (ANGTS) pipeline sponsors also

again became active in the last half of 2001. This group, comprised of subsidiaries of

WestCoast Energy, TransCanada, Duke, Enron, El Paso, Williams, Pacific Gas and Electric,

Sempra and NiSource, announced their intent to reconstitute their partnership and revive the

planning process to construct ANGTS.

State of Alaska Financial Profile and Condition

This report addresses the question of whether the state should invest in the Alaska Gas

Pipeline. Regardless of the form of state investment—equity or debt—any investment creates

the risk of loss. Thus, the first question policymakers must face when deciding whether to

invest in the project is whether this is an appropriate time for the state to take on additional

risk.
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This section provides background to help policymakers answer this question. The health and

stability of Alaska’s economy and state government’s financial profile are two very

important factors that economists and policymakers consider when determining whether

taking on more risk is appropriate. Accordingly, to begin this report, we first present a brief

overview of the Alaska economy and the state of state government finances.

The Alaska Economy

Alaska’s economy is based on a diverse array of sectors. No other state can boast the same

mix of Native corporations, fishing, air cargo, tourism, timber, mining and oil and gas. The

economy remains concentrated, however, in the twin peaks of oil at 26% of the Alaska gross

state product, and government, also at 26%.1 Alaska’s economy experienced moderate

growth in the 1990s. The population increased by 14 percent between 1990 and 2000, to

approximately 626,932, and in 2000 Alaska per capita personal income ranked 15th in the

nation.2

The major sectors of Alaska’s economy are briefly described below:

Oil and Gas

Alaska currently accounts for approximately 18 percent of daily U.S. oil production. As of

January 1, 2000, the Department of Natural Resources estimated the state's remaining

recoverable reserves at 6.4 billion barrels of oil and 33.5 trillion cubic feet of gas.

North Slope crude oil production peaked in 1988 at 2.005 million barrels per day, and by

2000 had fallen to 0.990 million barrels per day. North Slope production has been in decline

since the peak, dropping an average 5.6 percent per year through 2000. However, exploration

and development programs and the adoption of advanced technologies, such as three-

dimensional seismic mapping, coiled tubing and directional drilling, have increased the

recoverable reserves at existing fields and led to the discovery and development of new

fields. The Department of Natural Resources estimates production will increase from 2002

                                                
1 Institute of Social and Economic Research, Trends in Alaska’s People and Economy (October 2001).

2 U.S. Department of Commerce, Bureau of Economic Analysis. Regional Accounts Data.
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through 2007, and daily North Slope production will remain above one million barrels a day

through at least 2010.

Natural gas being produced in conjunction with oil production is currently either used as fuel

for North Slope operations and oil pipeline pump stations, or reinjected into the oil fields to

maintain pressure.

Production from natural gas fields in the Cook Inlet Basin totals more than 200 billion cubic

feet per year. This production serves the energy needs of approximately 300,000 people in

the upper Cook Inlet, and has been exported as LNG to Tokyo Electric on long-term contract

since 1969 and is used to manufacture ammonia and urea for export.

Federal Expenditures

Since the establishment of numerous military bases and posts in the 1940s, federal spending

has been an integral part of Alaska’s economy. Although defense spending continues to be

important, more than 70 percent of the almost $6 billion in federal expenditures in Alaska

were for non-defense related purposes in 2000. Salaries and wages comprised about 23

percent of the $6 billion, with the remainder coming from grant and contract awards at 55

percent, retirement and disability payments at 14 percent, and other direct payments to

individuals at 8 percent. Between 1999 and 2000, federal spending increased by

approximately 13 percent.3 Alaska's total military population as of June 30, 2000, was 41,928

or nearly 7 percent of the state’s population.4

Fishing

Fishing has long been an important industry in the state's economy. The National Marine

Fisheries Service reports that Alaska in 1999 supplied 48 percent of the commercial seafood

landings and 98 percent of the commercial salmon landings in the United States. If Alaska

were an independent country, it would rank 11th in the world in the volume of seafood

                                                
3 U.S. Census Bureau. Consolidated Federal Funds Report for Fiscal Year 2000. “2000 State Summary Table.”

4 Alaska Department of Labor and Workforce Development, Research and Analysis Section, “Military and Dependent

Population in Alaska.”
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harvests in 1998.5 Although the fishing industry experienced its ups and downs during the

1990s, it averaged 4 percent of the gross state product and was responsible for 7 percent of

statewide employment.6 Unfortunately for Alaska, the strong growth in the worldwide

farmed salmon industry has caused major problems for the state’s natural fisheries. Low

prices and oversupplies in the market are creating troubles for Alaska fishers, processors and

communities.

Mining

Between 1999 and 2000, production of minerals increased by 5 percent to $1.1 billion, in part

due to the increased value of zinc. Development expenditures in 2000 increased to $137

million from $34 million the previous year. This is mostly due to expenditures at Red Dog,

Greens Creek, Fort Knox and Pogo mines.

State and Local Government

During the 1990s, state and local government accounted for 12 percent of the gross state

product and 18.5 percent of Alaska’s employment.7 The Alaska Permanent Fund dividend

pumps around $1.1 billion into the economy each year. The state’s unrestricted general fund

budget is at $2.4 billion for the fiscal year ending June 30, 2002.

Transportation

Because of Alaska’s size, isolation and dependence on natural resource exports, the

transportation sector is particularly important. The percentage of private employees in the

transportation sector in Alaska is twice as large as in the nation as a whole. Employment in

the air transportation sector grew by 37 percent between 1990 and 1998 and accounts for

more than 10,000 jobs.8 Alaska’s location—equidistant between Europe and Asia—has made

it an important international hub for airfreight. Anchorage International Airport is the No. 1

airport in the United States in the amount of freight landed, with approximately 650 million

                                                
5 U.S. Department of Commerce, National Marine Fisheries Service, Office of Science and Technology, Fisheries Statistics

and Economics Division, “Fisheries of the United States 1999.” October 2000.

6 Institute of Social and Economic Research, Trends in Alaska’s People and Economy (October 2001).

7 Institute of Social and Economic Research, Trends in Alaska’s People and Economy (October 2001).

8 Alaska Department of Labor and Workforce Development. Alaska Economic Trends, “Transportation.” November 1999.
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pounds of freight in Fiscal 2001. The airport is responsible for about one of every 10 jobs in

Anchorage.9

Tourism

Tourism has grown rapidly in the past 10 years. For example, from 1990 to 1998, summer

visitors increased from 690,000 to 1,135,000. From October 1997 to September 1998,

tourists spent approximately $949 million in Alaska. The tourism industry generated an

annual average of slightly less than 16,000 jobs in 1998.10

Outlook

Alaska Department of Labor statistics show that moderate growth of the Alaska economy has

continued even in the face of the nationwide recession. Yet, as discussed below, state

government has been a significant source of “new” money in the economy during the past two

decades because it has pumped money derived from the oil industry and Permanent Fund

dividends into the economy. As the state begins to use “recycled” money—money from taxes

on residents or money from reduced dividends—the economy will necessarily contract unless a

new source of new money is found. Although new money is possible through new projects,

such as the Alaska Gas Pipeline, economists would not consider the economy stable because

the projects on the drawing board are, at this time, too uncertain. Thus, the facts presented

below indicate that during the next few years the Alaska economy may not be as robust as it

has been in past 25 years.

State Government Fiscal Profile

In examining the state’s fiscal profile, three facts command overwhelming attention:

1. The state’s tax base is extremely concentrated—in fact, three tax and royalty payers were

responsible for more than 75 percent of the money spent from the general fund in Fiscal

Year 2001.

                                                
9 Scott Goldsmith, University of Alaska; “Anchorage International Airport: 1998 Economic Significance.” September 1998.

10 McDowell Group Inc. "Economic Impacts of Alaska’s Visitor Industry 1999: Update, May 1999.”
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2. The state is spending more money each year than it takes in as revenue, and will soon

reach the point where its readily available fiscal reserve (the Constitutional Budget

Reserve Fund) will no longer be available to balance the state budget.

3. The state has $25 billion in a large savings account, the Permanent Fund, the principal of

which cannot be spent but which has a very large earning capacity.

The narrowness of the state’s tax base is a result of the state’s reliance on its oil and gas

industry to supply almost all of state income since the beginning of Prudhoe Bay production.

Oil started flowing from Prudhoe in 1977, and three years later the legislature repealed

Alaska’s personal income tax and gross receipts business tax. Although municipalities have

sales and property taxes, the state has no state sales tax or property tax, except for a property

tax on oil and gas property.

Reliance on oil industry taxes and royalty payments worked very well for the state for many

years, producing unprecedented budgets and even surpluses during the early ’80s. In 1988,

however, Prudhoe Bay production peaked, and state revenue has been in the decline ever

since.

In addition to overall declining revenue, the state also experiences volatile revenue. Given

the narrow tax base, the state’s fiscal system is very dependent on the health of the oil

industry. During the early years of North Slope production, the state enjoyed the ride of high

oil prices during the late ’70s and early ’80s. It then felt the full brunt of the crash in 1986,

when the price of Alaska North Slope crude fell from $22.25 in January 1986 to $9.72 per

barrel in July 1986. State revenue fell by 42 percent due to the fall in oil prices. In response,

the state reduced its workforce by 10 percent. There were almost 2,000 fewer state workers

in 1987 than in 1985. The state’s capital budget was reduced from $2 billion in 1985 to

$343 million in 1987.

In the face of declining state revenue and the dependence on volatile oil prices, Alaska voters

amended the constitution to create another reserve account in addition to the Permanent

Fund—the Constitutional Budget Reserve Fund (CBRF). The state funded the CBRF with

money from settlement of tax and royalty disputes with the oil companies—revenue largely

owed from the boom decade of the ’80s.
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Although oil prices—and state revenues—recovered from the crash of 1986, the state’s

annual spending in the 1990s began to exceed the amount received each year as “unrestricted

revenue.” The decline in state revenue is not due solely to declining oil production. It’s also

the consequence of a provision in the state’s oil and gas production tax, called the Economic

Limit Factor (ELF), which lowers the tax rate on less productive fields. The idea behind the

ELF is that less productive fields are more costly to operate, so a lower tax rate will keep old

fields in production longer and encourage development of marginal fields. With more

production, the state benefits in the long run. As the state’s highly productive large fields age,

however, and the ELF formula kicks in, the state is experiencing a significant reduction in oil

tax revenue.

During the 1990s, the state managed to avoid deficit spending by reducing its budgets and

drawing down the CBRF. The balance of the CBRF, as of January 1, 2002, was $2.65 billion.

The projected budget deficit for Fiscal Year 2002—the budget gap—is $865 million; for FY

2003, it’s $1.078 billion. Assuming no changes in budget or taxes, the Department of

Revenue predicts the CBRF will be depleted by late summer 2004, under any reasonable oil

price scenario.

A bright spot on the state’s financial profile is its Permanent Fund. The 1976 constitutional

amendment requires that at least 25 percent of the state’s oil, gas and mining lease bonuses,

rentals, royalties and federal mineral revenue sharing payments are deposited into the fund.

The fund has grown significantly over the years through its investment earnings, and as of

January 1, 2002, had a market value of about $25 billion. The fund expects to earn, on

average, about 5 percent per year after inflation.

According to the constitutional amendment, the legislature may spend the earnings of the

fund for any public purpose, but the amendment offers no guidance on what that might be.

Early in the fund’s existence, the legislature established a dividend program to distribute

some of the fund’s earnings to the residents of the state. The annual dividend is calculated

under a statutory formula that distributes approximately one-half of the actual realized

earnings, and then deposits into the principal of the fund the amount necessary to “inflation

proof” the principal. The 2001 dividend was $1,850 per person. Not surprisingly, the

dividend program is extremely popular with Alaska residents. Any earnings left over after
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dividends and inflation proofing are deposited into the fund’s Earnings Reserve Account,

where the money is invested just as the fund’s principal and its earnings are included in

calculating the annual dividend. The legislature has in the past transferred significant

portions of the Earnings Reserve Account into principal, but in recent years the practice has

been to allow the reserve to accumulate. Although there are different ways of calculating the

value of the reserve, the balance at the end of Fiscal 2002 is expected to be about $3 billion.

To date, the Earnings Reserve Account has never been spent on state services.

Another bright spot is the state’s low level of debt. Although Alaska did some bonding for

capital projects during the early years of the pipeline, those bonds were timed to mature with

the “Prudhoe Bay curve” such that as oil revenue declined, debt service payments also

declined. Currently, the state has no outstanding general obligation bonds, although, as of

June 30, 2001, it owed more than $70 million in certificates of participation, a type of debt

used for lease/purchase of state assets.

One consequence of the low level of capital spending, however, is that the state is behind in

building and maintaining many of the facilities needed by a growing state. In January 1998,

the Deferred Maintenance Task Force, a group commissioned by the legislature, issued a

report recommending spending $1.4 billion on schools (both major maintenance and

construction), the university, highways and airports, the state ferries, harbors, buildings,

American Disabilities Act requirements, and water and sewer upgrades. Although

approximately $200 million of these projects have been completed, additional projects,

including up to $641 million in school projects, have been identified to add to the total.

In summary, although Alaska has a reasonably strong economy, the state’s fiscal profile is in

flux. This is not to suggest that the state government is facing an insurmountable economic

crisis—solutions to the problem do exist, and will be found. The state’s fiscal situation,

however, does suggest two important considerations.

First, it should be clear that state policymakers are going to have to wrestle with changes to

the state’s fiscal regime. They must determine whether this is the appropriate time to

consider an investment in a project as large as the proposed gas pipeline. Policymakers must

be aware of the time and resources that such an investment would require, and the financial

risk such an investment would entail. Alaska currently does not have a long-range fiscal plan,
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and the state will soon need to identify new revenue sources and/or immediate budget

reductions. This all must be done before the gasline would generate any revenues. The

timing, therefore, is not favorable.

Second, it should also be clear that the CBRF is not a potential source of revenue for

investment in the project. The state currently relies on the dwindling CBRF to help pay for

needed public services each year. Due to the volatile nature of Alaska’s oil and gas tax and

royalty revenues, the state must retain enough money in the CBRF—unless Alaskans are

willing to use the Permanent Fund for that purpose—to provide the equivalent of “overdraft

protection” for years of low oil prices. Without the CBRF to protect the state during the

inevitable years of low oil prices, Alaskans could face the prospect of losing essential state

services, seeing their dividends cut, or taking money out of the Permanent Fund to balance

state spending. Accordingly, this report does not recommend that the state invest CBRF

money in the project.
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SECTION 3

Alaska Gas Pipeline Overview

Just as there were multiple proposed projects and potential developers in the 1970s, there is a

similar list of possible participants and pipeline plans for the start of the 21st century. This

section describes the major proposals and proponents. It is expected, however, that because

of the huge scale of the project, proposals and sponsors may shift and realign over time. This

section also presents information summarizing citizen and industry opinions about the

advisability of state ownership.

Currently, pipelines—or pipelines in combination with liquefied natural gas (LNG) plants—

are the only options being studied by the major producers and pipeline companies for

bringing North Slope gas to market. An alternative that has been discussed from time to time

is a process known as gas-to-liquids (GTL) conversion technology. This process converts

natural gas to refined liquid petroleum products, which could be shipped to market via the

TAPS oil pipeline to Valdez. However, GTL—which consumes large amounts of gas in the

conversion process—is not expected to be economical for marketing North Slope natural gas

in the reasonably foreseeable future.

Proposed Pipeline Routes

There are three general pipeline routes under active consideration in 2002 by parties

proposing to move North Slope gas to market. They are all shown in Figure 3-1.

1) Alcan Highway Route. The route follows the TAPS oil pipeline from Prudhoe Bay past

Fairbanks to Delta Junction. From Delta Junction, it generally follows the Alcan

Highway across eastern Alaska, the Yukon Territory and northeastern British Columbia

to central Alberta. There, Alaska gas would connect with the existing North American

gas pipeline system. The governor of Alaska currently favors this route, and Alaska state

government is devoting significant time and money to promote it.
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2) Over-the-Top Route. The route follows the shoreline in the shallow offshore waters of

the Beaufort Sea from Prudhoe Bay 370 miles to the Mackenzie Delta in Canada’s

Northwest Territories. From the Mackenzie Delta, this route continues 850 miles up the

Mackenzie River Valley and into northern Alberta. A pipeline following this route would

move gas to the mid-North America market from both the Alaska North Slope and the

Mackenzie Delta. Alaska’s governor and legislature strenuously oppose this route. The

legislature in 2001 passed a bill—Senate Bill 164—prohibiting rights of way for any

pipeline following this route. Environmental groups and Alaska Natives living on the

North Slope also strenuously oppose using this route for fear of disturbing the sensitive

North Slope marine environment.

3) All-Alaska Route. This route parallels the oil pipeline from the North Slope to Valdez.

Once at tidewater in Prince William Sound, the gas would flow into an LNG plant that

would liquefy the gas so that it could be transported in specially constructed tankers to

markets in East Asia or the U.S. West Coast and Mexico. Advocates of the route have

submitted petition signatures to the lieutenant governor for a November 2002 statewide

vote to create a government-owned corporation called the Alaska Natural Gas

Development Authority to develop the state’s North Slope gas resources. The initiative, if

approved by voters, would direct the corporation to promote, build and operate a project

using the All-Alaska Route.

Some potential project sponsors have also proposed a so-called “Y” Line that combines

elements from the Alcan Highway Route and the All-Alaska Route in order to access

multiple markets. Under these proposals, the sponsors would construct pipelines both down

the Alcan Highway to mid-North America and to an LNG plant near Valdez. This proposed

routing could provide North Slope gas to mid-North America, East Asia and the West Coast

of the United States and Mexico.

Some project sponsors have also suggested the possibility of constructing spur lines to

transport gas to the Southcentral Alaska distribution grid. Both the Alcan Route and the All-

Alaska Route could accommodate projects that include a spur line from Fairbanks to connect

with the Southcentral distribution grid in the southern Susitna Valley. The All-Alaska Route
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would also accommodate a spur line from Glennallen to the end of the distribution grid at

Sutton.

Potential Projects

1) Alaska Gas Producers Pipeline Team Projects

Three major producers—ExxonMobil, BP and Phillips—hold the working interest in most of

the discovered natural gas reserves on the North Slope. The discovered reserves in two

units—the Prudhoe Bay and Point Thomson units—make up a large proportion of these

reserves.

On several occasions since the Prudhoe Bay discovery in late 1967, these three producers, or

their predecessors in interest, have considered options to commercialize North Slope natural

gas. Most recently, they formed the Alaska Gas Producers Pipeline Team to study the

feasibility of constructing a pipeline from the North Slope to mid-North America. They
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report having spent $100 million over the past year to study both the Over-the-Top Route and

a pipeline following the Alcan Route. The results and conclusions from these studies are not

publicly available. The following estimates have been derived from public statements made

by the members of the Alaska Gas Producers Pipeline Team.

Producers’ Over-the-Top Route Proposal

•  Volume: 4.0 bcf per day from the North Slope, plus 1.5 bcf per day of Mackenzie gas.

•  Project cost: $7 billion to $8 billion, not including the cost of a gas conditioning plant

on the North Slope or the cost of building new take-away capacity from the project’s

Alberta terminal.

•  Comments: Foothills has distributed a study done by one of its owners—TransCanada

Pipelines—projecting a cost of $10 billion for this route.

Producers’ Alcan Highway Route Proposal

•  Volume: 4.0 bcf per day of North Slope gas.

•  Project cost: $9 billion to $10 billion, not including the cost of a North Slope gas

conditioning plant or the cost of building new take-away capacity from the project’s

Alberta terminal.

2) Foothills Pipe Lines Ltd.

Foothills, a Canadian gas pipeline corporation, is jointly owned by Westcoast Energy Ltd.

(pending as a subsidiary of Duke Energy) and TransCanada Pipelines Ltd. It is a successor in

interest to one of the original partners that sponsored the Alaska Northwest Natural Gas

Transportation Co. proposal selected by the U.S and Canadian governments in 1977 to

transport North Slope gas to market. TransCanada, one of Foothills’ co-owners, was also one

of the 16 original partners. Foothills is in the process of reconstituting the Alaska Northwest

Natural Gas Transportation Co., as evidenced by memoranda of understanding that was

executed in 2001 with the original ANGTS partners that had withdrawn from the 1970s’

partnership. The withdrawn partners are subsidiaries of Duke, El Paso Corp., Enron,

NiSource, Pacific Gas & Electric Corp., Sempra Energy and Williams Cos.
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The ANGTS project jointly approved by the U.S. and Canadian governments in 1977

included a 4,800-mile international pipeline system from the North Slope to California and

Midwest markets. While passing through Alaska, the pipeline would distribute gas for in-

state use. The 1,700-mile northern portion of ANGTS would follow the Alcan Highway

Route to central Alberta. From there, the southern portion of ANGTS (known as the

“prebuild section”)—a network of pipe in southern Alberta, British Columbia and across the

Lower 48—would distribute Alaska and Canadian gas to U.S. markets.

The southern portion of ANGTS was completed in 1982 and currently carries Canadian gas

to Lower 48 markets. The northern portion of ANGTS, as it was originally proposed, is still

being pursued by Foothills and the reconstituted partnership.

Foothills’ (ANGTS) Alcan Highway Route Proposal

•  Volume: 4.0 bcf per day of North Slope gas.

•  Project cost: $11.2 billion, not including the cost of a North Slope gas conditioning

plant or the cost of building new take-away capacity from the project’s Alberta

terminal.

The ANGTS project approved in 1977 included a lateral pipeline from Canada’s Mackenzie

Delta along the Dempster and Klondike highways to the Alaska Highway near Whitehorse in

the Yukon Territory. Foothills is not currently promoting this lateral. However, the 1977

U.S.-Canada agreement (see Regulatory History, Section 6) requires the owners of the Alcan

Highway Pipeline to help pay the Dempster Lateral if Canada requests its construction. It is

unknown whether the Canadian government would make such a request under today’s

conditions.

3) Alaska Gasline Port Authority

The Alaska Gasline Port Authority was formed in 1999 under the provisions of Alaska

Statute 29.35 by the City of Valdez, the Fairbanks North Star Borough and the North Slope

Borough. The Port Authority has proposed several different project configurations, both in

terms of routes and volumes. The most recent proposal is a combination of the Alcan

Highway Route and the All-Alaska Route in order to access multiple markets.
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Port Authority’s Combined Alcan Highway and All-Alaska Project

•  Volume: 3.0 bcf per day of North Slope gas down the Alcan and 3.0 bcf per day of

North Slope gas to an LNG plant at Valdez.

•  Project cost: $18 billion for the pipelines only in Alaska (the Port Authority proposal

includes no pipe beyond the Canadian border); a gas conditioning plant on the North

Slope; and the liquefaction plant and LNG terminal at Valdez. The necessary pipe

from the Canadian border into Alberta and beyond could add several billion dollars

more to the total cost of serving the market.

4) Arctic Resources Company (ARC)

Arctic Resources Company is a Houston-based corporation formed in 1999 that, together

with its Canadian affiliate ArctiGas Resources Ltd. Partnership, proposes to construct a

pipeline using the Over-the-Top Route to transport North Slope and Mackenzie Delta gas to

market. The company has announced it plans to place ownership of the project in the hands

of Alaska municipalities and Canadian First Nation groups. ARC believes this ownership

structure would make the project exempt from corporate income taxes in both countries.

ARC favors the Over-the-Top Route for economic reasons—the company believes a pipeline

using this route could bring gas to market at a lower cost. However, in a bow to Alaska

politics, the company proposes using project revenue to finance development of a gas supply

to Fairbanks through extraction and distribution of propane from the TAPS crude oil stream.

ARC’s Over-the-Top Project

•  Volume: 4.0 bcf per day of North Slope gas and 1.2 bcf per day of Mackenzie Delta

gas.

•  Project cost: $7.8 billion, not including the cost of a North Slope gas conditioning

plant or the cost of building new take-away capacity from the project’s Alberta

terminal.
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5) Alaska Natural Gas Development Authority

If the All-Alaska Gasline 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 project would include a gas

conditioning plant on the North Slope and an LNG plant on Prince William Sound. The

authority would be responsible for arranging to finance and build the project, and for buying,

transporting and marketing the gas.

Collateral Infrastructure

With the substantial volume of new gas supply flowing to Alberta through the Alcan Route,

new take-away pipeline capacity would be needed to transport gas out of Alberta and into

U.S. and Canadian markets. This would be necessary because the existing pipeline capacity

from Alberta is expected to be fully utilized by the time an Alaska line is completed. It is

uncertain exactly how this new capacity would be added, although it likely would include

capacity upgrades on existing pipelines as well as construction of new pipelines. For

planning purposes, one sponsor has estimated the cost of a single new so-called “bullet”

pipeline from Alberta to Chicago at $5.3 billion.

All projects would require construction of a gas conditioning plant to prepare North Slope

gas for transport by pipeline. The North Slope oil producers have estimated the cost of a 4

bcf per day plant at about $2.6 billion. The Alaska Gasline Port Authority has estimated the

cost of a 6 bcf per day plant at $4.2 billion.

In addition, natural gas liquids extraction facilities would be needed for each route. The

North Slope oil producers estimate the cost of these facilities to be about $300 million for

either the Over-the-Top or the Alcan Highway Route. The Alaska Gasline Port Authority

estimates the cost at about $400 million for a plant at Valdez.

The All-Alaska Route would require investment in LNG facilities in Valdez, as well as

expansion of marine shipping facilities. The Alaska Gasline Port Authority has estimated the

construction cost of the LNG facility at about $4.1 billion, including a liquids extraction

plant.
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Mackenzie Delta Stand-Alone Project

This project would not carry any Alaska North Slope gas. Canadian sponsors, a consortium

of Canadian gas producers including Imperial Oil, ExxonMobil, Shell and Conoco, are

proposing a stand-alone pipeline that would transport Mackenzie Delta gas along the

Mackenzie River Valley route to the existing pipeline grid in Alberta (see Figure 3-1). In

January 2002, the sponsors announced major expenditures to obtain necessary regulatory

approvals to build this pipeline. Since the Over-the-Top Route would transport North Slope

and Mackenzie gas, the Mackenzie Delta Project, if constructed first, could eventually

become part of an Over-the-Top project.

Citizen and Industry Views of
State Participation in the Pipeline Project

State participation in the development or financing of the Alaska Gas Pipeline presents a long

list of issues that must be addressed. One objective of this report is to identify as many of

those concerns as possible. The Department of Revenue and its consultants interviewed 30

people, including members of the legislature and general public, as well as representatives of

pipeline sponsors, to help identify these issues. Among other things, these discussions

provided insights as to whether state financial participation would help or hinder the project.

Without exception, the Alaskans interviewed want to see a gasline built to create jobs in

Alaska, generate tax revenues to pay for public services, and promote economic activity that

would result from such a large construction project. Industry representatives were interested

in seeing the gasline built for similar reasons, and also as a way to monetize the significant

natural gas investments they have already made or will make in the future. However, there is

one significant difference between the two groups. Although Alaskans generally believe it

would be a good idea for the state to participate in the project through equity or financing, the

industry group was unanimously opposed.
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Citizen Comments

Alaska is not short of natural gas, nor is it lacking in opinions on how the state should get

involved in a project to bring that gas to market.  In starting on this report, we interviewed 20

Alaskans for their views on whether the state should participate in owning or financing a

gasline project and why, and what the state could hope to gain from its participation.  The

interviewees included business owners and managers, current and former legislators, retired

public officials, economists, and project and environmental advocates.

The specifics were mixed but the theme was strong among a majority of those interviewed:

1) The pipeline probably would be a good investment for the state, in that the oil and gas

industry would not go ahead with the pipeline unless it was profitable. No one said they

expect glowing profits from a gasline, but most said the risk of losing money was

minimal. Similarly, most of those who favor state participation said they do so not to

make a profit but to help spur development of the project.

Most interviewees seemed to favor taking some money from the Permanent Fund for

the state investment or borrowing the money by issuing bonds.  One person suggested a

mix of both options: The state could issue debt to raise cash for its investment in the

project, and then the Permanent Fund could buy the state’s bonds.

There was no support for state ownership of 100 percent of the project, and most

referred to the state’s 12.5 percent royalty stake in North Slope natural gas as a logical

starting point for a possible state ownership interest in the project.

Investment is one thing, but running the company is an entirely different issue. Most

stated very clearly that investing was a good idea but that taking control of the business

would be a bad idea.

And, yes, most people said, Alaska is already heavily dependent on the oil and gas

industry for most of its economic activity and state revenues. And, yes, state investment

in a gasline would add to that dependence, but the reality is that oil and gas is the big

money-maker in Alaska and, like it or not, “Alaska has and always will be a resource

state.” As someone said, “You put your eggs in one basket, and watch your basket.”
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2) The state should invest to protect its financial interests and control its own destiny. This

category can perhaps best be described as taking steps to ensure that Alaska benefits as

much as possible from the project, and to ensure that the state treasury receives all of

the money it should from the sale of North Slope natural gas.

Many of the opinions centered on the value of a “seat at the table.” Most people believe

the state needs to have a seat at whatever table pipeline owners sit at as they discuss

costs, management decisions, flows, operations, maintenance needs and whatever else

partners talk about. Most of those interviewed cited years of contentious disputes

between the state and the Trans-Alaska Pipeline System owners over transportation

tariffs for moving crude oil from the North Slope to Valdez as something they would

prefer to avoid in an Alaska Gas Pipeline. Many believe the state has not received as

much tax and royalty revenue as it might have from North Slope oil because of

excessive pipeline tariffs, and they are convinced a seat at the table of gasline owners

would prevent a repeat of those problems. The tariffs are important because the state’s

royalty and production tax revenues are calculated after transportation costs are

deducted from the sales price for the oil or gas.

In addition to knowing what the pipeline owners are spending and how it might affect

the tariffs, many interviewees said signing on as a project partner could put the state in a

better position to influence several key decisions: pipeline route, Alaska-hire provisions

for construction and operation of the line, and provisions for in-state use of some of the

gas. Of those who want to push for in-state spur lines and off-take provisions for local

use of the gas, most acknowledged that even as a partner the state could not require any

business to build or operate an unprofitable venture.  They said any in-state project

would have to stand on its own financial feet.

Interestingly, although there has been much interest in stripping the gas liquids to

develop a petrochemical industry in Alaska, the interviewees were split on whether that

made economic sense. Several were strong in their words that they did not want to see a

“Petrochemical Gulch,” as they called the Houston, Texas, area, developed in Alaska.
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And while most everyone said they favor the Alaska Highway Route for a gasline, those

same people said the major players probably would have made that decision long before

the state signed on as an investor.

Regarding state involvement in control and oversight of project decisions, the group

was about evenly split on whether acting as a business partner would be a conflict of

interest for the state in its main role as a taxing authority, environmental and job safety

regulator.

3) Many said state participation could help make the project more viable—simply put,

moving it along so that it gets built sooner rather than later. Everyone interviewed said

they would like to see an Alaska Gas Pipeline built for the money it would bring to the

state treasury, for the construction jobs it would create, and for the economic boost a

new industry and potentially cheaper energy would bring to Alaska. The dilemma for

many was how state participation could move along the start date for construction.

Certainly, state financial participation could help if the State of Alaska could find a way

to lower the cost of the project, but all but a few acknowledged that would be difficult

to manage.

Some thought the sheer political will of Alaska and a strong voice at partner meetings,

perhaps even some delicate pushing, could get the project off the planning boards and

into the groundbreaking stage. One referred to state participation as the “jump start” to

the project by sending a positive signal to gas producers, pipeline companies and

potential investors. However, others admitted they are skeptical that state participation

as a project partner could have any immediate effect on whether the project gets built.

Some, however, cautiously warned that state involvement in the project, coupled with

Alaskans’ perception that natural gas would create new industries in the state, could

lead state officials to push for uneconomical restrictions or side projects to the

pipeline—“skew the decision making,” as one person said. Or, as another said,

emotions of the day can stampede government into making bad decisions. The other

side said having the state participate as a partner could be a good learning experience, in

that Alaskans could see from others that some dreams are unprofitable—in effect saving

us from our own mistakes.
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Industry Consensus

The list of interviewees from industry included representatives of:

•  ExxonMobil

•  Phillips

•  BP

•  Anadarko

•  Alberta Energy

•  Duke Energy

•  Williams Companies

•  TransCanada

•  Westcoast Energy

•  El Paso Energy

The natural gas industry representatives were very aware of the economic benefits the project

represented. However, they viewed the gasline as a private-industry project and not one that

required or was logical for state participation. Their rationale is as follows:

•  The companies believe the state does not need a “seat at the table” to ensure that it has

access to the all the information it requires. The state can gather most of the information

it needs regarding pre-construction activities by active participation in the Federal Energy

Regulatory Commission (FERC) and Canada’s National Energy Board (NEB) process.

The state also would be actively involved through its own regulatory oversight process.

After construction, the state would continue to have access to the information it needs

through state and federal public filings and private discussions with the gasline owners.

•  Several companies believe the state is not necessarily adept at making rational business

judgments. The open marketplace will dictate where gas development projects can and

will be developed within the state. The state, however, may want its joint-venture

partners to pursue gas development projects that are politically popular, but uneconomic.

•  Industry believes that if the state were a member of the joint-venture governing board, the

joint-venture might not be able to move quickly enough when key decisions are needed.
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And, again, the state’s decisions might not be made on the basis of economics, but for

political reasons. Management of any major joint venture is difficult, and industry

believes that government participation at the table would only magnify these

management difficulties. Given the size of the project, the financial consequences of any

delay can be significant.

•  Although several companies acknowledge that state participation might ease or expedite

the issuance of state permits, it is not believed that the state would be useful in the federal

or Canadian permit process. The companies have significant, relevant experience in

handling these issues.

•  Many companies thought the state might be in a natural conflict-of-interest position as

both an equity holder and as a regulator. This might create tension on the joint-venture

management committee because the private company members might question the

motives of controversial state decisions. Some companies questioned how the state could

properly balance its legal and moral obligations to its citizens with its fiduciary

obligations to its joint-venture partners.

•  Industry believes that if the Alaska Gas Pipeline is economically viable, the sponsors

would have access to more than adequate capital from existing financial markets, likely at

better terms than the state could offer. In fact, state participation might make financing

more problematic due to the nature of the sources of the state’s equity or debt funding

and requirements the state might impose to safeguard its investment.

•  Some companies believe that proponents of state ownership are motivated by the

prospect of a high direct rate of return on the pipeline investment, and that this motivation

would be much less if they understood that the returns would be regulated.

•  Industry is of the opinion that the amount of money the state probably would be able to

invest—and the amount of equity participation percentage the sponsors likely would wish

to sell—would allow the state to obtain only a small, minority position restricted in terms

of management participation and access to day-to-day information.
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•  In at least some proposed organizational structures, the same joint venture would own

and operate the entire pipeline from Alaska to Canada. In that situation, it might be

inappropriate or politically unfeasible for the state to own an interest in foreign assets.

More importantly, industry does not believe that state equity participation would materially

advance the construction of the gasline, assist its operation or enhance its profitability.

Several companies believe state participation would actually hinder the project. Today’s

situation is not at all like the early 1970s, when state participation was actively sought by

many of these same proposed developers. Industry now believes it has adequate resources to

ensure the success of the project without state involvement. As many companies stated, this

is a private project, not a public one.

Although industry has acknowledged the state could force its way into the joint venture, it

appears unlikely any of the competing sponsor groups would welcome the state’s attempt to

become a partner.
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SECTION 4

Ownership and Financial Participation
Options and Evaluation Criteria

As noted in the Introduction, this study was mandated by passage of Senate Bill 158 in the

spring of 2001. The bill is provided in Appendix A.

The legislative purpose was to obtain analysis and recommendations regarding State of

Alaska options “to participate in commercial development of the state’s natural gas resources

through ownership of or provision of financing for a gas pipeline project.” Further, the bill

directs the Commissioner of Revenue to consider specific ownership and financing options

and to evaluate these options according to specific criteria.

Ownership and Financing Options

SB 158 gives five directives for this report. Three relate to ownership and financing options,

and two relate to evaluation criteria. The state ownership and financing options are:

•  Participate by taking an equity position in a gas pipeline project by owning all or a

portion of the project, or establishing a state-owned public corporation or authority to

construct and operate the project.

•  Participate in financing the project, which could include issuing general obligation

bonds or revenue bonds of a state-owned public corporation or authority, or in

another appropriate form such as guaranteeing debt. The review should include what

terms the state, or its public corporation or authority, should require as conditions for

providing financial support for the project.

•  Participate by establishing a private corporation that would be comprised of Alaska

residents who wish to become shareholders of a new corporation that would own a

portion of the project or assist in the construction and operation of the project.
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In addition to these directives, the Commissioner of Revenue has given consideration to

whether the state should participate in commercial development of the Alaska Gas Pipeline

by purchasing capacity rights from pipeline owners.

Evaluation Criteria

The two evaluation directives require use of the following criteria in considering the state’s

ownership and financing options for participation in the Alaska Gas Pipeline:

What is the effect of participation on the state’s cash flow, its continuing ability to pay for

essential public services, and financial integrity and creditworthiness.

Would state participation create additional risks for the completion and operation of the

project; cause the project to be completed and to operate successfully; and help or hinder

other parties participating with the state or its public corporation or authority in the

completion and operation of the project.

Based on ideas offered by during interviews for this report, the Commissioner of Revenue

added the following additional evaluation criteria:

•  Whether ownership in the pipeline would provide additional information that would

be helpful to the state in maximizing its royalty share of gas production or other state

revenue.

•  Whether there would be a conflict between (1) state ownership in the Alaska Gas

Pipeline and the associated motive to maximize returns, and (2) the state’s role and

responsibility to regulate pipeline construction and operations

Each of the identified ownership and financing options is evaluated against these criteria in

Sections 5 through 8. Conclusions are summarized in Section 10.
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SECTION 5

Evaluation of Financing and Ownership
Options

The state has numerous options for financial participation in the project, including:

•  Contributing capital as an equity investment for all or part of the project cost.

•  Making capital available through or as a debt investment for all or a portion of the

project cost.

•  Guaranteeing debt.

•  Making in-kind contributions.

•  Combining one or more of the above options.

This section reviews and analyzes each of these options in detail and discusses the financial

benefits and drawbacks to each.

Financial Participation Options and Analysis

The source of funding is a key factor in determining whether the state should participate by

taking an equity position in the Alaska Gas Pipeline. The funds must be available when

needed and, of equal importance, must be legally authorized for use as such an equity

investment. Use of any of the state’s pools of money will have opportunity costs to the state.

The state has a variety of sources for providing capital, including using money on hand or

borrowing it. Potential sources of cash include the state general fund, Constitutional Budget

Reserve Fund, Permanent Fund and Earnings Reserve Account of the Permanent Fund.

Sources of debt include the proceeds of general obligation or revenue bonds or certificates of

participation. At a minimum, legislative authorization would be required to tap any of these

funding sources and, as discussed below, some of these sources are more plausible than

others.



SECTION 5 EVALUATION OF FINANCING AND OWNERSHIP OPTIONS

5-2

Timing of Capital Calls

Evaluating whether to invest a particular fund in a gasline project involves practical

considerations such as the anticipated timing of the project and volatility of the cash stream

from a natural gas pipeline of a project size never before constructed in this country.

Regulatory approvals for the project would require a minimum of two to three years, with

construction expected to take an additional two to three years. Thus, the earliest the project

could be moving gas to market would be late this decade, perhaps seven years after the

decision is made to go ahead with the project. The analysis in Section 7 is based on the

assumption that the Alaska Gas Pipeline would be operational in 2009.

The state’s cash requirements for the project would commence almost immediately and

increase in size and frequency as work progresses. Initially, any investment would likely

require that the state make an immediate, initial contribution to the existing partners to “buy

in” to the project (we assume not on a “promoted” basis, where the state would be required to

pay a premium over a pro-rata share of the actual investment). It is difficult to predict the size

of this initial investment. However, assuming the project sponsors have spent $200 million

before the state joins the venture, and the state were able to take a 12.5 percent equity

position in the partnership, the initial equity contribution would be $25 million.

For the first few years, the joint venture’s capital calls likely would be relatively small,

considering the size of the project as a whole. However, once construction begins, the

number and size of capital contributions would increase dramatically (ranging up to an

annual contribution of nearly $300 million (2001 dollars) for a 12.5 percent stake). Further,

depending upon the skill of the project’s budget forecasters and the ability to minimize cost

overruns, the size of ongoing funding requirements would be difficult to plan for.11 Another

concern would be whether the line started flowing on schedule—particularly if the state

needed the revenue to cover the debt it had issued for its investment in the project.

The point is that in order to participate in this project, the state would be required to make

significant calls upon its available funding sources and credit for a number of years before

the gasline would turn a positive cash flow. Even the first year or so of the of pipeline’s

                                                
11 Another complicating factor will be whether and how the project is financed.
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commercial life, which may or may not begin as forecasted, likely would not show strong or

even positive cash flow due to the typical start-up issues all new pipelines face.

Thus, the source of the state’s project funding would need to fit the following profile:

1) It must be immediately available.

2) It must be capable of making large capital contributions without delay and without any

expectation of repayment for at least seven years, assuming the project is completed on

schedule.

3) It must have the flexibility to timely meet significant and sometimes unpredictable capital

calls.

It is also important for the state to keep its risk exposure to a minimum because a state

government does not maintain a net worth to absorb serious losses. In this respect, it is unlike

the corporate participants in the project. Losses sustained by the state would eventually have

to be paid for through reduced services or higher taxes upon the citizens. Losses also could

lower the state’s bond rating, which would drive up the cost of borrowing for all kinds of

public projects, including local schools.

Sources of Equity Funding

As discussed below, the legislature could consider a number of existing state funds as

sources of funding for an Alaska Gas Pipeline.

The General Fund

In theory, the state could decide to appropriate unrestricted funds directly from its general

fund to pay for its investment in the Alaska Gas Pipeline. Although it is ultimately a political

question, there are practical problems with this approach. The general fund currently operates

at a deficit and this status is not expected to change within the next few years. The state

already has numerous calls on the limited money available within the general fund and it

would be difficult, therefore, for the state to impose new taxes or cut public services to the

extent necessary to make money available for an equity contribution to the project.
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Permanent Fund Direct Investment

There are several ways the Permanent Fund might be able to invest in the gasline project. As

a passive investor it might, under the proper conditions: (1) invest in the stock of a company

or companies owning the gasline; (2) invest in the bonds used to finance the project; or (3)

participate in a private equity limited partnership that finances some portion of the project.

However, if the proposed investment were structured so that the Permanent Fund became

actively involved in the gasline business, it lacks the legal authority to make such an

investment.

The Permanent Fund, the state’s major savings account, was created in 1976 by

constitutional amendment. A specified portion (at least 25 percent) of the state’s mineral

lease rentals, royalties, bonuses and federal mineral revenue-sharing payments are dedicated

to the principal of the fund.

The constitutional amendment establishing the fund placed one restriction on how the fund

was to be invested: It must be invested in income-producing assets specifically designated by

law as eligible for Permanent Fund investments. The legislature passed comprehensive

legislation in 1980 specifying a list of permitted investments and establishing the Alaska

Permanent Fund Corporation as an independent state agency to manage the fund’s assets.

This legislation declared the Permanent Fund to be an inviolate trust to be managed by the

Board of Trustees according to a version of the Prudent Investor Rule often referred to as the

Prudent Expert Rule.12

The legal list governing permitted investments has been amended several times, and

allowable investments include mortgages, real estate investments, certificates of deposit,

term deposits or bankers’ acceptances, and interests in domestic and non-domestic

companies.13 There are other limitations, too. This statutory list also places a 5 percent limit

                                                
12 The Prudent Investor Rule as applied to investments of the fund means that in making investments the board of trustees

shall “exercise the judgement and care under the circumstances then prevailing that an institutional investor of ordinary

prudence, discretion, and intelligence exercises in the management of large investments entrusted to it not in regard to

speculation but in regard to he permanent disposition of funds, considering probable safety of capital as well as probable

income.” AS 37.13 120 (a).

13 AS 37.13.120
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on the amount of voting stock the fund may own of a single corporation. And, domestic

stocks owned by the fund, with some exceptions, must be listed at the date of purchase on an

exchange registered with the federal Securities and Exchange Commission.14

Another requirement in statute is that the board must favor in-state investments if the risk and

return are equal to the alternative investment opportunities.15

The legislature also adopted a 5 percent “basket clause,” which allows the trustees to invest

up to 5 percent of the fund’s total assets in "other types of investments not specifically

listed,” so long as the Prudent Expert Rule is satisfied.16

Considering all of the above limitations in statute, could the state use the investment

authority of the Permanent Fund to go into the gas pipeline business as a partial or 100

percent owner of the project? Without a change in the laws governing the investment

authority of the Permanent Fund, the answer is “no.” Although the Permanent Fund currently

lacks the authority to invest as an active participant in a North Slope gasline business, the

legislature could amend the statute and specifically direct the Permanent Fund to make such

an investment.

It would be different, however, if the Permanent Fund were simply buying stock or investing

in bonds issued by a corporation or corporations that own the gasline. The Prudent Expert

Rule requires the trustees to weigh risk and reward and consider investments within the

context of the fund’s overall asset allocation, while avoiding the concentration of investments

in single entities. To comply with the rule, the trustees follow a detailed decision-making

process that includes adopting an annual asset-allocation policy and selecting specialized

managers to achieve a balanced, diversified portfolio. Under the available investment

authority and the constraints of the Prudent Expert Rule, the trustees might well be able to

make limited investments in either the equity or the debt of a North Slope gasline enterprise.

Finally, legal question exists as to whether a gas pipeline project that would not produce

income for a period of years would qualify as an income-producing investment under the law

                                                
14 AS 37.13.120(I)

15 AS 37.13.120(l)

16 AS 37.13.120 (k) (1).
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and whether the constitutional limitation would permit such an investment. We understand

that the trustees believe this specific limitation would not preclude this kind of equity

investment in a gasline project, but there is no specific legal ruling on the income-producing

issue.

Earnings Reserve Account of the Permanent Fund

If the legislature decided it would be in the Alaska’s best interests for the state or an

independent state corporation to enter the North Slope gasline business, it could appropriate

money from the Permanent Fund’s Earnings Reserve Account (ERA) to a state agency for

that purpose.

Income earned on Permanent Fund investments is credited to the ERA and, on June 30 each

year, appropriations are made from the ERA first for dividends to residents of the state and

then for inflation proofing of the Permanent Fund’s principal. Any undistributed income

remaining in the ERA is available to cover future dividend or inflation-proofing needs. The

legislature also may appropriate money from the Earnings Reserve Account at any time for

any purpose. To date, however, it has never appropriated the money for anything other than

dividends, inflation proofing or to increase the principal of the fund.

The Department of Revenue anticipates that the amount of surplus earnings available from

the Permanent Fund each year over the next decade will average about $250 million.

However, the actual amount available in any one year will vary enormously—ranging from

$0 to more than $500 million, depending on the performance of the financial markets and the

mechanics of how the surplus is determined.

However, one must remember that the only vehicle the Permanent Fund has to absorb

volatility in its investment income is the ERA. Committing the Earnings Reserve to the gas

project might jeopardize the Permanent Fund’s ability to pay dividends and inflation

proofing. And, considering Alaska’s general fund deficits, bond rating agencies might view

such a commitment unfavorably.

In summary, appropriations from the ERA could be a source of funding for the project. This

course of action, however, presents a number of obvious economic and political risks.



SECTION 5 EVALUATION OF FINANCING AND OWNERSHIP OPTIONS

5-7

Actual and projected Permanent Fund principal and Earnings Reserve Account balances are

shown in Figures 5-1 to 5-3, as are the month-to-month fluctuations in the ERA balance.

Figure 5-1

Figure 5-2
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Figure 5-3

Constitutional Budget Reserve Fund

Created by the voters in 1990, the Constitutional Budget Reserve Fund (CBRF) holds the

proceeds from settlements of oil and gas tax and royalty disputes since July 1, 1990. It

generally requires a three-quarters majority vote of each chamber of the legislature to

withdraw money from the account. For all but two years since 1991, the state has relied on

the CBRF to fill the difference between unrestricted general purpose revenue and the annual

state budget. Over the past 10 years the state has deposited about $5.5 billion into the CBRF,

earned about $1.5 billion from investments, and withdrawn more than $4.3 billion to pay for

public services—leaving a balance of $2.65 billion on January 1, 2002.

The projected declining balance of the CBRF is illustrated in Figure 5-4.
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A fundamental problem with using the CBRF as a potential source for equity investment in

the project is that the Department of Revenue forecasts the CBRF is likely to be depleted by

late summer 2004 due to declines in unrestricted general fund revenue.

Given the uncertainty of any remaining balance in the CBRF after Fiscal 2004, and the

potential negative reaction by bond rating agencies to using this fund for purposes other than

covering annual general fund deficits, the CBRF is not a viable source of equity funding for

the project.

In-Kind Contributions

Some have suggested that another source of equity for state investment in the Alaska Gas

Pipeline could be in-kind contributions from income-generating items like right-of-way lease

payments or advance sales of state royalty income. Even if the state was willing to forego the

steady revenue benefit of such income, there is a significant problem with the in-kind

concept. Using these funds this way likely would violate the dedicated-funds prohibition in
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Alaska’s Constitution.17 As a result of this constitutional limitation, the proceeds of state

taxes and licenses generally are prohibited from being deposited anywhere but the general

fund and the Permanent Fund.18 If the legislature wished to pursue this alternative further,

review by the Attorney General’s office would be appropriate.

In any event, with respect to right-of-way lease payments only, it is not expected that the

payments would produce enough income to support a “trade” for equity. Although

approximately 700 miles of the Alaska Highway Route would be in Alaska and the majority

of the route would cross state lands, the state’s earnings from right-of-way lease payments

would be modest. In Fiscal 2001, for example, the state received only $730,000 from lease

rental payments for the 800-mile Trans-Alaska Pipeline System. Annual lease payments from

the gasline likely would be similar.

Sources of State Debt Funding

Although an outright appropriation from one of the above sources of state funds does not

appear practicable, it is possible the state could structure some type of bond issuance to

obtain funds for an investment in the project. The different bonding alternatives are discussed

below. The intricacies of coordinating private debt obtained by project sponsors and public

debt of the state would be complex and would require further analysis after the gasline

funding plan is known. It should be noted, however, that the state would face formidable

legal and practical hurdles to financing a significant portion of the project with tax-exempt

debt.

There are several types of debt that could be issued, depending on the state’s level of

commitment. Debt instruments include general obligation bonds, lease-purchase obligations

and revenue bonds (with or without state “moral obligation” guarantee). State-guaranteed

                                                
17 “DEDICATED FUNDS. The proceeds of any state tax or license shall not be dedicated to any special purpose, except as

provided in section 15 of this article [establishing the Permanent Fund] or when required by the federal government for state

participation in federal programs. This provision shall not prohibit the continuance of any dedication for special purposes

existing upon the date of ratification of this section by the people of Alaska.” Alaska Const. art. IX, Sec 7.

18 Lengthy discussions of the dedicated funds prohibition in the context of natural resources revenues, including royalties and

bonuses, are found at 1982 Alaska Op. Atty. Gen 13 (November 30, 1982) and 1975 Alaska Op. Atty. Gen (May 2, 1975).

Presently, right-of-way revenue is deposited to the general fund. Of royalty and bonus income, 25 percent is allocated to the

Permanent Fund, 0.5 percent to the state school fund, and the remainder to the general fund.
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bonds are not considered feasible because they would require an amendment to the Alaska

Constitution.19

The combination of state debt (e.g., general obligation bonds and revenue anticipation notes)

and state-supported debt (a portion of University of Alaska debt, lease-purchase financings,

and a share of municipal general obligation bonds for school construction) are the measure of

Alaska’s debt burden used by Moody’s, Standard & Poor’s and Fitch in assigning a credit

rating to state debt obligations. As discussed below, the state’s current bonding ability is

limited unless the state is willing to accept lower credit ratings.

Today the state maintains favorable credit ratings for its various debt instruments. Its most

recent credit ratings were Aa2 by Moody’s, AA by Standard & Poor’s and AA by Fitch,

which are in the high end of debt rating scheduled. However, all general obligation bonds of

the state have since been retired (the last in Fiscal 1999). The state’s debt rating history is set

forth in Table 5-1.

TABLE 5-1

State of Alaska Credit Rating History
(ratings as of date shown)

Moody's Investor Services Standard and Poor's
Fitch Investor

Services

July 13, 1961 Baa June 4, 1971 A May 3, 1994 AA

September 12, 1969 Baa1 January 23, 1975 A+

August 29, 1974 A1 June 14, 1980 AA-

June 13, 1980 Aa August 5, 1992 forward* AA

November 26, 1998 forward Aa2

* Standard and Poor's has withdrawn its rating of the State of Alaska, as all general obligation debt of the state

has been repaid. The state expects to obtain ratings from the three rating agencies in 2002.

                                                
19 Alaska Const. art. IX, sec. 8. The voters did, however, amend the constitution in 1982 to permit the state guarantee of

housing loans for veterans issued by the Alaska Housing and Finance Corporation.
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General Obligation Bonds

The legislature could authorize the issuance of general obligation bonds to fund a state

contribution to the Alaska Gas Pipeline. General obligation bonds, as debts of the state, are

backed by the state’s full faith and credit. General obligation bonds are the most secure of

debt instruments and, therefore, bear the lowest rate of interest. However, general obligation

bonds must be ratified by the voters and approved by the State Bond Committee.20 The state

has no general obligation bonds outstanding today (the last were paid off in 1999).

The state has issued general obligation bonds 49 times since statehood, raising almost $1.4

billion. Although there is no statutory limit on the amount of such bonds, the size of a general

obligation bond issuance to support this project could be the largest in state history. The

largest to date was $200 million issued in 1982. We estimate that a 12.5 percent share of the

Alaska Gas Pipeline could require an investment in the range of $1.5 billion, unless project

financing is available.

There are legal issues and at least one practical issue associated with the issuance of such

bonds in support of an investment in the project. First, the state is precluded constitutionally

from lending its credit directly to benefit a private entity.21 The proceeds of general

obligation bonds, thus, could be available to purchase a state equity investment in a pipeline

(assuming appropriate statutory declaration of public purpose). The proceeds of such bonds,

however, could not be used to make a loan to private investors.

Second, the issuance of general obligation debt to make an equity investment in a joint

venture appears to be unconstitutional. The Alaska Constitution states that such bonds may

only issued for capital improvements.22 Issuance of debt to support an investment in a joint

venture that would own a natural gas pipeline would not be a permitted use of general

obligation bond proceeds because it would not be a capital improvement for public use, but

rather an investment in an ownership entity. The proceeds of any general obligation bond

issue, therefore, would need to be used solely to acquire an undivided interest in an asset, the

                                                
20 Alaska Const. art. IX, sec. 8; A.S. 37.15.

21 Alaska Const. art. IX, sec. 9.

22 Alaska Const. art. IX, sec 9.
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pipeline. This may not be a practical method of structuring the relationship of the other

parties participating in the project.

Third, the state’s borrowing capacity may be too insignificant to be of any practical

assistance to support the investment. The state’s borrowing capacity can be measured using

generally accepted ratios (as discussed in Section 8 of this report). These ratios represent

acceptable norms for issuing debt. It has been state policy to stay within the range of

committing 8 percent of unrestricted general fund revenue to debt service, in order to

maintain the state’s historical AA credit rating. 23 At a limit of 8 percent of the general fund’s

unrestricted revenue, the state’s available maximum general obligation bond capacity ranges

from about $210 million of 10-year bonds to approximately $300 million in 15-year bonds.

However, investors have recognized the shift over time from when most state revenues were

unrestricted to today, when a significant portion of revenues are restricted by the state’s

direction. That is, the state has segregated money into various funds that create restricted

revenues rather than unrestricted—the largest of which is the Permanent Fund. If we add

Permanent Fund earnings (after inflation proofing) to the state’s unrestricted revenue and

take 8 percent of that, the state’s available debt capacity would jump dramatically—about

$1.2 billion of 10-year bonds to $1.7 billion in 15-year bonds.

Nevertheless, any new issuance of state debt (especially if it relies on restricted revenues for

debt capacity purposes) would be carefully reviewed by the rating agencies due to the state’s

uncertain fiscal situation. A proposal by the state to exceed its current debt service thresholds

would need to be carefully reviewed for presentation to the rating agencies in order to avoid a

downgrade.

State-Supported Debt

State-supported debt is debt for which the ultimate source of payment is, or may include,

appropriations from the state general fund. The state’s full faith and credit is not pledged

                                                
23 Debt service, for determining debt capacity, includes debt service on general obligation bonds, University of Alaska bonds

that are state supported, state reimbursement of municipal school debt, and lease payments on lease purchase financing.

24 Since 1996, the largest taxable general obligation bond issuance was by the City of New York for general purposes and

public improvements in the principal amount of $434.1 million. Source: Thomson Financial.
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against the debt, and state-supported debt is not considered state-guaranteed debt for

purposes of the Alaska Constitution because the state’s payments on the debt, even if the

subject of a contractual commitment, are contingent on annual legislative appropriation. As a

result, citizen approval of such debt is not required—although legislative approval is required

in almost all instances.

The form of state-supported debt that might be useful in this project is lease-purchase

financing obligations consisting of certificates of participation (COPs) issued by lessors of

facilities used by the state. In such situations, generally the debt is secured by the lease

payments on the leased facilities.

The limitations inherent in this type of financing are similar to those associated with general

obligation bonds, except that no public vote is necessary. This debt also would not be tax-

exempt, and the state has limited capacity without jeopardizing its credit rating. Further, the

complexity inherent in structuring a financing of this magnitude as a lease is substantial.  The

state probably would lack sufficient debt capacity to lease the entirety of the pipeline to the

project sponsors.

Revenue Bonds

Probably the more likely source of debt financing would be through the issuance of some

form of revenue bonds. These most probably would take the form of bonds issued by a state

agency and secured by revenues generated from the use of the pipeline, such as ship-or-pay

contracts for moving gas through the line. In the most customary form of revenue bonds, the

project and its revenues constitute the sole source of repayment of the revenue bonds. Private

corporate guarantees and letters of credit also could provide additional security.

In a separate type of revenue bond, additional security would be obtained from a reserve fund

that includes a discretionary capital reserve provision. A typical capital reserve fund is

approximately equal in size to the maximum amount of debt service required in any year. If

the reserve fund falls below its required level and if a moral obligation concept were applied,

the legislature may, but is not legally required to, appropriate funds sufficient to restore the

capital reserve fund (in other words, the state has a “moral obligation”). The authority to

issue moral obligation revenue bonds is contained in the enabling legislation of several state
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agencies such as the Alaska Energy Authority and the Alaska Industrial Development and

Export Authority.

The revenue bond concept is not new to this project. Authority for revenue bonds was

approved for the Alaska Pipeline Financing Authority in 1978. In its enabling legislation, the

Financing Authority was authorized as a conduit to issue revenue bonds up to the principal

amount of $1 billion, inclusive of amounts required for capital reserves, for the purpose of

purchasing or otherwise acquiring any obligation issued with respect to the ANGTS

project—provided that the payment on that obligation was fixed and certain as to terms of

repayment. Debt service on the bonds was to be paid from the income and receipts derived

from the project. The bonds were expressly not debt of the state or any political subdivision,

and were to be paid exclusively from the project income. The state pledged that it would not

limit or alter the rights and powers vested in the Financing Authority to fulfill the terms of

any contract made with the bondholders or in any way impair the rights and remedies of

those holders unless the bonds were fully paid and discharged.25

Revenue bonds are not a general obligation of the state, nor does the state provide security

for the debt in any other manner except in the case of “moral obligation” pledges. Depending

upon the other available security, a “moral obligation” could provide additional credit

enhancement and lower interest rates to traditional revenue bonds.

Alaska Gasline Port Authority Financing Proposal

As described in Section 3, the Alaska Gasline Port Authority has proposed an innovative plan

to finance a pipeline from the North Slope and an LNG facility at Valdez, along with an

additional line branching away at Delta Junction to carry natural gas to the Canadian border

to connect with the Lower 48 grid. The Port Authority proposes to finance 100 percent of the

costs with a combination of tax-exempt and taxable revenue bonds. Based upon legal and

financial analysis and an IRS letter, the authority believes its income would be tax-exempt.26

Since the letter application to the Internal Revenue Service is not available, it is not clear

whether the ruling is based upon all of the relevant facts.

                                                
25 AS 44.82.150, repealed 1994.

26 Private Ruling 200017018 (January 27, 2000).
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First, according to the IRS response, the Port Authority represented that the authority’s

revenues would be derived primarily from the sale of natural gas to municipalities within the

state and to other purchasers expected to include governmental and private enterprises. But

the vast majority of the authority’s revenues would, in fact, be derived from sales of natural

gas outside the state.

If the underlying facts have not been fully or accurately described in the letter to the IRS, the

IRS is not bound by the ruling and it may not be relied upon.

Second, there may be an issue regarding the fact that the Alaska Constitution does not

specifically authorize port authorities to exist as political subdivisions of the state, and only

the state or a political subdivision may issue tax-exempt bonds.

It is generally more expensive to borrow money without any equity commitment because

100 percent debt financing—the absence of any owner contribution whatsoever, such as

buying a house with no down payment or other collateral—increases the risk to creditors of

not recovering the entire debt. Thus, 100 percent debt financing for the project, if it is

available at all, could come at a relatively high cost. This high financing cost could negate all

or a portion of the relatively limited benefits attributable to the port authority structure.

The Port Authority claims that it would be exempt from federal income taxes for the amount

of income it retained for itself (estimated by the Port Authority at $37 million per year) and

the amount it remitted to the state and other municipalities (estimated at $333 million per

year). This income would come from the “profit” earned by the Port Authority on the

difference between what it paid the producers for the gas and what it was able to earn by

selling the gas and LNG on the world market. This income tax savings could be seen as a

benefit to the project. The foregone tax would be about $130 million per year, according to

Department of Revenue estimates.

A few comments on the practical considerations of the Port Authority plan also should be

made. The Department of Revenue and its consultants are unaware of any LNG terminal

facility, gasification facility or natural gas pipeline in the world that has obtained 100 percent

debt financing. LNG facilities with up to 75 percent debt have been constructed, but they are

the exception—something in the range of 60 percent to 70 percent is more common. The
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hurdles to obtain even this level of financing is high, with lenders generally requiring the

following to be in place just for a “conventional” project financing of a LNG terminal:

•  A long-term LNG sales agreement with creditworthy purchasers for a minimum base

load.

•  Long-term natural gas supply agreements with creditworthy suppliers for a minimum

volume.

•  Acceptable quality and quantity of proven gas reserves.

•  Liquefaction capacity sufficient to meet the project’s sales obligations.

•  Fixed-price or minimal determinable price contracts.

•  Long-term transportation agreements with sufficient capacity to meet delivery schedules.

•  Capped marine freight price.

•  An experienced shipbuilder if transportation is via a new tanker.

•  Experienced vessel owners and operators.

•  Proven technology.

•  Fixed-price, date-certain engineering, procurement and construction contracts with

experienced, creditworthy contractors.

•  An appropriate framework among creditors to harmonize force majeure provisions and

other potential contractual issues.

•  A cash-flow allocation to allow each project access to appropriate payment stream.

•  Adequate payment security mechanisms such as escrow accounts and letters of credit.

The prerequisites for financing a natural gas pipeline are similar. Some of the requirements

listed above for an LNG facility can be met by the Port Authority, but it still faces formidable

challenges to satisfy others. For example, obtaining gas supply commitments from North

Slope producers and suitable off-take agreements from purchasers seems unlikely for a

variety of reasons, including:
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•  Their lack of interest in LNG exports from Alaska.

•  Their involvement with gasline proposals they believe are more commercially viable than

LNG.

•  The question of what happens when the Port Authority gasline gets to the Canadian

border.

•  Their concerns about doing business with an entity controlled by municipalities.

Other Financial Participation by the State

State Loans to Project Sponsors

If funds are available, loaning money to the project may be a more desirable alternative for

Alaska than equity participation due to a stronger claim on revenues, lower construction and

operation risks, and fewer conflicts of policy interests. There are practical limitations on the

state’s participation, however.

•  First, Alaska would need to have funds available to lend to the project. The source of

such funds may affect the ability of the state to meet other governmental needs.

•  Second, any financial return to the state would be delayed at least until after 2010.

•  Third, the debt structure easily could put the state in a minority or subordinate position

with little control over the project or its operation.

•  Finally, and most importantly, the state’s debt likely is not needed by the project

developers.

During the interviews, the potential project developers generally indicated they only would

have an interest in state financial participation if the state could somehow issue tax-exempt

securities. As discussed above, this alternative would probably require an exception to

federal tax law. Most of the potential project developers have credit ratings and overall

financial resources equal to or more substantial than that of the state (Table 5-2). They likely

would be able to obtain attractive interest rates and terms and, accordingly, state taxable debt

is not particularly attractive as an alternative. As shown in the following chart describing
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common credit measurement factors as of January 15, 2002, the creditworthiness of the

potential gasline project sponsors is good to excellent. Further, even though this project is of

enormous magnitude, there appears to be adequate debt capacity in world capital markets

today to fund it.

Direct Guarantees

Even though the creditworthiness of the known project sponsors is high, if there is a shortfall

in that respect perhaps the companies might have an interest in the state lending credit

support through forms of state guarantees. Generally, the use of a guarantee would be of

significant benefit only if the guarantor has a credit rating higher than the rating on any debt

issued by the pipeline investors—which does not appear to be the case with the state.

In contrast to direct funding through an equity investment or debt, debt support would not

require the outlay of state funds. The guarantee could be provided by either (a) the state

directly guaranteeing debt issued by the sponsors, (b) a state authority guaranteeing debt

issued by the sponsors, or (c) the state guaranteeing debt issued by the authority, the proceeds

of which would then be lent to the sponsors. The state’s obligation, in all cases, would be

Senior Debt + Fixed Debt + Debt +
     Debt Pfd / Charge Pfd / Pfd /

Company (SP/Moody) Bk Cap Coverage EBITDX DsCF
ExxonMobil AAA/Aaa 15% 92.6 0.3 0.4
BP AA+/Aa1 24% N/A 1.5 2.4
Phillips BBB+/A3 47% 14.1 0.9 1.4
Duke A+/A1 49% 7.3 2.9 5.2
TransCanada A-/A2 72% 2.3 5.1 9.2
WestCoast A-/ n/a 72% 2.6 7.0 11.3
El Paso BBB+/Baa2 58% 3.9 3.5 3.9
Williams BBB+/Baa2 55% 2.3 3.5 9.3

EBITDX = Earnings before Interest, Taxes, DD&A, and Exploration Exp.
DsCF = Discretionary Cash Flow = Net Income + DD&A + Def. Taxes + Exploration Exp. + Other Non-Cash Items
Debt + Pfd / Bk Cap = (Total Debt + Preferrred Stock) / Total Book Capitalization
Fixed Charge Coverage = EBITDX / (Interest Expense + Pre-Tax Preferred Dividend)

TABLE 5-2

Corporate Debt Rating of Potential Project Developers
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limited and contingent upon various events as the state could negotiate, such as expiration

date, subordination rights, amount, guarantee payment terms, equity conversion rights, etc.

The structures referred to in (a) and (b), however, may require voter action. Further, the

Alaska Constitution prohibits the state from directly guaranteeing private debt.27,28

Assuming the two hurdles mentioned above could be overcome, there are various forms that

an appropriate state guarantee could take. A direct, full-faith and credit guarantee by the state

obviously would constitute the strongest credit support the state could make, but this also

would be the riskiest for the state. There is the possibility that a guarantee could be structured

in a form that is constitutionally permissible. The legislature may be able to set aside a

specific category of reserve funds within the general fund or Earnings Reserve Account of

the Permanent Fund, for example, upon which to base a limited guarantee. However, this

would require further analysis of the Attorney General and, even if legally permissible,

would be removing flexibility to meet future fiscal requirements of the state.

Moral Obligation Guarantees

The state may also be able to lend its credit support through pledging its moral obligation in

some form of financing structure. Such a moral obligation would not constitute the legal

indebtedness of the state and would not, therefore, require action by the voters. Such a

structure has won credibility with investors in other contexts where it has been employed

because of the perception of rating agencies and investors that the state undertaking such a

moral obligation would, if necessary, honor its moral obligation by appropriating funds to

meet debt service shortfalls. The failure to do so would be regarded as a derogation of the

state’s credit and hurt the state’s ability to sell its securities.

The moral obligation commitment could be strengthened by earmarking a single revenue

source as security for the moral undertaking. Such a structure would involve the legislature

appropriating existing revenue to a state authority and then enacting legislation to appropriate

                                                
27 Alaska Const. art. IX, sec. 8.

28 In 1982 the voters approved a constitutional amendment that permits the state to guarantee unconditionally as a general

obligation of the state the payment of principal and interest on revenue bonds issued by the Alaska Housing Finance
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a revenue stream to the authority in future years, subject to the right of future legislatures to

reverse such appropriation. Because the legislature is not legally required to appropriate such

revenues in any year, such action should not constitute a legal dedication of revenues in

contravention of the constitutional prohibition previously discussed. The authority would, in

turn, issue debt secured by a pledge by the authority of such revenues and then lend the debt

proceeds to the project sponsors. The revenue stream so pledged would not be utilized to pay

debt service unless the sponsors defaulted on the loan agreement and, to the extent not

utilized for debt payments, the revenue stream would be available in any year for any other

purpose designated by the legislature.

Compensation to Alaska for Loan Guarantees

In the event that Alaska decides to extend a limited and contingent guarantee, the state would

be entitled to compensation for its undertaking. There are a number of ways such ways such

values could be determined in an arms-length negotiation with the sponsors. However, these

alternatives are beyond the scope of this report.

Tax Issues

Under existing federal tax law, states may issue tax-exempt municipal bonds for public

projects, such as schools. Without an exception to the existing Internal Revenue Code,

however, bonds—whether general obligation, revenue or other type—issued to finance a

project such as the Alaska Gas Pipeline are likely to be almost all taxable. This debt would be

considered “private-activity bonds,” and the interest on private-activity bonds, except for

those that finance certain exempt facilities and nonprofit enterprises, is taxable.

Debt is classified as a private-activity if it meets certain tests, established under the

regulations promulgated under Section 141 of the Internal Revenue Code. The debt must

meet both the private-use and private-payments tests. In addition, if the debt proceeds are

deemed to have been used to make “private loans,” the debt is considered to be private-

activity bonds.

                                                                                                                                                      
Corporation for the purpose of purchasing mortgage loans made for residences of qualifying veterans. This is the only purpose

for which state-guaranteed bonds may be issued.
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Certain categories of facilities, however, may be eligible for tax-exempt financing. It is

possible, though not certain, that certain aspects of this project could qualify for tax-exempt

financing as “dock and wharf” facilities, such as a marine LNG terminal.29 The eligible

portion would likely only be a fraction of the entire cost and, therefore, use of this exception

would still mean that all or substantially all of the project could be financed only on a taxable

basis.

Another exception under federal law is the private-activities cap. Under this cap, each state is

allowed to issue tax-exempt bonds for private activities up to certain limits. In the case of

Alaska, the limit is currently $187.5 million per year. However, this amount already is fully

subscribed each year for debt issuances of the Alaska Industrial Development and Export

Authority, Alaska Housing Finance Corporation, Alaska Student Loan Corporation,

municipalities and other purposes. The State Bond Committee allocates the annual

allowance.

The tax treatment of the debt does not change depending upon the identity of the issuer.

Thus, debt issued by a conduit or other state agency is not any more likely to be exempt. In

addition, the type of debt also does not necessarily affect its tax status. Tax status depends

upon the use of the proceeds and the sources of repayment of the debt.

There is a market for taxable bonds. However, the market for this debt is untested since there

have been no comparable issues by other states in the past.30

                                                
29 There has been at least one successful tax-exempt funding of a marine terminal in Alaska. When the state refused in 1974

to support state tax-exempt financing for TAPS, the City of Valdez was considered as a potential issuer for at least the marine

terminal facilities. In that year, the voters of Valdez authorized a bond issue of up to $2 billion for financing the marine terminal

facility. In 1977, after receipt of an IRS ruling recognizing the tax-exempt treatment of the bonds, the City of Valdez, on behalf

of ARCO and with utilization of ARCO’s credit capacity, issued $265 million in Terminal Revenue Bonds. These bonds, as all

successor terminal bond issuances, were secured solely by the project revenues and the company’s credit. The credit of

Valdez was not required. The city received a 1 percent impact fee from the financing and began to accumulate the funds in a

permanent fund. Subsequently, in 1977, SOHIO undertook the same financing, and by the end of 1978 a total of $1.265 billion

of Terminal Revenue Bonds had been issued for each of the various owners of the marine terminal. Since the initial issuance

of the bonds, there have been numerous refundings with extensions of bond maturities up to 2037 in some cases. Almost all of

the original debt amount still is outstanding.

30 For example, since 1996 the largest taxable municipal general obligation bond issuance appears to have been by the City

of New York for general purposes and public improvements in the principal amount of $434.1 million. Source: Thompson

Financial.
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Because the state’s private-activity cap already is fully utilized—and insufficient to finance

much of a state investment in the gasline—and because only a fraction of the project could

qualify as a dock or wharf facility, the analysis in this report is based on the reasonable

assumption that almost all debt issued by the state for this project would be taxable. Under

this assumption, debt participation by the state does not appear economically attractive,

because the state probably could not obtain substantially better interest rates than private

parties. The state could obtain better interest rates only if it could issue tax-exempt municipal

bonds for the project under a special exception to federal law. This option is discussed below.

Tax-Exempt Financing

As discussed above, the state would need a special exception to federal law in order to issue

tax-exempt bonds to finance the Alaska Gas Pipeline.31 Although rare, such special

exceptions do occur. Here, a special exception would be predicated on the fact that the

pipeline is a unique transportation project that could provide a stable domestic source of

energy. Given that the project would serve the important national interest of making the

country less dependent on foreign energy, the possibility of tax-exempt financing is worth

considering.

If tax-exempt financing were available, what would it look like?

First, we assume the state would issue some form of revenue bond, not a general obligation

bond, because a general obligation bond would put an intolerable amount of financial risk on

the state.

Second, as required under federal law, the state would be the owner of at least as much of the

project as it financed through tax-exempt bonds.

Third, most likely a gasline revenue bond would be in the form of an industrial development

bond issued through a state authority such as AIDEA or other special-purpose entity that the

legislature might create. The bond would be issued by the authority to finance facilities that

are then leased to the private-entity user at a rent equal to debt service on the bonds and for a

                                                
31 The advantage of the gasline qualifying as a permitted private activity is that the private-activity monetary cap does not

apply.
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term equal to the maturity of the securities. Alternatively, the issuer might be able to loan the

proceeds of the industrial development bond directly to the private-entity user on repayment

terms equal to the terms on the bonds. In either form, the responsibility for construction and

operation of the project would remain with the private developers.

Fourth, security for payment of the debt would be revenues from the project itself, likely

supported by ship-or-pay contracts with the producer/shippers.

Fifth, the financial markets likely would finance no more than 70 percent of the project with

this kind of debt. The remaining 30 percent would have to be an equity contribution. Options

for the equity financing would be direct state contribution (which could be $3.5 billion to

$4 billion on a $12 billion to $14 billion project cost), or a similar contribution from some

other party—for example, the producers could be asked to contribute the 30 percent equity

share under contract as a prepaid tariff.

If the state were able to provide tax-exempt financing, would it make the Alaska Gas Pipeline

more attractive to the private parties whose participation is necessary to get this project off

the ground? This question is difficult to answer. Even though there almost certainly would be

an economic benefit from tax-exempt financing, whether the resulting structure is attractive

to the producers or pipeline companies is an open question.

A financial analysis of the benefits of tax-exempt financing would have to consider many

variables. One of the most important of these is the spread between tax-exempt interest rates

and taxable rates. Usually this spread will be around 25 percent (such as 8 percent for taxable

bonds and 6 percent for tax-exempt), but it can vary with market conditions and may be

different for a project like this.

A second consideration is the value that a private owner gives up when the state takes over

ownership of the project. Primary among these foregone benefits is the right to depreciate the

asset. The value of this benefit over time to a company will depend on the company’s tax rate

and its discount rate—i.e., the value it places on having money today rather than in the

future. If the producers owned the pipeline, the tax law would allow them to claim

accelerated depreciation, under which they would be able to deduct the cost of the pipeline

from their taxable income over 16 years, with larger deductions occurring in the first six
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years.32 In addition, they could deduct their interest payments. If the state owned the

pipeline, the producers could only deduct the cost of their lease payments to the state. Over

time, they would deduct roughly the same total that they would have deducted had they

owned the project, but it would take much longer to realize the economic benefit of the

deduction without the use of accelerated depreciation.

Because of the time value of money, the accelerated depreciation payments allowed under a

private-ownership scenario would reduce the economic benefit of tax-exempt financing. In

the early years of the project, a private owner would be better off with taxable financing. One

attempt to model the cost advantage of tax-exempt financing for a typical producer shows

that, under one set of reasonable assumptions, tax-exempt financing is economically

advantageous, but it would take 13 years for an owner to realize a cost advantage from tax-

exempt financing.

In sum, unlike the other options discussed in this report, tax-exempt financing might make

feasible a project that otherwise would be uneconomic. Alternatively, the state might be able

to extract an additional state benefit if it were to provide tax-exempt financing to lower the

costs for an already profitable project. Since tax-exempt financing does offer financial

benefits, the state may consider supporting a federal effort to obtain a tax-exemption for state

debt for the project.

Even if tax-exempt financing were an option, however, it is not certain that the sponsors of

the Alaska Gas Pipeline would prefer that option. That would depend on the resulting

ownership structure and actual savings to the sponsors over their own costs of capital and

foregone benefits such as depreciation.33

                                                
32 26 U.S.C. § 168.

33 If any portion of the state’s equity funds originated from proceeds of a tax-exempt bond, this structure could jeopardize the

use of accelerated depreciation by the private entities for the entire project. Under a worst-case scenario, the entire project

would be required to use 125 percent of useful-life and straight-line depreciation.
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Ownership Alternatives

SB 158 requires the Department of Revenue to consider specific forms of equity investment

in the project. There are two major alternatives: direct state ownership or establishment of a

public authority such as the Alaska Industrial and Export Development Authority (AIDEA).

The bill also requires the department to consider the merits of a private corporation

comprised of Alaska residents who wish to invest in the project. This corporation would own

a portion of the project and/or assist in its construction and operation. These alternatives are

discussed below.

Direct State Ownership

The state owns and has financed a variety of public facilities. Although there is no direct

constitutional impediment in Alaska to a public/private joint venture, the use of

public/private partnerships historically has not been an ownership mechanism for state

facilities. However, it is an option for non-public facilities, as occurred in December 2000

when AIDEA took an initial equity stake in Alaska Seafoods International, an Anchorage

seafood processing company. AIDEA obtained a larger equity stake in the corporation the

next year after the state authority helped restructure the business, which faced a severe cash

shortage. Although we are not aware of any situations where the state itself—rather than

AIDEA or another agency—directly owns a part interest in a private venture, we also are

unaware of any specific legal prohibitions to such a structure.

However, as mentioned in the discussion above, it is important to note that the state is

precluded, by the Alaska Constitution, from “lending its credit directly to benefit a private

entity.” We do not believe that would necessarily prevent the state from taking a stake in a

private partnership, as long as the state could show it was not lending its credit to the private

entity.

Public Authority

Funneling the state’s investment through a public authority would avoid some of the

problems of direct state ownership. A public authority would provide a one-step removal

from direct involvement of state government with a private company. With an independent
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board of directors and executive director (albeit possibly appointed by the governor and even

confirmed by the legislature), and statutory provisions that provided the authority with a

degree of management independence, an independent authority could act and react more like

a private business entity.

The creating legislative enactment could provide an authority with independent corporate

powers, bond issuance and credit guarantee capacities, and the ability to engage

independently in federal programs. A separate legal authority also could maintain a degree of

separation from the customary political process associated with state government and

establish a clearly dividing line for liability. The assets delivered and pledged to the authority

could be the only public assets available to satisfy claims against the project, possibly

shielding the state from any potential damages.

Private Corporation of Alaska Citizens

Alaska could participate in the ownership, construction or operation of a gas project by

creating a private corporation expressly for that purpose. It may be possible, moreover, to

devise strategies that leave most of the shares of the corporation in the hands of state

government and its citizens. The approach nevertheless raises a number of questions that

should be addressed before it is seriously considered.

This concept was proposed in a report prepared for the state in 1978 by Dillon, Read & Co. It

was modeled upon the structure of the Alberta Energy Corporation (AEC), which at that time

was owned in part by the government of the Canadian Province of Alberta. AEC was

capitalized initially by the provincial government with an investment of $75 million.

Subsequently, in 1975, Alberta offered shares worth an additional $75 million publicly.

Provincial residents, however, were given a priority during the first three weeks of the

offering. All of the shares were sold during the priority period, so afterward AEC had a total

capitalization of $150 million, with 50 percent of the corporation owned by Alberta residents

and the other 50 percent owned by the province.

The Dillon, Read report suggested this model as a possible approach for Alaska, based on the

assumption that funds used for the state’s initial equity investment in the corporation could

be obtained by issuing tax-exempt general obligation or revenue bonds. Under existing law, a
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private (non-governmental) corporation may not issue tax-exempt bonds, except in

compliance with certain Internal Revenue procedures for non-profit corporations.

Several things have changed since the Dillon, Read report was issued. Over the years, the

Alberta government has extricated itself from its ownership of AEC. The province divested

the last of its shares in 1993. And, more noteworthy, U.S. tax laws changed dramatically in

1986. As a consequence, bonds used to raise funds to capitalize a private corporation would,

almost certainly, not qualify as tax-exempt.

This approach of a private corporation raises a number of issues. For example, attempting to

limit shareholders exclusively to Alaska citizens may present practical problems and perhaps

even legal ones. As a practical matter, a residency requirement for shareholders may be

difficult to monitor and enforce. It almost certainly would diminish the market value of the

corporation’s shares. And, as far as the U.S. legal system is concerned, this concept may be

unprecedented. We are not aware of any state forming a private corporation, whose

shareholders are limited to state residents, in order to advance a development project in the

state. Legal challenges to this approach are therefore possible. Among other things, the

validity of the residents-only shareholder’s rule might be challenged as lacking a legitimate

public purpose. The restriction also might be challenged under the Privileges and Immunities

Clause of the U.S. Constitution34—which essentially guarantees equal treatment among

citizens by state governments—notwithstanding the “private” nature of the corporation.

Before following this approach, a thorough analysis of questions like these would be

advisable.

More significantly, this approach fails to offer any tax or financial advantage over the

development of a project by existing private corporations. As previously mentioned, the tax

code underwent significant revision in 1986, and Dillon, Read’s assumption in 1978—that

the state could issue tax-exempt bonds to raise funds for the initial capitalization of the

corporation—is no longer valid.

                                                
34 …”No state shall make or enforce any law which shall abridge the privileges or immunities of citizens of the United States”…

U.S. Const., Amend. XIV, sec. 1.
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It is also difficult to see what advantages this approach provides over other, more readily

available, alternatives. Providing Alaskans the opportunity to hold shares in the project, by

itself, would appear to be an insufficient justification, because Alaska and its citizens already

can hold shares in the corporations with an interest in developing North Slope gas. A new,

state-sponsored corporation is highly unlikely to offer a “smarter” option for development,

because existing corporations with experience building and operating large gas pipeline

projects are likely to build and operate the North Slope project better, for less.

The potential upside from participating in this project is not extraordinary, because the

earnings on the corporation’s gas pipeline investment would be regulated by FERC.

And participating in order to influence the pipeline route is unnecessary, since Alaska law

already forecloses the Over-the-Top Route.

Due to the size and scope of this idea, if the legislature wishes to pursue it further we

recommend that special tax, securities and investment banking advisers be retained.

The preceding concerns, of course, are not exhaustive. Using state revenues to form a gas

pipeline corporation would further concentrate the state’s—and, therefore, its citizens’—

investments toward oil- and gas-related activities, while diversification away from such

activities may be a more prudent investment strategy for a state already so dependent on oil

and gas.

In addition, the new corporation presumably would borrow most of the funds necessary to

build the project or its share of the project. But lenders would require long-term, ship-or-pay

commitments from the major North Slope gas owners before they would be willing to risk

their funds. These gas owners, however, would not enter long-term, ship-or-pay

commitments in support of a project (other than one they themselves sponsor) unless (1) they

conclude that the project as a whole is economic, and (2) they believe the project sponsor can

build the project and operate it reliably at a lower cost.
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SECTION 6

Investment Setting

This section discusses several factors affecting potential risks and returns for a state

investment in the Alaska Gas Pipeline. The discussion considers both pipeline ownership and

acquisition of pipeline capacity rights. The key factors discussed are future gas market

conditions, governmental regulation, permit requirements and project costs.

Future Gas Market Conditions

A key factor to the feasibility of the Alaska Gas Pipeline is future conditions in national and

global natural gas markets. This section reviews the outlook for market supply and demand,

and provides information on price trends, uncertainties and forecasts.35

Market Supply and Demand

North America’s natural gas industry is at a crossroads. Consumption in the United States

increased at an average of 1.3 percent per year in the 10 years from 1989 through 1999,

based primarily on growth in power generation and industrial markets. Residential and

commercial consumption remained essentially constant during the period. Key future growth

opportunities come from increasing natural gas use in power generation and refocusing

national policy toward domestic and environmentally sound energy production and use.

                                                
35 Much of the basic information in this section was assembled from two recent research reports on North American natural

gas:

•  INGAA Foundation, Inc. Future Natural Gas Supplies from the Alaskan and Canadian Frontier. Prepared by Houston
Energy Group, LLC, and URS Corporation. July 2001.

•  Cambridge Energy Research Associates (CERA). Toward New Frontiers: The Future of Gas Supply in North

America. A CERA Multiclient Study. Final Report. Winter 2001.
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Forecasts of U.S. gas supply and demand generally project increases in the growth rate of

industrial uses of natural gas. As shown in Table 6-1, forecasts available from eight sources

call for growth ranging from 1.7 percent to 2.7 percent per year in the period between 1999

and 2015.

While the forecasts are for growth, there is significant uncertainty about how the gas markets

will in fact develop. Factors contributing to this uncertainty are as follows:

•  Projected sources of new supply vary widely. Depending on the forecast, imports from

Canada and LNG are projected to supply from 6 percent to 60 percent of the market

TABLE 6-1
Projection of US Natural Gas Market Parameters, 2015
(TCF unless otherwise noted)

Canadian Energy
Energy Information Gas Data American National

INGAA Research Adminis- Research Research Gas Petroleum
1999 Low Medium High Foundation Institute tration Institute Institute Association Council

Demand
Residential 4.7 5.5 4.8 4.9 5.8 5.7 5.7 5.6 5.9 6.0
Commercial 3.1 3.6 3.7 4.0 4.0 4.2 4.1 3.5 4.0 4.0
Industrial 6.9 6.6 6.8 8.1 9.1 9.8 11.0 8.4 10.7 10.7
Power 4.9 10.2 11.1 12.5 7.7 8.9 8.7 9.3 7.1 7.7
Other 1.9 2.2 2.3 2.5 3.3 2.9 3.3 2.9 3.2 3.1
  Total 21.5 28.1 28.7 32.1 29.9 28.9 31.5 32.8 29.7 30.9 31.5

Supply
Domestic Production 18.2 21.3 20.9 23.7 23.1 24.6 26.3 28.8 24.0 26.7 26.8
Imports 3.3 6.9 7.7 8.4 6.8 4.3 5.2 4.0 5.7 4.2 4.7
  Total 21.5 28.2 28.7 32.1 29.9 28.9 31.5 32.8 29.7 30.9 31.5

Price per MMBtu, Chicago
Hub (1999$) 2.29$      2.60$      3.07$      3.18$      3.50$        *

Canadian Energy
Energy Information Gas Data American National

INGAA Research Adminis- Research Research Gas Petroleum
Low Medium High Foundation Institute tration Institute Institute Association Council

Demand
Residential 1.0% 0.1% 0.3% 1.3% 1.2% 1.2% 1.1% 1.4% 1.5%
Commercial 0.9% 1.1% 1.6% 1.6% 1.9% 1.8% 0.8% 1.6% 1.6%
Industrial -0.3% -0.1% 1.0% 1.7% 2.2% 3.0% 1.2% 2.8% 2.8%
Power 4.7% 5.2% 6.0% 2.9% 3.8% 3.7% 4.1% 2.3% 2.9%
Other 0.9% 1.2% 1.7% 3.5% 2.7% 3.5% 2.7% 3.3% 3.1%
  Total 1.7% 1.8% 2.5% 2.1% 1.9% 2.4% 2.7% 2.0% 2.3% 2.4%

Supply
Domestic Production 1.0% 0.9% 1.7% 1.5% 1.9% 2.3% 2.9% 1.7% 2.4% 2.4%
Imports 4.7% 5.4% 6.0% 4.6% 1.7% 2.9% 1.2% 3.5% 1.5% 2.2%
  Total 1.7% 1.8% 2.5% 2.1% 1.9% 2.4% 2.7% 2.0% 2.3% 2.4%

Price per MMBtu, Chicago
Hub (1999$) 0.8% 1.8% 2.1% 2.7%

____________________
*  Average of projected range of $3.00 to $4.00 per MMBtu

2015 Projections

Cambridge Energy
Research Associates

Growth Rate, 1999-2015

Research Associates
Cambridge Energy
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growth between 1999 and 2015. Projects that can respond quickly to market opportunities

will have a competitive advantage.

•  The boom-and-bust character of the market will continue. This will result from the

inability to time incremental growth in supply and demand. For example, new supply

sources such as from the North Slope, deepwater Gulf of Mexico and LNG sources can

immediately introduce large volumes of gas to the market without similar increases in

demand.

•  Although significant growth in power generation markets seems likely, some forecasts

are for moderate growth. For example, the Interstate Natural Gas Association of America

(INGAA) projects only a 2.9 percent annual growth in natural gas use by power plants.

•  Forecasts of relatively rapid growth in power generation are based on the environmental

advantages of natural gas and its low cost relative to other fuel alternatives. If natural gas

prices were to increase to levels above competing fuels, the growth rate in gas-fired

power generation would moderate or even become negative if the price differential

resulted in fuel substitution.

•  Growth in other sectors is less certain. Higher than traditional price levels could cause the

residential and commercial sectors to remain at historic levels as they have over the past

10 years. Energy efficiency advances continue to dampen demands in these sectors.

•  Industrial usage is partially a function of manufacturing facilities being located in the

United States and Canada as opposed to other countries. The ongoing trend toward a

global economy and export of manufacturing jobs from the United States and Canada

translates into uncertainty about long-term energy demands by the manufacturing sector

in North America.

Prices

Wholesale gas prices reflect the volatile nature of natural gas market supply and demand in

North America and therefore vary widely. Spot market prices for gas traded at Henry Hub are

indicative of national price trends. As shown in Figure 6-1, these prices can vary sharply.

Between full market deregulation in 1993 and the end of the decade, average monthly prices
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ranged from a low of $1.44 per million Btu in July 1995 to a high of $4.41 seven months

later in February 1996. Serious national shortages in 2000 and 2001 sent the average monthly

price as high as $9.13 in January 2001. Since then, shortages have given way to surpluses

and the price fell to $2.24 in September 2001. Prices held around $2.10 to $2.30 throughout

most of January 2002.

Average annual prices, also shown in Figure 6-1, naturally show more limited volatility than

the monthly data. Although price changes from year to year can be dramatic, there has not

been a long-term trend toward significantly changed prices. While prices in 2000 and 2001

were substantially higher than historic levels, prices in 2002 are projected to be in line with

historic long-term trends.

Although spot prices will continue to vary, consideration of prices for gas produced at the

North Slope should focus more on the long-term average market price. Long-term price

projections are for price levels to increase in real terms (i.e. more rapidly than general

inflation). As shown in Table 6-1, Cambridge Energy Research Associates (CERA) forecasts
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2015 prices to range between $2.60 and $3.18 per million Btu, while INGAA forecasts a

price range of $3 to $4 with an average of about $3.50 (in 1999 dollars).

At price levels of over $4.00 per million Btu, market forces would be at work to reduce

prices. These forces would likely include greater development of clean-coal technology,

delays in nuclear plant retirements, coal gasification, increased LNG imports, fuel

substitution at some industrial and power plants, greater deepwater gas supply development,

and arctic frontier (North Slope/Mackenzie Delta) gas development. Natural gas prices less

than about $2.25 would likely result in increases in demand and upward price pressure as

consumers substitute gas for alternative energy sources.

North America market demand would not immediately grow to fully accept the incremental

arctic frontier supply (assumed to be 2.5 bcf/d initially and 4 to 6 bcf/d soon after) upon

completion of a gasline. The result would be a short-term production surplus that would drive

down prices in the North America market during the surplus period. It is anticipated,

however, that the long-term overall effect of arctic frontier gas would be to stabilize prices

because of the magnitude of the resource.

The price of LNG supplies entering the North American gas grid is estimated by INGAA and

CERA to range from $2.50 to $4 per million Btu, a value consistent with the long-term price

range estimated for conventional natural gas in this market.

Commercial Regulation

Building a new pipeline today requires resolution of numerous jurisdictional, contracting,

operation and construction issues. To reach a point at which financing is concluded, and

construction and ultimate operation can commence, all these facets of a pipeline must be

meshed together into a workable package. A natural gas pipeline through Alaska has

experienced all these issues in the past. In some situations, specific solutions have been

approved by various governmental authorities and regulatory bodies.

However, since the time the original pipeline approvals were given, the natural gas market

and its regulation have changed significantly. Pipelines have become fee-for-service carriers

with open access, and transportation services have been unbundled. As a result, pipelines no
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longer buy gas in the production field and sell it downstream as a bundled gas service. Gas

producers and end-users now directly enter into contracts, with pipelines simply providing

transportation services.

This section reviews issues and trends in the natural gas market and its regulation. The

review covers the regulatory environment that was in place when Alaska gas pipeline

regulations were previously developed, as well as the regulatory environment that exists

today. This section also identifies complications and uncertainties that exist in applying the

previously derived solutions to today’s market dynamics and regulatory environment.

Finally, this section provides perspective on regulatory risks that are implicit to ownership of

an Alaska gas pipeline.

Regulatory History

Legislation and Market Conditions in the 1970s

During consideration of natural gas pipeline construction from Alaska to the Lower 48 states

in the 1960s and 1970s, much preparatory work was done on routing, government approvals

and tariffs. This work was incorporated in the Alaska Natural Gas Transportation Act of

1976 (ANGTA) in the United States, and in the Northern Pipeline Act of 1978 in Canada.

ANGTA was enacted to expedite the certification process that otherwise would have been

conducted for natural gas pipeline approval under the federal Natural Gas Act. Following

enactment of ANGTA, the President selected the Alaska Highway route and the Alaska

Natural Gas Transportation System (ANGTS) in his Decision and Report to Congress on the

Alaska Natural Gas Transportation System (President’s Decision). In 1977 the United States

and Canada signed the Agreement Applicable to a Northern Natural Gas Pipeline

(U.S./Canada Agreement). This treaty selected the route, chose the companies that would

build and operate the system, established tariff principles, and set the terms and principles to

be followed in facilitating the construction and operation of ANGTS.

ANGTA and the U.S./Canada Agreement are very comprehensive and, had they been used as

the basis for construction of the gas pipeline in the 1970s, they would have addressed most

issues necessary to achieve construction and ongoing commercial operation of the Alaska

pipeline network. They were a well-crafted compromise, meeting the needs of the parties
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involved in the development of gas production facilities, gas transportation facilities, and

markets at that time.

During the 1970s, the North American natural gas marketplace was very different from what

it is today. In the United States, domestic production of natural gas was conducted through

long-term contracts under long-term price arrangements. Under the U.S. Supreme Court

decision in the Phillips case in 1954, commodity prices in the United States were controlled.

Special terms and conditions were entered into between producers and pipelines that

generally defined the costs of delivery of natural gas service to a city-gate, usually a

regulated gas distribution company. Gas pipeline companies built facilities to match the gas

supply arrangements they entered into with producers. They would ordinarily resell this gas

through contracts, and tariff terms would match the contract and tariff term they had in their

own gas supply contracts. Cost of service was the basis used to determine tariffs. Rates were

calculated to recover costs associated with the development of the gas supply and facilities

necessary to bring the gas supplies to the ultimate market.

These tariff provisions usually covered the cost of the commodity, expenses associated with

its delivery, and depreciation, return and taxes on the facilities necessary to deliver it. These

tariffs were synchronized to create financial terms acceptable to owners and lenders of

parties that built and owned the physical assets. Because of the scale of the investment

involved, incentive return features were sometimes built into the tariff and approved as part

of the overall package of approvals.

In the 1970s, the expected gas market for Alaska gas was the Lower 48 states. Traditional gas

supplies in North America were in steep decline, and Alaska gas was expected to fill a large

portion of the decline in the traditional U.S. supply. In anticipation of this decline, major U.S.

buyers of gas (primarily gas distribution companies and/or electric companies with gas-fired

power generation) were prepared to enter into long-term contracts to purchase gas from

Alaska. For this to occur, a complete set of contractual services from the wellhead to the

burner tip would be necessary. Several parties eagerly stepped forward to fill this role.

Legal and regulatory complications emerged involving facilities and contracts in multiple

jurisdictions in two sovereign nations. Many years of discussion and debate concluded in the

passage of ANGTA. From a commercial standpoint, what emerged was a set of agreements
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that would assist the financing of the transportation systems necessary to deliver natural gas

to the U.S. markets. These agreements were an attempt to balance the risk of construction

costs and construction timing with the assurance of delivered commodity cost recovery and

equity returns to investors. They were an effective set of compromises for the political,

marketing and regulatory world of the time.

Regulatory Evolution, 1980s to 1990s

North America’s natural gas markets changed dramatically during the 1980s and 1990s. Gas

supply was short during the early 1980s, and its use as a boiler fuel was effectively

eliminated under the U.S. Fuel Use Act. The Canadian government tested several approaches

to pricing of gas for export to the U.S., culminating in a $4.94/mcf uniform border price tied

to the cost of alternative fuel. These types of cartel-like situations stimulated congressional

action and led to partial decontrol of gas prices under the Natural Gas Policy Act (NGPA) of

1978.

This became the initial stimulus for a series of regulatory investigations that led to Federal

Energy Regulatory Commission (FERC) Order 436 (Open Access), Order 500 (Take or Pay),

and Order 636 (Unbundled Transportation). The NGPA and these orders effectively

deregulated commodity prices and opened the national pipeline grid to a new paradigm of

competition.

These orders completely restructured the North America gas market. Effectively, gas prices

became completely decontrolled at the wellhead; gas supply contracts between pipelines and

gas producers were bought out; gas transportation moved toward fee-for-service carriage

status (pipeline service became transportation only); and end-users, marketers, brokers and

producers all became active purchasers, transporters and sales agents of gas supply. At the

city-gate, a variety of state or provincial programs were approved at the distribution company

level to allow full or partial direct sales of gas supply to end-users.

By the end of the 1990s, producers and brokers directly sold natural gas into any market they

elected at negotiated prices. Vertical integration of the industry became completely

fragmented. To move gas to market, one needed to buy the gas at some point in the delivery

chain, obtain transportation service to a market, and deliver and bill for the ultimate gas
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delivery and associated costs. Each function of the previously integrated system (production,

transportation and distribution) was substantially restructured into unbundled, independent

activities.

In tandem with the deregulation of gas markets, the process for building new pipeline

infrastructure changed as well. Building pipe from new supply areas or even expanding

existing pipe to accommodate increased volumes on existing pipeline systems was no longer

an arrangement generally negotiated by a pipeline backed by its gas supply contracts and

sales arrangements to gas distribution customers.

Today, all parties have equal opportunity to participate in this process at each stage. Indeed,

the regulatory policy has been to encourage open, multiple-party access to gas transportation

and sales opportunities to stimulate competition and offer choices and alternatives to

consumers of natural gas. This also created new businesses and entities all with a stake in an

unbundled, deregulated commodity gas world. This guaranteed that the regulatory and

business process would have more players and become more fragmented and complex. The

net result is an increased degree of difficulty in moving major infrastructure projects through

the regulatory process. It takes consensus or settlement to avoid litigation. Litigation means

that ultimate resolution of authorization to build and construct could take years. To move a

major infrastructure project forward in today’s regulatory world is a formidable effort

involving many parties with differing interests and objectives.

North Slope Gas and ANGTA in 2002

As it pertains to development of North Slope gas, the net result of the regulatory structure

revolution is to call into question the current applicability of ANGTA. How does, or can, it

fit into a changed regulatory environment? At the request of the U.S. Senate Committee on

Energy and Natural Resources, FERC recently issued a report assessing the application of

ANGTA to the current gas pipeline proposals (FERC, 2001). The results of the report can be

summarized in the following opinions that were offered by the FERC chairman in his letter

transmitting the report:

•  Although ANGTA is still valid, there are questions as to the extent ANGTA provisions

can reasonably be applied. Economic and technological changes in the past 25 years
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make it certain that the sponsor would need to revise the ANGTS option from the

approved proposal. In addition, FERC “is likely to be required to conduct additional

environmental analysis.” ANGTA gives FERC “broad authority to amend” the certificate

if it does not result in change in “the basic nature and general route of the approved

transportation system.” Although FERC is unlikely to adhere strictly to conditions that

are no longer practical or technologically optimal, it is not clear how much latitude either

the project sponsor or FERC has to revise the ANGTS without further congressional

action.

•  There appears to be nothing in ANGTA that prevents FERC from considering, under the

Natural Gas Act, other proposals filed by other sponsors or routes different from the

ANGTS route. However, limitations placed by the ANGTA on such FERC

considerations are unclear and might also require clarification from Congress.

Major Regulatory Issues for Transporting Alaska Gas—2002 and Beyond

Open Access

U.S. pipelines are built when their sponsors obtain and accept a Certificate of Public

Convenience and Necessity from FERC under Section 7 of the Natural Gas Act. Canadian

pipelines need similar certificate authority, usually from the National Energy Board (NEB).

To move gas from Alaska, multiple jurisdictions would exercise regulatory authority,

however, the primary regulatory authorities would probably be FERC jurisdiction within

Alaska, NEB jurisdiction within Canada, and FERC jurisdiction again downstream to

ultimate markets in the United States.

To construct a multi-jurisdictional pipeline and get it financed in a timely manner requires

regulatory approvals, a known and agreed-upon tariff structure, an approved pipeline route

and set of initial rates, and transportation agreements that have a term and volume to allow

financing and that mirror each other by jurisdiction and in receipt and delivery point. Each

section of an integrated, multi-jurisdictional pipeline needs to have understood contract terms

that match adjoining upstream and downstream facilities. This includes transportation

volumes (size of pipe), gas quality standards (type of gas), known tariff structure (the cost to

move the gas from Point A to Point B), and simultaneous service. Each piece of the pipe
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must be operational concurrently, must physically be capable of moving the volumes

nominated by its shippers or upstream pipeline, and be able to deliver like volumes into

downstream pipelines or to downstream customers. The contract volumes, terms, and titles

need to match. As noted above, under ANGTA, these issues were largely negotiated as part

of the supply arrangements assumed by the pipelines. In today’s world, this might not work.

Open Season Processes

In a world after FERC Order 636, pipelines need to use a nondiscriminatory process to solicit

contracts for transportation service. This is true both for a new pipeline and for expansion of

an existing pipeline. Typically this is done through a so-called “open season” solicitation.

The open season announces the intention of a pipeline company to build new facilities based

upon an expression of interest by parties willing to contract for service on those new

facilities.

The open season can be done in a variety of ways, but generally it leads to a process yielding

binding transportation agreements of a term and volume adequate for regulatory approval of

a certificate to construct and for ultimate financing approval. This means that all parties are

given simultaneous equal opportunity to “bid” for pipeline space under a clearly defined set

of time frames and rules. Ordinarily bidders must meet minimum standards (including

demonstration of credit support) to be awarded transportation space.

For a multi-jurisdictional pipeline such as an Alaska pipeline project , the combined project

would need to “perfect” contract support for each leg of the pipeline (i.e. Alaska, Canada,

Lower 48 states) to allow a complete, coincident contract path for the cumulative volumes.

ANGTA did not contemplate an open season process or a Section 7 NGA filing, because the

filing authority was ANGTA itself. It is not evident how these issues would be resolved. The

manner by which firm capacity would be obtained for the Alaska pipeline and its alignment

with existing downstream pipeline firm capacity is unclear. This might be the most

significant issue surrounding the economic and commercial viability of building these

pipeline facilities.
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Tariff

ANGTA contemplated a cost-of-service tariff, common in the period leading up to the

ANGTA negotiations. Under this type of tariff, the cost of gas and the cost of owning and

operating a pipeline is computed monthly and billed to customers of the pipeline. All costs

including return are periodically reviewed for reasonableness, and cost of capital and capital

structure are reviewed in periodic rate proceedings, as prescribed in Section 4 of the Natural

Gas Act. Within ANGTA, an incentive rate-of-return feature was included to recognize the

risk and cost of the formidable undertaking involved in a project to move large quantities of

Alaska natural gas such a great distance to market. The concept involved a 50-basis-point

risk premium on the equity return.

This type of cost-of-service tariff is now used less and less frequently both in the United

States and Canada. Within the United States, tariff design has moved toward a straight fixed

variable (SFV) rate design. This tariff approach does not have monthly cost adjustments.

There is no longer a requirement for periodic rate filings under Section 4, and rate

proceedings are generally the prerogative of pipeline owners or can be initiated by other

parties under Section 5 of the NGA. Because most costs are fixed, the primary basis for cost

recovery is a fixed-demand charge rather than in a commodity charge.36

A similar tariff approach has evolved within Canada for NEB-regulated pipelines. An SFV

rate design is matched with a periodic review of rate levels and an incentive type of rate

design that allows pipeline companies to share expense and capital cost savings with shippers

between periodic rate reviews.

Another change is that ANGTA provided full cost-of-service rate recovery for all costs. This

would have included the actual costs of construction if those costs exceeded the estimated

costs filed with the certificate application. Today’s pipeline rate regulation has moved toward

putting the pipeline owners at risk for cost overruns or increases. Initial operating rates are

established based upon estimated costs to complete a project. Pipeline owners today have a

tremendous incentive to control project costs because initial rates usually are based upon

                                                
36 FERC has expressed a willingness to consider alternative forms of rate design, and this has occurred when a pipeline and

its customers can structure a rate design with sufficient support to be filed as a settlement offer with FERC.
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estimated costs to completion. Should actual costs exceed these costs, they have the

opportunity to try to recover them in a rate proceeding (and indeed, the burden of proof to

demonstrate prudence of costs falls on parties making those arguments). However, rate

proceedings are costly and inherently uncertain as to outcome. Hence, they are not the

recourse pipeline owners are prone to seek. Pipeline owners have a real incentive to contain

construction costs to certificated levels.

A major tariff issue in today’s regulatory environment is the issue of rolled-in vs. incremental

rates for service. This is particularly of concern for major new pipeline investments that

integrate with downstream existing pipelines. New facilities under ANGTA were, of

necessity, incrementally priced. There were no existing facilities to roll the costs into.

Although the Canadian ANTGS prebuild in 1983 was incrementally tolled, incremental vs.

rolled-in tolling has continued to be an issue for every major expansion of the prebuild

portions of the ANGTS system since that time. The NEB has continued to support a rolled-in

standard for Canadian mainline pipelines, primarily on TransCanada.

A pipeline from the North Slope to Alberta would constitute a new transportation route, so

service on the pipeline would be incrementally priced. However, capacity on pipelines and

routes out of Alberta would necessarily be expanded and therefore be subject to the

incremental vs. rolled-in pricing controversy.

Other major issues in the current integrated North America gas market are common tariffs

and electronic access to information. Today’s market is an open market. Gas is a true

commodity and is interchanged both financially and physically through a variety of contract

forms and terms. These terms necessitate common or like language in tariffs defining

everything from gas quality to nomination standards and uniform multisystem transportation

agreements. None of these issues were contemplated within ANGTA. A variety of modern

issues ranging from gas quality to contract terminology were not contemplated or built into

ANGTA.

The Alliance Pipeline Project from Northern British Columbia to Chicago is an example of a

new major pipeline project where all these issues had to be anticipated and built into the

project design, and ultimately into the project approvals and financing. This is a bullet high-

pressure system that takes gas from the start of the project in the north and moves it
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unprocessed directly through the gas market areas in Alberta and the northern tier of the

United States into the Chicago marketplace. In Chicago, it is processed and then mixed with

the rest of the North America pipeline system for delivery to market. The Alliance Pipeline

has one major receipt point and one major delivery point. It operates with unique tariffs in

Canada and in the United States. It was designed, certificated and built with all these

provisions in conformity.

An Alaska pipeline system probably would be more complex if it had receipt and delivery

capability at multiple points along the pipeline. Ultimately, it would commingle gas with

other gas supplies in existing Canadian and United States pipeline systems. As a result, the

tariffs and operational nature of these systems would need to integrate in the tariffs,

contracts, electronic bulletin boards and nomenclature of the existing pipeline infrastructure.

ANGTA did not consider these complexities.

Implications for State Ownership

The Alaska gas pipeline would be regulated by FERC in the United States and the NEB in

Canada. The tariff would likely be negotiated between the pipeline owners and customers

that reserve capacity rights on the system through an open season process. These capacity

reservations would essentially be a purchase of rights in that they would be in the form of a

contractual obligation to ship or pay for a specified capacity on the pipeline for a long term

(likely to be 15 to 25 years). FERC and the NEB would have ultimate approval of the tariff

and the return to the pipeline owners. The approved Alliance Pipeline tariff had a 70/30

debt/equity ratio with a 12 percent return to equity. Because of cost overruns, the return to

equity was reduced to about 10.5 percent.

If the state were to invest in the Alaska gas pipeline, the state could expect to also have its

rate of return established through a open season negotiation and FERC/NEB approval

process. Similar to the Alliance project, there would be risks of lower than FERC/NEB-

approved returns. At the same time, incentives could be built into the tariff that would allow

pipeline owners to earn a higher return. Ownership risks and returns are discussed further in

Section 7.
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An important aspect of pipeline ownership is that it would not automatically provide the state

with capacity to move gas to market. That capacity must be separately reserved. This is

typically done through the open season process described above.

Alternatively, or in addition to pipeline ownership, the state might seek to purchase a share of

pipeline capacity rights during the open season process. The purpose of such a purchase

would be to provide a pathway for the state to transport its gas to market if it were to choose

to take its 12.5 percent royalty share of gas production in-kind. Such a capacity purchase

might also be established to provide a pathway to market for gas discovered by others parties

in the future. This is also further discussed in Section 7.

Environmental Regulation

Construction authority for pipelines in Canada and the United States requires review under

the U.S. National Environmental Policy Act and the Canadian Environmental Protection Act.

The U.S. process for approving a certificate of convenience and necessity involves a dual

path for review. One track looks solely at environmental issues, and the other path looks at

commercial issues. Typically this path converges with independent reports on both, which

are packaged together into a final decision rendering or denying a certificate.

For the ANGTS, this process was streamlined. Much of the environmental review process

either has been approved previously or has identified expedited processes for approval. The

FERC staff recognizes the unique nature of the ANGTS approvals, but point out that

environmental laws and issues have evolved substantially since ANGTS was approved.

Today’s pipeline construction procedures are tied to specific mitigation plans to protect and

preserve threatened habitat, species, archeological sites and wetlands. It would be difficult to

have the ANGTS approvals withstand the rigorous scrutiny that would surely emerge from

multiple parties, given the scope of the ANGTS project. It seems reasonable to conclude that

significant augmentation of the existing ANGTS environmental findings and processes

would be necessary to lead to new or final certificates for timely construction.
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Permits

An Alaska gas pipeline would require numerous U.S. and Canadian permits. All of the

current pipeline options are in varying stages of permit acquisition, but the most advanced is

the ANGTS. There is considerable interest and uncertainty about the significance of existing

permits currently held by Foothills Pipe Line Ltd. for the ANGTS option. As mentioned

above, FERC in 1977 issued conditional certificates of public convenience and necessity to

the sponsors of the Alaska portion of the ANGTS. The FERC order expressly noted the need

for further data before it could take final action. In 1978 the Canadian Parliament enacted the

Northern Pipeline Act, which incorporated the terms of the U.S./Canada Agreement and

issued a Canadian Certificate of Public Convenience and Necessity to the sponsor of the

Canadian portion of the ANGTS. Foothills is now the holder of both the U.S. and the

Canadian certificates. Application of all of these existing ANGTS permits is subject to the

questions raised in Commercial Regulation, above.

Foothills also holds several other ANGTS permits that are still valid in the United States and

Canada. Other U.S. permits that have been issued at the federal level include a right-of-way

grant issued by the U.S. Bureau of Land Management and Clean Water Act wetlands permits

from the U.S. Army Corps of Engineers. Permits at the state level include certificates of

reasonable assurance pursuant to Section 401 of the Clean Water Act and a determination of

consistency with the Coastal Zone Management Act. A Canadian permit that has been

granted in addition to the Certificate of Public Convenience and Necessity is the Yukon right

of way. This is an easement that has been signed by federal and provincial governments as

well as by the Yukon First Nations.

Project Costs

As described in Section 3, there are several pipeline routes under consideration for

transporting and marketing natural gas from Alaska’s North Slope. Project sponsors are

continuing to evaluate the costs associated with each of the alternatives. These costs are

important to the determination of project feasibility.
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Although this report includes analysis of potential returns to investment in the Alaska gas

pipeline, it does not attempt to determine the economics of one project alternative against

another. Because the state government has designated its preference for the Alaska Highway

Route, it has been chosen as the benchmark in this report for state investment analysis.

Data from two sources are available on the cost of the Alaska Highway Route from the North

Slope to Alberta: Foothills and the North Slope producers group. Construction costs for only

the pipeline, with 4 bcf/d capacity, have been estimated at $9 billion to $10 billion

(2001 dollars). As discussed in Section 7, total investment costs, including capitalized

financial costs, would be higher. Sponsor estimates of annual operating costs range from

$100 million to $200 million.

As discussed in Section 3, other infrastructure would need to be developed to transport North

Slope Gas to market. In addition to the Alaska gas pipeline investment (from the North Slope

to Alberta), a gas treatment plant at the North Slope and pipeline capacity to transport gas

from Alberta to market would be needed. The producers estimate the gas treatment plant to

cost about $2.6 billion (2001 dollars). Additional capacity additions from Alberta have not

yet been determined. For analysis purposes only, the producers have estimated the cost of a

bullet pipeline from Alberta to Chicago to be $5.3 billion. So, while the Alaska gas pipeline

is estimated to cost between $9 and $10 billion, the total construction cost to develop and

send North Slope gas to market is estimated to be in the range of $17 billion to $18 billion.

There are a number of risks that could cause construction cost overruns. Risks associated

with the Alaska gas pipeline are discussed in Section 7.





7-1

SECTION 7

Potential Returns from Pipeline Investment

As described in Section 6, the state could choose to pursue either or both of two ownership

options associated with the Alaska Gas Pipeline. These two options are ownership in the

pipeline and ownership of capacity rights purchased from the pipeline owner through the

open-season process. This section evaluates risks and reviews potential returns associated

with each of these two options. Additionally, potential effects on the state’s cash flow are

discussed.

Pipeline Ownership

State ownership in the pipeline could conceivably range from partial to full ownership. Given

the planning and development investment that private sponsors have already made in the

pipeline, the substantial further investment still required, and the fact that the state does not

have adequate expertise to lead pipeline development, we do not believe full ownership is a

practical option. Accordingly, state ownership would very likely be limited to partial

ownership. The state’s partial ownership share is usually discussed as being the same ratio as

the state’s royalty rights to gas produced on the North Slope, or 12.5 percent. However, the

state could take ownership at levels above or below this share.

Ownership Risks

As discussed in Section 6, project ownership would allow the state, as part of the ownership

structure, to participate in selling pipeline capacity. But in order to use capacity for its own

gas, the state would need to purchase capacity rights under the same open-season rules as any

other customer—ownership does not bestow any capacity rights or privileges.

The Alaska Gas Pipeline would be regulated by FERC in the United States and the NEB in

Canada. Construction of the project would not begin until long-term contracts are in place to

reserve all or most of the system capacity. Tariffs and the return on the investment in the
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pipeline would be established based on negotiations between pipeline owners and customers

that buy capacity rights on the system. Returns on equity investment in the system would be

in the range of 12 percent to 13 percent if negotiations and regulatory approval were to

follow those that occurred with the Alliance Pipeline Project. There might be incentives that

could increase returns above this level.

Although the investment would earn a regulated return, there would be risks of earning a

lower return than that established in the negotiation and regulatory approval process. These

risks include risk of construction cost overruns, project abandonment or mothballing,

inadequate capacity subscription or customer default, operating problems, regulatory

setbacks, insurance inadequacies and easement conflicts. Each of these risks is discussed

below.

Construction Cost Overruns

As described in Section 6, construction of the Alaska Gas Pipeline alone could cost upward

of $10 billion in 2001 dollars—a gas conditioning plant on the North Slope and expanded

pipeline capacity out of Alberta would be billions more. Although contingencies are included

in the sponsor’s cost estimates, actual costs could well grow above those estimates. There are

a number of developments that could cause cost overruns. These include the following:

•  Problems with new technology or approaches associated with the project

•  Construction productivity problems in the arctic conditions

•  Inadequate skilled labor and other resources to construct the project efficiently

•  Construction delays. These could occur from more adverse weather conditions than

planned, interruption in delivery of pipeline or other materials, labor disputes, accidents

and safety problems, technology difficulties, unplanned environmental occurrences

(including archeological finds) and political developments

•  Demand for pipe to meet project needs pushing pipe prices above budgeted levels

•  Enhanced security in response to terrorist threats

•  Mismanagement, particularly of developments that could cause cost overruns
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Typically in a regulated environment, however, construction cost overruns are largely

recoverable as long as they can be defended as being prudent. For example, cost increases

due to project delays because of abnormal weather would be viewed as unavoidable and

therefore likely would be added to the owner’s rate base. Although other parties, such as

pipeline customers or FERC or NEB staff, might resist such adjustments, they would

typically have to prove imprudence in order to exclude cost overruns from a revised tariff. If

the owner were not able to find ways to contain unavoidable costs through cost reductions

elsewhere, FERC or NEB might award it a lower than anticipated rate of return, but this

would not likely be a substantial adjustment. So, the pipeline owner’s risks from cost

overruns are practically limited to imprudent costs, regulatory delays before rate relief is

granted for unavoidable cost increases, and a potential for FERC and NEB to allow a lower

than planned rate of return due to lower than expected performance in cost management.

Project Abandonment or Mothballing

Although contracts signed for pipeline capacity should reduce much of the risk that the

Alaska gas pipeline would be abandoned or mothballed (indefinitely delayed), such a risk

does exist. It is not unusual for a major energy project to be delayed or abandoned. In fact,

ANGTS has already been delayed once. Many investments made in its planning process

during the late 1970s and early 1980s are likely to be lost. There have been numerous other

smaller energy projects in Alaska that have not been constructed. On a larger scale, during

the 1980s, numerous nuclear power projects in the United States were abandoned or

mothballed before construction was completed.

Unless the pipeline is not completed at the request of pipeline capacity owners, funds

invested in an abandoned project could not be recovered and would be lost to project

investors. Similarly, mothballing could result in lost investment or substantially reduced

returns on investment made prior to mothballing.

Inadequate Capacity Subscription or Customer Default

The pipeline is planned to be full in a few years time and operate at a 95 percent capacity

factor. There is some risk that the pipeline would not carry this load level or be subscribed

under ship-or-pay contracts through its entire project life. Also, it is possible for a party that
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has contracted for pipeline capacity to default on payments. Further, if gas prices are down at

the time a contract for pipeline capacity expires, it is possible that the capacity would not be

resubscribed and could remain idle for some time. As a result, some costs could go

unrecovered.

Operating Outages

The pipeline owner would be responsible for providing usable pipeline capacity with limited

outages for maintenance and limited system failures. Outages due to “force majeure” (acts of

God) would likely require customers to continue to pay for their capacity reservation despite

the temporary interruption. Nonetheless, to the extent that the pipeline operation outages

exceed the negotiated terms for allowable outages, revenues could be lost and returns

negatively affected. System outages can occur from a variety of causes. These include

equipment failure or lower than expected performance; management, information or process

failure; labor or contract disputes; and catastrophic events. Extended outages could

significantly lower revenues and returns for the pipeline owner.

Regulatory Setbacks

The pipeline would be operated under the regulatory oversight and approval of FERC, NEB

and numerous other national, state, provincial and local regulators. Through the associated

regulatory process, decisions could be made that negatively affect the owner’s ability to earn

its authorized return. Risks of lower returns could result from decisions made within the

existing regulatory framework, changes in regulatory requirements, and tariff and procedural

interventions by third parties.

Insurance Inadequacies

Because the Alaska Gas Pipeline would be so capital intensive, it is vital that it carry

customary levels of property and liability insurance. However, there is no assurance that this

insurance would be available, at least at affordable rates in the future. Inadequate insurance

coverage could result in significant losses for the pipeline owner.
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Easement Conflicts

The pipeline would require that easement rights be acquired from thousands of landowners.

In addition, it might have to acquire rights from First Nations groups in Canada. Even if

easements and rights of way are obtained through standard legal processes, the risk would

exist for legal conflicts and claims arising out of construction or operation of the pipeline.

Projected Returns from State Investment in Pipeline

Financing of the Alaska Gas Pipeline is assumed to include a debt/equity ratio of about

70/30. The two sponsor groups evaluating pipelines from the North Slope to Alberta are

projecting this capital structure, and the Alliance pipeline had this structure. With the 70/30

debt/equity ratio for the Alaska Gas Pipeline, debt cost is assumed to be 8 percent and the

regulated return on equity is assumed to be 12 percent.

However, actual returns on equity could vary from planned levels. There is risk of lower

return due to the risks outlined above. There is also a prospect of a higher return if the

pipeline owner performs in a way necessary to achieve incentives that would likely be built

into the tariff.

Financial Model

To understand the range of possible returns from state ownership, a financial model was

developed by the Department of Revenue’s consultants. The primary focus of the model was

to estimate the range of possible returns that could be earned from investment in the North

Slope-to-Alberta pipeline given the various investment risks outlined above. The model also

provides for analysis of variances in the tariff from different assumptions relating to taxes

paid on returns to equity and debt components to invested capital.

However, the model was not developed to estimate the absolute tariff level. So, resulting

tariff calculations should be considered as only general approximations. Further, no estimates

were made of the cost to expand capacity out of Alberta to complete the transport of North

Slope gas to final markets.

The model calculates annual revenue requirements and levelized tariffs necessary to meet

those requirements over an assumed 25-year life of the pipeline. It then calculates the 25-year
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internal rate of return (IRR) based on application of the tariff and a range of projected actual

operating results. The model also includes a tax component that calculates potential income

tax benefits from state ownership.

The model estimates both rate base and a replacement cost new less depreciation (RCNLD)

value of the pipeline for each year of the projected 25-year operating period. The rate base

estimate is used to calculate annual return requirements based on the debt/equity ratio, debt

costs and regulated equity returns discussed above. The RCNLD estimate is used to calculate

annual property tax associated with the pipeline.

The model calculates revenue requirements in each year as the sum of operation and

maintenance costs (including administration), depreciation, property tax, income tax and

return on rate base (in terms of interest expense and return on equity). Capital, operation and

maintenance costs were directly input based on estimates made by the sponsors evaluating

the Alaska Highway Route. Depreciation was calculated based on straight-line, 25-year

depreciation rate. Property taxes were calculated by applying an assumed tax rate of

2 percent (20 mills) to the RCNLD value of the pipeline in each year. Income taxes are

discussed separately below.

In the model, the annual revenue requirement calculations are in turn used to calculate a

levelized tariff per MMBtu. This tariff, when applied to the projected gas volumes, produces

a cash flow that yields the same IRR as the projected 25-year revenue requirement. The tariff

is calculated both in terms of nominal prices (including projected inflation) and in terms of

real prices (2001 dollars). In the base case, it is assumed that federal income tax would be

paid on all returns to invested capital. That is, it is assumed that interest paid on bonds issued

to finance the project would be taxable and that the state’s share of net income to the project

would also be taxable. However, the model provides analysis of the degree to which the

pipeline tariff would be lower with tax exemptions to these returns (see Income Tax

Approach and Assumptions, below).

The model projects actual operating results under a number of different possible scenarios.

These scenarios reflect both risks of achieving lower than regulated target returns and

possibilities of higher than target returns from capitalizing on incentives assumed to be

included in the tariff. Probabilities are assigned to a range of risk and incentive possibilities,
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and a set of Monte Carlo simulations of operating results are run. The results are compiled

into an expected value and a risk profile (probabilistic range) of IRRs from ownership

investment in the pipeline. The structure of the risk analysis is shown graphically in

Appendix B.

Income Tax Approach and Assumptions

If pipeline ownership is in the form of a single corporation with specific shares held by the

individual owners, income taxes would be assessed before returns flow back to the owners.

This would mean that return on the state’s equity share would be taxed in the same way as

that of the private owners. However, if ownership in the pipeline is in the form of a

partnership or limited liability company, the possibility exists that the return to the state

would not be taxed.

Income tax was calculated assuming that 50 percent of the pipeline investment and income

generated from the investment would be within the United States (Alaska) and 50 percent

would be within Canada. For the U.S. portion of the pipeline, a 9.4 percent state and a 35

percent federal income tax rate were assumed. Federal tax was calculated assuming a 1.5

times accelerated depreciation schedule over 15 years, with benefits of this tax treatment

flowing through to the tariff. For returns generated in Canada, provincial tax rates were

estimated to average 14 percent and the federal income tax rate was assumed to be 22

percent, based on official projections by the Canadian government. Canadian tax law

recognizes depreciation costs as capital cost allowance (CCA). A 4 percent annual CCA is

allowed on the declining value of pipelines. The CCA is 20 percent on general equipment

and 30 percent on transportation and computer equipment. The weighted average for

investment in the Alaska Gas Pipeline was estimated to be 5 percent for input to the financial

model.

Risk and Incentive Inputs

As outlined above, pipeline owners face risks and incentives that can affect returns on the

owner’s investment in the Alaska Gas Pipeline. Many of the risks were reflected in the

financial model through the following inputs.
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The risk of construction cost overruns was evaluated by assuming that there was a 40 percent

chance of cost overruns. The size of overruns evaluated ranged from 15 to 30 percent. It is

recognized that some of the cost overruns would be recoverable through a tariff adjustment; a

range of 0 to 100 percent recovery was evaluated.

The chance of project abandonment or mothballing was assumed to be 3 percent.

Inadequate capacity subscription or customer default was addressed with three separate

inputs. First, a 1 percent probability was input for the risk of a customer with reserved

capacity being unable or unwilling to pay for his take-or-pay obligation because of contract

disagreements or financial difficulty. The percent of pipeline capacity affected was evaluated

at 5 to 30 percent. The number of years affected was evaluated at 1 to 6 years.

Second, the prospect of the pipeline not being fully subscribed by the time it begins operation

was given a 5 percent chance. The percent of the pipeline capacity unsubscribed was assigned

a 5 to 10 percent probability, and the number of years affected was evaluated at 1 to 5 years.

Third, insufficient demand for pipeline capacity when individual capacity reservation

contracts expire was evaluated at a 5 percent probability. The expiration of contracts was

evaluated at years 10 to 25, and the percent of capacity left unused as a result was evaluated

at 10 to 25 percent.

Operating outages were evaluated for both chronic above-plan outage levels and for a one-

time catastrophic event. Chronic outages were assumed to have a 10 percent chance, with

uncompensated downtime running from 2.5 to 5 percent. The chance of a one-time

catastrophic failure was evaluated at a 2 percent chance. The one-time event was given an

equal chance of occurring in any of the 25 years in the analysis period.

It was assumed that the owner would have an incentive to share in the benefit of cost savings

during construction. The owner realizing shared-savings was evaluated assuming there was at

a 10 percent chance of a 10 percent cost underrun, and that the owner would share 25 percent

of the savings.
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Estimated Returns

Applying the above assumption, the model shows that the expected IRR value for ownership

investment in the Alaska Gas Pipeline is 8.1 percent to total capitalization and 10.1 to equity.

For equity, this is 1.9 percentage points lower than the assumed regulated rate of return. The

range of returns to total capitalization is from 7.1 percent at the 10th percentile to 8.8 percent

at the 90th percentile, while the range of returns to equity is from 5.8 percent at the 10th

percentile to 12.0 at the 90th percentile.

These ranges are shown in risk profiles presented in Figures 7-1 and 7-2, respectively. The

risk profile shown in these figures is a graph of the probability that returns would be at or

lower than the levels listed on the X-axis of the chart. Not reflected in these profiles is the

chance that the state could actually lose money through the pipeline investment. This would

happen if the state invested capital only to have the pipeline not be completed. The chances

of such an occurrence are unknown. However, as noted above, this possibility was assigned a

probability of 3 percent for the purposes of this analysis.
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Possible returns on equity are presented for various levels of ownership participation and

probabilities in Table 7-1. These estimates are based on a projected debt equity ratio of

70/30.

Base inputs to the model were developed on the assumption that all returns to invested

capital would be subject to federal corporate income tax. However, in separate computer

runs, the financial model was also used to calculate tariff reductions that could be achieved if

TABLE 7-1
Alaska Gas Pipeline
Probable Returns to Equity Investment

Ownership Expected 10th 90th Expected 10th 90th
Level Debt Equity Total Value Percentile Percentile Value Percentile Percentile

12.5% 1,085          465            1,550           10.1% 5.8% 12.0% 52              36              59              
25.0% 2,170          930            3,100           10.1% 5.8% 12.0% 103            71              119            
50.0% 4,340          1,860         6,199           10.1% 5.8% 12.0% 206            143            237            

100.0% 8,679          3,720         12,399         10.1% 5.8% 12.0% 413            285            474            

Return to Equity
Percent Return Avg. Annual Return (Millions of 2001$)

Capital Structure (Millions of 2001$)
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project owners were 100 percent exempt from federal income tax. This included separate

analyses for federal income tax on returns to equity (profit) and on interest associated with

debt used to finance the pipeline. For that analysis, a 70/30 debt-equity ratio was assumed.

The analysis showed that tariffs would be about 8 percent lower if the project owner or

owners were exempt from federal income taxes on 100 percent of the return to equity. If

bonds issued to finance the debt portion also were tax exempt, it was assumed that the

interest rate on the bonds would be 5.6 percent rather than the 7.5 percent in the base analysis

for taxable debt. This analysis showed that tax-exempt bond financing would lower the

pipeline tariff by an additional 10 percent. So, if the project were able to avoid federal

income tax on its profits and was financed with tax-exempt debt, the pipeline tariff would be

a combined 18 percent lower than under fully taxable ownership.

If the tax exemptions applied only to a 12.5 percent state ownership share of the pipeline, the

overall effect on reducing the tariff would be just 2.2 percent.

Given the speculative nature of such cost savings and ownership arrangements, the method

for allocating these cost saving (in a separate tariff for the state or as a reduction in the

common tariff for all customers) was not considered in this report.

Sample printouts of model input and output are provided in Appendix C.

Ownership of Pipeline Capacity Rights

In lieu of an equity investment in the Alaska Gas Pipeline, or in conjunction with an

investment in the project, some proponents have asked whether the state should acquire

pipeline capacity rights. The state could acquire capacity rights by making a contractual

commitment for firm capacity. This commitment would likely consist of a long term (15 or

25 years) binding obligation to ship or pay for the capacity. The ship-or-pay obligation would

probably be in the form of a fixed-demand charge for the obligated capacity. Because almost

all of the owner’s costs would be fixed, almost all of the revenues generated from the tariff

would be through the fixed-demand charge. There would also likely be a nominal commodity

charge per thousand cubic feet (mcf) of transported gas to cover the owner’s variable costs

(costs that vary according to volumes transported through the pipeline).
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Although the process for allocating pipeline capacity rights under ANGTA is uncertain, it is

assumed they would ultimately be sold through an open-season process. Because pipeline

owners need early commitments to demonstrate project need to regulators and to manage

their own risks and obtain any necessary project financing, the open season, and hence the

state’s commitment to pay for its capacity share, would occur before final planning and

permitting activities and pipeline construction.

Once the pipeline is constructed and operating, the state could use its capacity in either or

both of two ways. First, the state could use its capacity to move its own gas taken as in-kind

royalty. It could sell the gas in Alberta or pay for other pipelines to further transport the gas

to market in the Lower 48 or Canada. Second, the state could resell pipeline capacity rights to

others that have gas to transport. The price for this service could vary above or below the

tariff the state pays for the capacity rights.

Risks of Capacity Ownership

Risks associated with state purchase of capacity rights on the Alaska Gas Pipeline are

described below for each of the two potential uses of the capacity: transport of the state’s gas

if the state takes its royalty share on an in-kind basis, and resale of capacity rights for gas

transportation by others.

Transport of State Gas

The state has the option to take its royalty share on either a value37 or in-kind basis; the state

can shift between these two bases on six months’ notice. If the state takes its royalty share on

an in-kind basis, it may do so with the intent of realizing higher value than it would by

simply taking its royalty share on a value basis. Purchasing capacity rights on the pipeline

would be a logical first step to achieve this objective.38 As noted above, obtaining such

                                                
37 Based on state law (AS 38.05.180) and lease agreements, the royalty gas value is based on the value of pipeline-quality

gas ready for transport from the North Slope under the terms of some of the leases.

38 Taking the state’s royalty share in kind without proportionate reserved capacity on the pipeline might create undue risks that

the state could either not get its gas to market or be forced to do so at a relatively high cost and resulting relatively low return.

This is because there will be substantial gas production and treatment capability on the North Slope that will likely keep the

pipeline filled; those without pipeline capacity rights would be shut out or forced to pay high rates to gain access. This risk is

eliminated, of course, if the royalty-in-kind purchaser has its own reserved capacity.
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capacity rights would require a long-term commitment (15 years or more) to take or pay for

the reserved pipeline capacity. Taking royalty in-kind does not require the state to nominate

capacity if the buyer nominates its own capacity or uses the gas on the North Slope.

While the intent would be to earn higher returns, taking its royalty share in-kind—together

with purchase of pipeline capacity rights—creates additional costs and risks for the state

relative to taking its royalty share in-value. These costs and risks include the following:

1. Costs incurred to market the gas.

2. The risk of absorbing losses from high costs or poor market conditions.

3. The risk of paying for capacity even during extended outages caused by force majeure.

4. The risk of not realizing as high market prices as the gas producers and therefore earning

less than if the state were to take its royalty share on a value basis.

Each of these costs and risks is discussed in more detail below.

The primary benefit of taking the state’s royalty share on an in-kind basis with purchase of

pipeline capacity rights is that it could ensure that the state’s proceeds are based on the true

market value of the gas. That is, it avoids the risk that the royalty share, when taken on a

value basis, could be calculated at an artificially low value.39 Losses to the state from

royalties calculated on an artificially low market price can easily exceed the extra costs and

risks associated with taking the state’s royalty share on an in-kind basis.

The following subsections discuss each of these four extra costs and the risks associated with

taking the state’s royalty share on an in-kind basis with purchase of pipeline capacity rights.

Gas Marketing Costs

The state’s costs to market the gas in a downstream market is an extra cost the state would

bear with its royalty share taken in-kind. It would likely include the cost of establishing a

                                                
39 The general basis for the calculation of value when royalties are taken on a value basis will be the higher of value delivered

to market or the proceeds received less transportation costs. Market value will likely be determined from sales prices at market

hubs. This might be in Alberta (e.g., AECO) or closer to its actual end use, with prices at a number of hubs in the Lower 48

states and in Canada used to calculate market value. The transportation costs will, at a minimum, be the cost of delivering

North Slope gas across the Alaska gas pipeline to Alberta. If market value is established closer to market, transportation in

other pipelines will also be included in the calculation.
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state agency or paying a third party to market the gas and include some administrative costs

to oversee the operation.

Management of the marketing process from the wellhead to the burner-tip is a sophisticated

process requiring quick decisions implementing a well-conceived marketing strategy. It

requires, among other things, the use of short- and long-term positions, various derivative

products, and strict adherence to marketing and trading policies. Although the state could

contract for a marketing service or develop the expertise in-house, the learning curve is steep

and seemingly trivial decisions can have substantial financial and legal consequences.

Risk of Absorbing Losses from High Costs or Poor Market Conditions

Owning pipeline capacity rights and taking royalty share in-kind creates a risk that the state

could realize a negative net value for its gas—which could happen if the Alaska Gas Pipeline

tariff were higher than the value of gas delivered to Alberta. This could occur due to high

pipeline costs or poor gas market conditions. Higher-than-expected tariffs could result from

pipeline cost overruns. As described above, such overruns would likely be rolled into the

tariff as long as they were not shown to result from imprudent management decisions.

Lower-than-expected gas prices could result from poor market conditions. If adequate

pipeline capacity to ship gas out of Alberta does not develop, the resulting oversupply in

Alberta and the limited access to downstream markets would drive prices for Alberta gas

prices to abnormally low levels. Low prices could also occur if new gas supplies and/or low

demand in North America at least temporarily drive prices to levels that are lower than the

transportation costs to deliver gas to market.

This risk does not apply to the option of taking the state’s royalty share on a value basis. If

the same poor market conditions were to occur under this option, the netback value to the

producers would be negative. However, the state would likely simply receive no royalties

rather than a loss. It is our understanding that the state would not be liable for a negative

royalty payment from the producers’ losses. Rather, it is assumed that the royalty would be

waived or set at zero.

Force Majeure Risk

As discussed above in the subsection on Pipeline Ownership Risks, owners of pipeline

capacity rights may be required to continue to pay for their capacity reservation during
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periods of pipeline service interruption caused by acts of God. These could include

interruptions due to events that are beyond the control of the pipeline owner (e.g., natural

disasters, fires, explosions, terrorist acts, other sabotage and other catastrophes). If the state

purchases capacity rights on the pipeline to market royalty gas, it runs the risk of continuing

to pay during force majeure events. Such risks are avoided when royalty is taken on a value

basis. (In any case, state royalty revenues would be interrupted if North Slope gas deliveries

were interrupted—regardless whether gas were taken on a value or an in-kind basis.)

Realized Market Price Risk

Because gas producers have substantial expertise in marketing their products, they are likely

to receive maximum value for their sales of North Slope gas. If the state were to take its gas

on an in-kind basis and market it in downstream markets, it would probably have to establish

a gas marketing agency and staff it with industry experts. Nonetheless, because marketing of

wholesale petroleum products is not a core business of the state, there is some risk that it

would not realize as high of a value in its sales as would the producers. All other things being

equal, this would result in lower royalty value accruing to the state than if it were to take its

royalty share on a value basis. On the other hand, there is a potentially significant opposite

risk, that the calculated royalty share, when taken on a value basis, could be artificially low,

possibly lower than the value achieved by taking the state’s royalty on an in-kind basis.

Resale of Pipeline Capacity Rights

The state could take the risk of marketing its reserved capacity on the pipeline to others that

have a need to transport gas to market. This could include existing oil and gas producers, as

well as entities that might discover and produce gas in the future. To the extent that the state

could sell, or release, its capacity rights for a higher price than the fixed charge it would be

obligated to pay, plus its administrative costs, it would profit. In the opposite direction, the

state would lose money if it could not cover these costs in its resale of capacity rights.

It has been suggested that the state might purchase capacity on the pipeline specifically to

make capacity available so that future new production would have access to markets through

the pipeline. The logic is that this would increase production and, with it, state royalty and

tax revenues. However, to the extent that the pipeline would be full with production from

existing wells, the state would already be benefiting from full production to fill the pipeline.
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Once pipeline capacity opened up after production declines from existing wells, it would

become available for new production. Therefore, the state does not have much to gain from

risks associated with purchasing pipeline capacity rights for resale if it is indifferent to whose

gas fills up the pipeline. This is not necessarily the case, however. There will be little

exploration for gas for decades if those that would explore cannot get the gas they find into

the pipeline. A diversified group of gas producers is desirable to the state, as is exploration

and development in new areas in the state.

Returns from Capacity Ownership

Purchase of capacity rights have higher risks and potential returns than investment in a share

of the pipeline itself. Returns are much less certain than the regulated return from pipeline

ownership. The North Slope gas producers recognize this higher risk in establishing a “hurdle

rate” of return for their projected cost for treating and transporting their gas. In their

feasibility studies, the producers will probably require a relatively high rate of return on all

investments they make in treating and transporting gas through the Alaska gas pipeline. Most

of this risk consists of the fixed commitment to pipeline capacity.

As noted above, returns from capacity purchases made to market state royalty gas need to be

assessed in terms of the state’s ability to realize higher value than that calculated under a

royalty value formula. Any extra value obtained from use of the pipeline to market royalty

gas must be sufficient to cover the cost to market the gas, the risks of absorbing losses during

poor market conditions, improper management decisions and force majeure events, and the

risk that the state cannot market gas as well as the producers.

The potential for added or reduced overall returns to the state from purchase of pipeline

capacity rights cannot be estimated until:

1. The precise method is determined for calculating the value of the state’s royalty share. It

is entitled to the higher of market value or sales proceeds.

2. The cost to market gas taken on an in-kind basis is estimated.
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3. The estimated Alaska Gas Pipeline tariff is known and assessed against the prospects for

poor market conditions, particularly as they relate to North America market access from

Alberta.

4. The state’s ability to market gas supplies relative to the producers’ ability is assessed.

State officials acknowledge that the state should never expect to be as skilled in

marketing gas as those in the business.

Once these uncertainties are clarified, the state would be better able to assess the potential

return from investing in capacity rights and taking its royalty payment on an in-kind basis.

Purchase of pipeline capacity for resale would be a speculative venture. Returns from

pipeline capacity purchase for resale would depend on the state’s ability to resell the capacity

at a higher price than its tariff cost, plus the cost of administering the resale program. As

noted above, it is not likely that purchase of pipeline capacity to hold for others would

increase gas production and thereby increase state royalties. Therefore, the direct return from

a pipeline capacity purchase for resale would simply be a function of the state’s ability to

resell the capacity at a higher level than its costs.

Effect on State Cash Flow

If the state were to purchase an ownership share in the pipeline equal to its royalty share of

12.5 percent, and assuming a debt/equity ratio of 70/30 and a $12.5 billion total project cost,

the state’s equity investment would be $465 million (2001 dollars). Equity contributions at

higher ownership levels are shown in Table 7-1.

As noted above, with the risk assumptions made for this analysis, the expected rate of return

on equity invested in the pipeline is projected to be 10.1 percent, with a 10 to 90 percentile

range of 5.8 to 12.0 percent.

Investment of this capital in the pipeline would require a delay in realized returns. The state’s

obligation to advance cash for its equity investment would begin as soon as its purchase of an

ownership share was complete. These payments would begin at relatively low levels as

planning and engineering are completed, then increase to higher levels during actual pipeline

construction. The pipeline would not start generating revenues until operations begin. We
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have assumed that the earliest pipeline operations could start is 2009. The state’s return on

the equity it invested during planning and construction would be capitalized and rolled into

the overall project capital base as part of “allowance for funds used during construction”

(AFUDC). AFUDC would become part of the investment upon which the state and other

pipeline investors would earn their return. Accordingly, between 2002 and 2008, the

Permanent Fund, Earnings Reserve Account or other state funding source would be drawn

down by the state’s investment in the pipeline. This would total an estimated $465 million

(under the assumptions stated above), of which $338 million would be direct investment

from a state funding source, and $127 million would be in the form of AFUDC.

If the Permanent Fund (including the Earnings Reserve Account) was the source of funds, the

investment would reduce Permanent Fund dividends by an estimated cumulative total of

perhaps $60 or so by 2010. This reduction would be repaid in future years through earnings

on the AFUDC component of the state’s investment.

Ownership of capacity rights on the pipeline would have little effect on state cash flow under

normal operating conditions. This is because costs incurred from monthly take-or-pay

payments would be directly offset from sales revenues. Assuming that the capacity rights

were being used to transport Alaska royalty gas to market for sale, revenues produced from

gas sales would cover the cost of capacity rights. The risks to this normal cash flow are

discussed above. Under the worst of the risk scenarios a force majeure event could occur,

interrupting pipeline operations while the state is required to continue making its capacity

payments. Under those circumstances, 12.5 percent ownership of the pipeline would reduce

the state’s overall cash flow by an estimated $21 million per month.
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SECTION 8

Effect on State of Alaska from Pipeline
Investment

This section evaluates the effects that financial participation in the Alaska Gas Pipeline

would have on the state’s financial integrity, creditworthiness and ability to pay for essential

public services. Any damage to the state’s financial integrity and creditworthiness would

lessen its ability to finance projects for public services. This section also evaluates several

non-financial issues, such as state involvement in pipeline management.

Effect on the State’s Financial Integrity and
Creditworthiness
A factor the state should consider in determining the manner in which it may participate in

the project is the effect its participation would have on its financial integrity and

creditworthiness. The state’s overall financial integrity and creditworthiness is best measured

by the credit rating assigned to its general obligation debt by agencies that rate debt as part of

the lending process for public bond offerings. Three prominent rating agencies are Moody’s,

Standard & Poor’s and Fitch.

Having a solid credit rating is a valuable benefit to the state, especially in times of fiscal

uncertainty. Further, the state’s credit rating indirectly inures to the benefit of or detracts

from the rates that Alaska municipalities have to pay on their own debt.

The state itself has no outstanding general obligation debt, so the credit rating agencies have

not re-evaluated Alaska’s full rating recently. However, Alaska’s most recent general

obligation bond sale was rated at the high end of the ratings scale.

If the state were to participate financially in the gasline project, the rating agencies—in

setting new rates for State of Alaska debt—would take into account several factors,

including: (1) the form of the state’s participation; (2) the feasibility and economic viability

of the project and the likelihood of its completion; (3) the estimated increase in state
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revenues generated by the project; (4) the effect of the project on the state’s overall economy;

and (5) the timing of the benefits and costs to the state.

As discussed in Section 4, a small amount of equity or debt currently could be made

available to the gasline project without damage to the state’s current credit ratings. However,

a multibillion-dollar capital investment funded by state debt that would be sufficient to gain

majority control or a major influence in the project would likely have an uncertain, if not

immediately negative, effect on the state’s credit ratings. This would be the case for several

reasons, including the fact that the project is not a typical governmental investment (in public

infrastructure, e.g., highways, prisons, etc.).

In addition, the debt would represent a governmental investment of unprecedented

concentration in resource extraction, an industry with a history of substantial price volatility.

Unless major adjustments were made in the state’s operations and anticipated capital

expenditures, it is probable that such investment would have to be funded by a very

substantial amount of new general obligation debt, revenue bonds or creative use of sources

of equity. The result would be increasing the state’s indebtedness with respect to standard

yardsticks such as population, resources and economic indicators.

Finally, the returns to the state would be over the long term. And, particularly in the near

term when the project is just starting operations, these returns would not be assured.

Importance of the State’s Credit Rating

The state has good reason to maintain a solid credit rating. A downgrade of the state’s rating

would have direct and indirect financial consequences and, although harder to quantify,

would create political problems between the state and its municipalities.

A reduction in the state’s credit rating would result directly in higher borrowing costs each

time the state entered the credit markets. This is true both for certificates of participation and

general obligation debt. Higher debt costs would reduce the amount of money the state could

borrow for public service projects. That is, the more money that is paid out in higher interest

rates, the less money the state could borrow for the actual projects. This potential effect is

discussed below.
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The various state corporate entities (Alaska Housing Finance Corporation, AIDEA, Alaska

Municipal Bond Bank Authority, Alaska Student Loan Corporation) that enter the debt

market would also likely face higher borrowing costs. For those entities that contract with

banks for additional credit support, the costs of bank lines and letters of credit would be more

expensive. Furthermore, the state’s strong credit position, as well as its substantial cash

reserves, indirectly enhance the credit of municipalities throughout the state.

The higher borrowing costs would be evident not only in higher interest rates but also higher

costs of bond insurance, further reducing the state’s ability to raise as much money as it may

want for public service projects.

And although of lesser direct effect to the state, the holders of state debt would see the value

of their investments in the state diminish in value because a lower debt rating would reduce

the value of state debt in the hands of existing bondholders.

The cost of a full step downgrade of the state’s credit from the strong AA level to a strong

single A level—while difficult to estimate—would be significant. A downgrade of the state’s

rating would ripple through all of the governmental units of the state, likely resulting in

across-the-board downgrades. Ultimately, this would affect all of the state’s $6.5 billion in

outstanding bond debt, particularly as bonds matured and new bonds were issued.

Over the past 10 years the difference or spread between AA and A rates have averaged 16

basis points. While this is a good starting point to determine how much the cost of capital

would rise after a downgrade, there is a larger story to tell. Until the early ’90s, the state

historically paid an “Alaskan penalty” on its bonds that ranged from 15 to 50 basis points.

The market assessed this excess cost because of the distance of the state from the financial

markets, lack of information and the isolation of the state’s economy. The current high

ratings of the state are the result of consistent performance of the state and its economy, and

the prevalent perception that Alaska has significant resources available. A downgrade,

however, would be a major event that could very well bring back the penalty for Alaska

issuers.

Finally, Alaska is a “non-specialty state,” meaning there is a small population and no tax

benefit to in-state investors of tax-exempt bonds because there is no state personal income
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tax. Therefore, the state relies very heavily on investors outside the state to purchase bonds,

and a downgrade could hurt Alaska more heavily than it would a state with a larger

population and state income tax.

In sum, the cumulative effect of these considerations if the state were downgraded from AA

to A would likely be in the 25 to 40 basis points range. This increased cost of capital would

result in an additional $250,000 to $400,000 in interest expense per year for every additional

$100 million borrowed. Assuming a rolling level of debt at $6.5 billion, a downgrade could

eventually cost between $16.25 million and $26 million annually.

Balancing State Benefits and Costs

The financial analysis above leads the Department of Revenue to conclude that a monetary

equity investment in the Alaska Gas Pipeline would likely provide the state with a positive

return on investment over the long term.  The sources of state funds are limited, however,

and likely would need to be raised through the issuance of some form of debt—which would

present its own set of financial problems as discussed in detail above.

However, just because the state can invest on some modest level does not mean that the state

should invest. In addition to the strictly financial issues, there are numerous practical aspects

to the investment discussed below.

•  Of some importance to the state in contemplating an equity or debt investment is the

substantial risk it would entail if the state invests in the project as a business partner.

Unlike a major oil company or integrated natural gas pipeline, the state has little

capability to monitor or control those risks and does not have the financial strength to

absorb large capital or operating losses. It would be different, however, if the state

were simply a shareholder in a corporation that owned the Alaska Gas Pipeline. As a

shareholder, the state would be shielded from any liability. The only risk would then

be the stock price.

•  If Alaska were to become an active participant in the enterprise as an equity investor,

it would be required to advance funds almost immediately to buy into a sponsor

partnership to gain the same rights as other equity investors. Thereafter, the state
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would be required to meet continuing capital calls. Therefore, Alaska would need to

have readily available funds for this purpose or make borrowing arrangements to

make money available now and continuing for the next several years of construction.

Both of these options would substantially infringe upon the state’s flexibility to meet

public service needs. Given the magnitude of the state’s anticipated needs for public

services, the policy and constitutional limits on the state’s available funds, and the

ongoing revenue shrinkage due to declining North Slope oil production, there would

appear to be little room for such a financial commitment.

•  Superficially, one might conclude that any equity ownership would give the state a

degree of control over management of the Alaska Gas Pipeline system, including a

control over major policy decisions—such as retention of gas or gas liquids for in-

state use—which could not be obtained in other ways. However, it is highly unlikely

that the existing ANGTS sponsors or producers group would be willing to make a

significant amount of equity available to the state. We understand that various parties

in one consortia already are seeking higher ownership percentages; other third parties

are interested in joining the consortia; and many companies do not want the state as a

business partner. Accordingly, there is a “sellers market.” In this circumstance the

sponsors would be dictating the terms of the state’s investment, and the state would

likely have very little negotiating leverage. Thus, as a partner, the state probably

would become just a minority participant with limited, if any, management rights.

The amount of information shared with the state probably also would be restricted.

The state’s interests are likely to differ in important respects from the sponsors, so

that it frequently would be outvoted in the event of a dispute.

•  As a participant in the Alaska Gas Pipeline, Alaska might magnify the conflict

between its interest as a regulator of the project in its sovereign capacity and its

already existing economic interest in the project as both a royalty holder and a taxing

authority. There also would be a conflict between the state’s duties to its citizens as a

regulatory and taxing agency and the fiduciary obligations of the state as an equity

partner to the other project partners. It has been suggested that the use of a separate

state-established corporation or authority as an investment vehicle would mitigate this
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conflict. While the interposition of a separate governing board certainly would help to

mitigate the conflict, ultimate authority and control over the participation of the state

in the enterprise would remain with the legislature and the governor.

•  There is precedent in times of national emergency and wartime conditions for

governments to become involved in the development, construction and ownership of

pipelines.40 Absent such extraordinary circumstances, public sector investment in

pipeline projects is not customary in the United States. The Department of Revenue

and its consultants were unable to find a single material natural gas pipeline project in

North America today where a state or federal government entity was a participant.

There still remain a few examples associated with Canadian provinces, however the

trend is for privatization of those investments. There is precedent internationally for

such governmental investments, but usually those circumstances are dictated by

tradition, national security issues, World Bank financing requirements, or the inability

to get the project developed any other way. None of those situations are applicable to

this project.

                                                
40 The classic example is the federal government’s involvement in the construction of the “Big Inch” oil pipeline from the Gulf

Coast to the East Coast in World War II.
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SECTION 9

Effect of State Participation on Project
Success

This section discusses examines whether state participation as an equity or debt holder might

help or hinder completion and operation of the project. This obviously is an important

consideration for the state. Anything done to improve or hinder gas royalty income would

have a measurable effect on the state’s cash flow.

Interest of the Pipeline Sponsors

Among the issues discussed with the companies interviewed was how they viewed having

the state as a partner and whether they saw the state as adding value to the project design,

development, construction and operation process. As mentioned previously, for a variety of

reasons the companies were not in favor of the state as a partner. At best, several of them

thought the state would not materially aid implementation or operation of the project and, at

worst, some thought the state’s involvement would be a negative factor .

Those that believe the state’s participation would impede progress of the pipeline said they

were concerned about the state politicizing and slowing the multitude of decisions that must

be expeditiously made—especially in route selection, marketing, procurement and selection

of contractors. Although not critical of the quality of the state’s personnel, the companies

were concerned that the state simply lacked expertise in commercial enterprise activities and

was not accustomed to making business decisions at the pace required by the project. Further,

they were concerned that the state’s presence in the project would needlessly interfere with or

add layers of confusion to the complex financing program that would be required by some of

the project sponsors. The requirements of the state and the requirements of the lenders vis-à-

vis the state in the financing process might be incompatible and mutually burdensome.
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Critical Success Factors

Industry’s concern is borne out by an examination of the important factors that would be

critical to the success of the initial phase of the project. These include the requirements for:

•  Shipper contracts

•  Pipeline design

•  Federal, state and provincial approvals

•  Construction permits

•  Right-of-way and land use permits

•  Off-take agreements

•  Engineering, procurement and construction contracts

•  Financing

The state would have little effect on the successful outcome of these requirements, except in

expediting state right-of-way approvals, obtaining state and local permits and, if it so chose,

to contract for the shipment of its royalty gas. The execution of most of these critical success

issues are solely within the province of the Alaska Gas Pipeline. Most of the potential

sponsors have had substantial experience with addressing these issues in the development

and construction of natural gas pipelines throughout the world.

The state would not have any effect on the two most critical factors to the success of the

project over the long term: the market for the natural gas and construction costs. The size of

the natural gas market in Alaska is very limited. The marketplace will be the Lower 48, an

intricate energy market with which Alaska has no commercial experience. Further, there is

little the state could do to assist in the gas pipeline engineering and construction decision and

implementation process. This simply is not a core competency of the state.

Supplying $300 million to $500 million of state funding really would not significantly assist

the potential project sponsors, given their sizes and capabilities. In fact, the size of probable

state funding likely would not be much different that the size of the project contingency

factors built into the potential sponsors’ economic modeling. So, from a financial point of

view, the state’s participation would be immaterial.
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As discussed in Section 6, the North American natural gas landscape has been significantly

changed over the 25 years a North Slope natural gas pipeline has been under consideration.

Although the pipeline companies involved in the late 1970s and early 1980s were large, they

still needed to seek outside capital sources, such as the state, to help fund the project. Today,

with the wave of mergers and consolidations sweeping the oil and gas producer and pipeline

industries, the major players interested in developing the gasline are much larger and much

more sophisticated. Of the 10 companies interviewed for this report, the smallest, Alberta

Energy, had an enterprise value of $8.4 billion; the largest, ExxonMobil, about $266 billion.

(And the mergers continue: Alberta Energy on January 25, 2002, confirmed reports it will

merge with rival PanCanadian Energy Corporation to create what could be Canada’s largest

oil and natural gas company with a market capitalization of approximately $19 billion.)

Several of the companies interviewed are so large—as shown in Table 9-1—that they said

they did not intend to borrow to finance their share of the $10 billion to $18 billion project

cost, but merely intended to “write a check” off their balance sheet.

TABLE 9-1

Enterprise Value of Oil and Gas and Pipeline Companies

Enterprise
Company Value ($MM)

ExxonMobil 265,706           
BP 184,556           
Duke 44,964             
El Paso 40,808             
Williams 23,523             
TransCanada 22,505             
Phillips 20,937             
Anadarko 18,116             
WestCoast 10,463             
Alberta Energy 8,433               

Enterprise Value = Market Value + Debt + 
Preferred Stock Value + Minority Interest - Net 
Working Capital
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The size and sophistication of the industry and the size and complexity of the project give

rise to several important realities Alaskans should consider in making the judgment whether

to make an equity or other financial investment in a North Slope pipeline project.

If the state could provide a means for tax-exempt debt financing of the project, it might

improve the economic feasibility of the project and therefore increase the chances the project

is actually constructed.
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SECTION 10

Conclusions

Based on information developed in this report, the Department of Revenue’s consultants

offer the following conclusions about state financial participation in the Alaska Gas Pipeline:

1) Even if state ownership were restricted to just pipeline facilities, full ownership of the

Alaska Highway Route pipeline would require $9 billion to $10 billion (2001 dollars)

for construction. Deferred returns to capital invested during the estimated seven years

before the project is likely to be completed would bring the total estimated pipeline

investment to $13 billion to $14 billion. (These deferred returns are referred to as

Allowance for Funds Used During Construction, discussed in Section 7 of this report.)

2) Without legislative action, the state does not have a ready source of cash for such a

large investment. This is true even if the state were to limit its investment to 12.5

percent, an ownership equal to its royalty share of North Slope natural gas. Even at that

reduced ownership level, the state’s share of the total project investment could be as

much as $1.75 billion (12.5 percent of $13 billion to $14 billion).

3) The state could make a significant investment if the legislature changed state law to

direct the Permanent Fund to write a check. A 12.5 percent investment in the pipeline,

assuming it was all equity and no debt, would take about 7 percent of the Permanent

Fund. Even if the investment were 30 percent equity and 70 percent debt, the equity

investment would still take more than 2 percent of the Permanent Fund’s market value

— making it the single largest holding of the fund. This large of an investment in a

single entity, with the risks discussed in this report, might well violate the Prudent

Expert Rule in state law governing Permanent Fund investment decisions. Additionally,

about 80 percent of the state’s unrestricted general purpose revenue currently is derived

from oil and gas taxes and royalties. Permanent Fund investment in the pipeline would

exacerbate the state’s heavy reliance on one industry.
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4) The legislature could appropriate money from the Earnings Reserve Account of the

Permanent Fund to a state agency or other corporation to make the actual pipeline

investment, thereby avoiding the issue of what is a permissible Permanent Fund

investment. However, the Earnings Reserve Account is the Permanent Fund’s sole

method of absorbing market volatility, and any significant withdrawal from the account

would jeopardize Permanent Fund dividends and inflation proofing.

5) The Alaska Constitution does not allow general obligation bonds to finance state

participation in a joint business venture. This would limit the state to financing and

owning 100 percent of the project. Further, such a major issuance of general obligation

bonds or other state-supported debt would compromise the state’s creditworthiness and,

as a result, reduce its credit rating. At the state’s current level of indebtedness, a

downgrade from an AA to an A rating could increase the state’s overall borrowing costs

by an estimated $16 million or more per year. The state’s ability to finance other public

services also would be compromised. In addition, a reduction in the state’s

creditworthiness would likely have a negative, cascading effect on municipalities and

other public agencies in Alaska.

6) The most plausible source of state participation through debt funding would be the

issuance of taxable revenue bonds, secured for example by ship-or-pay contracts with

the North Slope gas producers. However, the feasible size of such an issuance is

uncertain. State issuance of bonds large enough to finance 70 percent of a 12.5 percent

share of the pipeline (approximately $1.2 billion) would place the state in uncharted

waters. Although ship-or-pay contracts with the producers should provide good security

for the bonds, the large size of the debt relative to any previous State of Alaska revenue

bond issuance, the manner and nature of the use of the bond proceeds, financial market

pricing and repayment security requirements raise novel issues in the context of an

Alaska gasline.

7) It theoretically would be possible for the state to sponsor a private corporation of Alaska

investors to participate in the project. However, there are myriad practical, legal and

public policy issues that need further review, including the source of investment funds,

the qualifications for investors, tax implications, management of the entity,
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constitutional matters and administration of the program. More importantly, it is

difficult to understand how this proposal would provide any material improvement over

any other available source of gasline investment capital. It appears to introduce yet

another layer of complexity to an already difficult situation.

8) The largest risk associated with investment in the pipeline is that it would not be

completed. In that case, the state’s investment would be lost. Assuming the project

would be completed, return on the state’s investment would be regulated by the Federal

Energy Regulatory Commission in the United States and the National Energy Board in

Canada, and would likely result in a return consistent with or higher than state

investment guidelines. Assuming a FERC/NEB-approved target return to equity of 12

percent, the state could expect to earn an average return to equity of about 10 percent.

Probability analysis shows that average returns to equity over the life of the pipeline

could range from 5.8 percent at the 10th percentile to 12 percent at the 90th percentile.

Returns on the debt portion of the state’s investment, however, would be limited only to

the associated interest rate on that debt.

9) Pipeline ownership does not automatically provide the owner with capacity to ship gas

on the pipeline. Capacity to transport gas would need to be separately purchased though

an open-season process.

10) The state’s need to purchase pipeline capacity rights to transport gas is dependent upon

whether the state decides to take its 12.5 percent royalty share of North Slope gas on an

in-value or in-kind basis. Pipeline capacity purchase might be prudent if the state

decides to take its royalty share on an in-kind basis, in that it would assure the state of

capacity to transport its gas to market. Otherwise, purchase of pipeline capacity would

be speculative. Since the pipeline is likely to be full from its outset, purchase of

capacity to provide a pathway for future discoveries would not increase total North

Slope gas production or royalties paid to the state.

11) The primary benefits of establishing a state-owned public corporation or authority to

construct and operate the pipeline are in the legal ability to assist state ownership and

financing of the project. Such establishment could also reduce the conflicts of interest

that might otherwise exist from direct state ownership. Separating the ownership into a



SECTION 10  CONCLUSIONS

10-4

semi-autonomous function could at least attempt to build a barrier between the state’s

responsibility to regulate the pipeline and its interest in maximizing return to its

investment. However, it is unlikely that a state-owned corporation or authority would

reduce pipeline costs. Without a specific exemption from the private-activity

restrictions in federal tax laws, neither the state nor a state-owned corporation or

authority would be able to issue tax-exempt debt to finance the pipeline.

12) It is unlikely that the state could provide any loan guarantees to other investors in the

pipeline. The Alaska Constitution prohibits the state from “lending its credit directly to

benefit a private entity.” Regardless of the state’s ability to do so, it appears there is

little to no interest among prospective private pipeline sponsors for the state’s

participation in the project’s financing, unless it could be tax-exempt. Therefore it

appears that providing state loan guarantees or taxable debt would not aid project

feasibility.

13) State ownership would not likely improve the feasibility of the project or be valued by

private-sector project sponsors. There was a general consensus among industry

representatives interviewed that a public/private ownership relationship with the state

either would not help or would be a hindrance to the project. Reasons given include the

following: State politics could impede and otherwise compromise the decision-making

process; pipeline ownership and operation is not within the core mission or

competencies of the state; state decisions would be complicated by its dual role as

owner and regulator (even if mitigated by a state-owned, semi-autonomous entity); and

general differences between public and private goals and cultures would detract from

the decision-making process. These factors would create additional risk for pipeline

investors and cause them to not favor the state as a partner in the project.

14) If the private sponsor groups welcomed the state as a partner, the state would receive

some form of management participation based upon the level of its financial

contribution. The state, however, would have a fiduciary responsibility to its partners to

keep non-public data in confidence. The state may find itself, therefore, in an untenable

legal and ethical position trying to balance the informational needs of the state

government with its partnership responsibilities. In truth, since the gasline project will
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be subject to extensive regulation by various U.S. and Canadian governmental entities,

much of the information pertinent to the partnership will be available through the

regulatory process.
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Uncertainty Branch

 Low 
 1 0 
 Nominal 
 0 0 
 High 
 0 0 

 Does Not Go Bankrupt 
 Years_without_Replacement 

 Low 
 .3 1 
 Nominal 
 .4 3 
 High 
 .3 6 

 Goes Bankrupt 
 Years_without_Replacement 

 Participant_Bankrupt 

Probability Outcome (Yrs)

Note:   Numbers on left represent branch probability.  
            Numbers on right represent value (years, $, %, etc…)



 Low 
 1 0 
 Nominal 
 0 0 
 High 
 0 0 

Does Not Go Bankrupt 
Unfilled_Capacity__Bankrupt_ 

 Low 
 .2 5 
 Nominal 
 .6 15 
 High 
 .2 30 

 Goes Bankrupt 
Unfilled_Capacity__Bankrupt_ 

 Participant_Bankrupt 

Uncertainty Branch

Outcome (%)Probability

Note:   Numbers on left represent branch probability.  
            Numbers on right represent value (years, $, %, etc…)



Uncertainty Branch

 Fills 
 .95  
 Does not fill 
 .05  

Project_Does_not_fill 

Note:   Numbers on left represent branch probability.  

Probability



Uncertainty Branch

Note:   Numbers on left represent branch probability.  
            Numbers on right represent value (years, $, %, etc…)

Low 
 1 0 
Nominal 

 0 0 
High 

 0 0 

 Fills 
Unfilled_Capacity 

 Low 
.3 5 

 Nominal 
.4 8 

 High 
 .3 10 

 Does not fill 
Unfilled_Capacity 

 Project_Does_not_fill 

Probability Outcome (%)



Uncertainty Branch

Note:   Numbers on left represent branch probability.  
            Numbers on right represent value (years, $, %, etc…)

 Low 
 1 0 
 Nominal 
 0 0 
 High 
 0 0 

 Fills 
Years_Unfilled 

 Low 
 .3 1 
 Nominal 
 .4 3 
 High 
 .3 5 

Does not fill 
Years_Unfilled 

 Project_Does_not_fill 

Probability Outcome (Yr.)



Uncertainty Branch

Note:   Numbers on left represent branch probability.  
            Numbers on right represent value (years, $, %, etc…)

 Soon 
 .3  15 
 Expected 
 .4  20 
 Long 
 .3  25 

 Duration of Initial Contracts

Probability Outcome (Yr.)



Uncertainty Branch

Note:   Numbers on left represent branch probability.  
            Numbers on right represent value (years, $, %, etc…)

Unfilled capacity when
contracts expire (%) 

 Full Capacity 
 .95  0 
 Minimal Unfilled 
 .03  10 
 Significant Unfilled 
 .02  25 

Probability Outcome (Yr.)



 Low 
 .9 0 
Nominal 

 .07 2.5 
 High 
.03 5 

 Chronic_Outages____Down_ 

Uncertainty Branch

Note:   Numbers on left represent branch probability.  
            Numbers on right represent value (years, $, %, etc…)

Probability Outcome (%)



Uncertainty Branch

Note:   Numbers on left represent branch probability.  
            Numbers on right represent value (years, $, %, etc…)

Probability Outcome (Yr.)

 Yes 
 .02  Uniform (2008-2003) 

 No 
 .98  N.A. 

 Catastrophic Failure 



Uncertainty Branch

Note:   Numbers on left represent branch probability.  
            Numbers on right represent value (years, $, %, etc…)

 Lowest 
 .1  90 
 Target 
 .5  100 
 Slightly high 
 .3  115 
 Highest 
 .1  130 

 Construction Cost over/ 
 under (% of Initial Estimate) 

Probability Outcome (%)



 Low 
 1  25 

 Nominal 
 0  50 

 High 
 0  100 

 Lowest 
Savings_Passed_Through 

 Low 
 1  0 

 Nominal 
 0  50 

 High 
 0  100 

 Target 

 Low 
 .25  0 

 Nominal 
 .5  50 

 High 
 .25  100 

 Slightly high 
 Percent Recoverable in Tariff 

 Low 
 .25  0 

 Nominal 
 .5  50 

 High 
 .25  100 

 Highest 

 Construction Costs 

Uncertainty Branch

Note:   Numbers on left represent branch probability.  
            Numbers on right represent value (years, $, %, etc…)

Probability Outcome (%)

 Percent Recoverable in Tariff 



Uncertainty Branch

Note:   Numbers on left represent branch probability.  

 Completed 
 .97   
 Not Completed 
 .03   

 Project is not Completed 

Probability
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TABLE 1
Alaska Gas Pipeline
Financial Analysis of Ownership Participation by the State of Alaska

General Inputs
(All dollar amounts in 2001 prices)

Initial Year of Operation 2009
Alaska Ownership Share 12.5%
Total Capital Cost of Pipeline, North

Slope to Alberta 9.00 Billion Dollars
Life of Project 25 years
Tax Depreciation Life 15 years
Tax Depreciation Acceration Rate 1.5 times declining balance
Operation and Maintenance 2.2% of Capital Cost
Property Tax 2.0% of Assessed Valuation
Market Price (delivered to Lower 48) $3.00 per Million Btu
Energy Content 1080 Btu per cubic foot
System Capacity 4.0 Bcf/d
Annual Load Factor 95%
Toll from Alberta to Lower 48 $0.72 per MMBtu
Percent Debt 70%
Debt Term 20            years
Cost of Debt 7.50% per year
Cost of Equity 12.00% per year
Weighed Cost of Capital 8.85% per year

Real cost of capital 6.20% per year
Inflation 2.5% per year
Percent Subject to US Taxes 50.0%
US Income Tax Rates

State of Alaska 9.40%
Federal 35%

Canadian Income Tax Rates
Federal 22.12%
Provincial (Estimated Weighted Average) 14.00%

Total 36.12%



TABLE 2
Alaska Gas Pipeline
Financial Analysis of Ownership Participation by the State of Alaska

Investment Costs
(Billions of Dollars)

01/25/02

Cumulative
Through

Year 2001 2002 2003 2004 2005 2006 2007 2008 Total

Planning and Construction
Expenditure profile 2% 2% 10% 16% 22% 23% 18% 7% 100%
Billions of 2001 Dollars 0.21 0.22 0.91 1.40 1.98 2.06 1.61 0.62 9.00        
Billions of Nominal $ 0.21 0.23 0.96 1.51 2.18 2.33 1.87 0.73 10.01      

AFUDC 0.20 0.18 0.63 0.80 0.88 0.68 0.35 0.06 3.78        
Total Cost 0.41               0.41        1.59        2.30        3.06        3.01        2.21        0.80        13.79      

13.79      

Allocation from Producers 2% 2% 10% 15% 21% 22% 17% 7% 95%
Adjusted 2.3% 2.5% 10.1% 15.5% 22.0% 22.9% 17.9% 6.9% 100.0%
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TABLE 3
Alaska Gas Pipeline
Financial Analysis of Ownership

Participation by the State of Alaska

Tariff and Base Internal Rate of Return Projections
Dollar Amounts in Millions unless Otherwise Indicated

2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020

Tariff Calculation (North Slope to Alberta)

Rate Base
Beginning of Year 1,724          1,655      1,586      1,517      1,448      1,379      1,310      1,241      1,172      1,103      1,034      965         
less: Depreciation 69               69           69           69           69           69           69           69           69           69           69           69           
End of Year 1,724          1,655          1,586      1,517      1,448      1,379      1,310      1,241      1,172      1,103      1,034      965         896         

Property Tax Value
Replacement Cost New Less Depreciation 1,724          1,696      1,666      1,633      1,598      1,560      1,519      1,475      1,428      1,378      1,324      1,266      

US Revenue Requirements
Operation and Maintenance 15               15           16           16           17           17           17           18           18           19           19           20           
Depreciation 34               34           34           34           34           34           34           34           34           34           34           34           
Property Tax 17               17           17           16           16           16           15           15           14           14           13           13           
US Income Taxes 16               (12)          (7)            (3)            1             4             5             4             3             2             2             1             
Interest Expense 45               43           42           40           38           36           34           33           31           29           27           25           
Return to Equity 31               30           29           27           26           25           24           22           21           20           19           17           

Total 159             128         130         131         132         132         130         126         122         118         114         110         

Canadian Revenue Requirements
Operation and Maintenance 15               15           16           16           17           17           17           18           18           19           19           20           
Depreciation 34               34           34           34           34           34           34           34           34           34           34           34           
Property Tax 17               17           17           16           16           16           15           15           14           14           13           13           
Canadian Income Taxes 25               13           13           13           14           14           14           15           15           15           15           15           
Interest Expense 45               43           42           40           38           36           34           33           31           29           27           25           
Return to Equity 31               30           29           27           26           25           24           22           21           20           19           17           

Total 168             153         150         148         145         142         140         137         134         131         128         125         

Total Revenue Requirements
Operation and Maintenance 30               31           32           32           33           34           35           36           37           38           39           40           
Depreciation 69               69           69           69           69           69           69           69           69           69           69           69           
Property Tax 34               34           33           33           32           31           30           30           29           28           26           25           
Income Taxes 40               0             6             10           14           18           19           19           18           17           17           16           
Interest Expense 90               87           83           80           76           72           69           65           62           58           54           51           
Return to Equity 62               60           57           55           52           50           47           45           42           40           37           35           

Total Revenue Requirements 327             280         280         279         277         274         270         263         256         249         242         235         
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TABLE 3
Alaska Gas Pipeline
Financial Analysis of Ownership

Participation by the State of Alaska

Tariff and Base Internal Rate of Return Projections
Dollar Amounts in Millions unless Otherwise Indicated

2021 2022 2023 2024 2025 2026 2027 2028 2029 2030 2031 2032 2033

Tariff Calculation (North Slope to Alberta)

Rate Base
Beginning of Year 896         827         758         689         620         552         483         414         345         276         207         138         69           
less: Depreciation 69           69           69           69           69           69           69           69           69           69           69           69           69           
End of Year 827         758         689         620         552         483         414         345         276         207         138         69           (0)            

Property Tax Value
Replacement Cost New Less Depreciation 1,205      1,140      1,072      998         921         839         753         661         565         463         356         243         125         

US Revenue Requirements
Operation and Maintenance 20           21           21           22           22           23           24           24           25           25           26           27           27           
Depreciation 34           34           34           34           34           34           34           34           34           34           34           34           34           
Property Tax 12           11           11           10           9             8             8             7             6             5             4             2             1             
US Income Taxes (0)            (1)            (2)            15           32           31           30           29           28           28           27           26           25           
Interest Expense 24           22           20           18           16           14           13           11           9             7             5             4             2             
Return to Equity 16           15           14           12           11           10           9             7             6             5             4             2             1             

Total 106         102         98           112         125         121         117         113         108         104         100         95           91           

Canadian Revenue Requirements
Operation and Maintenance 20           21           21           22           22           23           24           24           25           25           26           27           27           
Depreciation 34           34           34           34           34           34           34           34           34           34           34           34           34           
Property Tax 12           11           11           10           9             8             8             7             6             5             4             2             1             
Canadian Income Taxes 15           15           15           15           15           15           14           14           14           14           14           13           13           
Interest Expense 24           22           20           18           16           14           13           11           9             7             5             4             2             
Return to Equity 16           15           14           12           11           10           9             7             6             5             4             2             1             

Total 122         118         115         112         108         105         101         98           94           90           87           83           79           

Total Revenue Requirements
Operation and Maintenance 41           42           43           44           45           46           47           48           49           51           52           53           55           
Depreciation 69           69           69           69           69           69           69           69           69           69           69           69           69           
Property Tax 24           23           21           20           18           17           15           13           11           9             7             5             2             
Income Taxes 15           14           13           30           47           46           45           44           42           41           40           39           38           
Interest Expense 47           43           40           36           33           29           25           22           18           14           11           7             4             
Return to Equity 32           30           27           25           22           20           17           15           12           10           7             5             2             

Total Revenue Requirements 228         221         213         224         234         226         218         211         203         195         186         178         170         
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TABLE 3
Alaska Gas Pipeline
Financial Analysis of Ownership

Participation by the State of Alaska

Tariff and Base Internal Rate of Return Projections
Dollar Amounts in Millions unless Otherwise Indicated

2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020

Revenue Requirement per MMBtu
    US 0.85            0.68        0.69        0.70        0.70        0.71        0.70        0.67        0.65        0.63        0.61        0.59        
    Canadian 0.90            0.82        0.80        0.79        0.77        0.76        0.75        0.73        0.71        0.70        0.68        0.67        
        Total 1.74            1.50        1.49        1.49        1.48        1.47        1.44        1.40        1.37        1.33        1.29        1.26        

Levelized Tariff Estimates

Nominal Tariffs (Current $/MMBtu)
Total Tariff 1.38          
Included Income Taxes 0.11          
Tariff w/o Inc Taxes 1.27          
Added Cost of Inc Taxes
    Total 8.7%
    Federal only 6.7%
Monthly Cost 21.23        

Levelized Tariff (Constant 2001$)
Total Tariff 1.43            1.20        1.17        1.13        1.10        1.06        1.02        0.97        0.92        0.87        0.83        0.79        
Levelized 0.92          

Projected Income, Cash Flow, and Internal Rate of Return

Income Statement
Revenues

Tariff1 ($/MMBtu) 1.74            1.50        1.49        1.49        1.48        1.47        1.44        1.40        1.37        1.33        1.29        1.26        
Annual Sales (BCF) 173             173         173         173         173         173         173         173         173         173         173         173         
Btu per cubic foot 1,080          1,080      1,080      1,080      1,080      1,080      1,080      1,080      1,080      1,080      1,080      1,080      
Total Revenues 327             280         280         279         277         274         270         263         256         249         242         235         

Operating Expenses
Operation and Maintenance 30               31           32           32           33           34           35           36           37           38           39           40           
Depreciation 69               69           69           69           69           69           69           69           69           69           69           69           
Property Tax 34               34           33           33           32           31           30           30           29           28           26           25           
Total Operating Expenses 134             134         134         134         134         134         134         134         134         134         134         134         
    Operating Income before Income Tax 193             147         146         145         143         140         135         129         122         115         108         101         
US Income Taxes 15.64          (12.30)     (7.45)       (3.20)       0.57        3.91        5.03        4.16        3.24        2.43        1.50        0.70        
Canadian Income Taxes 24.85          12.58      13.06      13.49      13.86      14.18      14.44      14.66      14.83      14.96      15.04      15.09      
    Operating Income after Income Taxes 153             146         140         134         128         122         116         110         104         98           92           85           
Interest Expense 90               87           83           80           76           72           69           65           62           58           54           51           
Net Income 62               60           57           55           52           50           47           45           42           40           37           35           
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TABLE 3
Alaska Gas Pipeline
Financial Analysis of Ownership

Participation by the State of Alaska

Tariff and Base Internal Rate of Return Projections
Dollar Amounts in Millions unless Otherwise Indicated

2021 2022 2023 2024 2025 2026 2027 2028 2029 2030 2031 2032 2033

Revenue Requirement per MMBtu
    US 0.57        0.55        0.52        0.60        0.67        0.65        0.62        0.60        0.58        0.56        0.53        0.51        0.49        
    Canadian 0.65        0.63        0.61        0.60        0.58        0.56        0.54        0.52        0.50        0.48        0.46        0.44        0.42        
        Total 1.22        1.18        1.14        1.19        1.25        1.21        1.17        1.12        1.08        1.04        1.00        0.95        0.91        

Levelized Tariff Estimates

Nominal Tariffs (Current $/MMBtu)
Total Tariff 1.38          
Included Income Taxes 0.11          
Tariff w/o Inc Taxes 1.27          
Added Cost of Inc Taxes
    Total 8.7%
    Federal only 6.7%
Monthly Cost 21.23        

Levelized Tariff (Constant 2001$)
Total Tariff 0.74        0.70        0.66        0.68        0.69        0.65        0.61        0.58        0.54        0.51        0.47        0.44        0.41        
Levelized 0.92          

Projected Income, Cash Flow, and Internal Rate of Return

Income Statement
Revenues

Tariff1 ($/MMBtu) 1.22        1.18        1.14        1.19        1.25        1.21        1.17        1.12        1.08        1.04        1.00        0.95        0.91        
Annual Sales (BCF) 173         173         173         173         173         173         173         173         173         173         173         173         173         
Btu per cubic foot 1,080      1,080      1,080      1,080      1,080      1,080      1,080      1,080      1,080      1,080      1,080      1,080      1,080      
Total Revenues 228         221         213         224         234         226         218         211         203         195         186         178         170         

Operating Expenses
Operation and Maintenance 41           42           43           44           45           46           47           48           49           51           52           53           55           
Depreciation 69           69           69           69           69           69           69           69           69           69           69           69           69           
Property Tax 24           23           21           20           18           17           15           13           11           9             7             5             2             
Total Operating Expenses 134         133         133         133         132         132         131         130         130         129         128         127         126         
    Operating Income before Income Tax 94           87           80           91           102         94           87           80           73           66           58           51           44           
US Income Taxes (0.23)       (1.03)       (1.96)       14.98      31.86      30.99      30.13      29.26      28.39      27.53      26.66      25.80      24.93      
Canadian Income Taxes 15.10      15.07      15.02      14.92      14.80      14.65      14.47      14.27      14.04      13.78      13.51      13.21      12.89      
    Operating Income after Income Taxes 79           73           67           61           55           49           43           37           31           24           18           12           6             
Interest Expense 47           43           40           36           33           29           25           22           18           14           11           7             4             
Net Income 32           30           27           25           22           20           17           15           12           10           7             5             2             
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TABLE 3
Alaska Gas Pipeline
Financial Analysis of Ownership

Participation by the State of Alaska

Tariff and Base Internal Rate of Return Projections
Dollar Amounts in Millions unless Otherwise Indicated

2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020

US Income Taxes
Revenues 159             128         130         131         132         132         130         126         122         118         114         110         
Operation and Maintenance 15               15           16           16           17           17           17           18           18           19           19           20           
Depreciation (for Taxes) 43               82           74           66           60           54           51           51           51           51           51           51           
Property Tax 17               17           17           16           16           16           15           15           14           14           13           13           
Interest Expense 45               43           42           40           38           36           34           33           31           29           27           25           
Taxablle Income 38               (30)          (18)          (8)            1             10           12           10           8             6             4             2             
State of Alaska Tax 4                 (3)            (2)            (1)            0             1             1             1             1             1             0             0             
Federal Tax 12               (9)            (6)            (2)            0             3             4             3             2             2             1             1             
  Total US Income Tax 16               (12)          (7)            (3)            1             4             5             4             3             2             2             1             

Canadian Income Taxes
Revenues 168             153         150         148         145         142         140         137         134         131         128         125         
Operation and Maintenance 15               15           16           16           17           17           17           18           18           19           19           20           
Depreciation (for Taxes) 22               42           40           38           36           34           33           31           29           28           26           25           
Property Tax 17               17           17           16           16           16           15           15           14           14           13           13           
Interest Expense 45               43           42           40           38           36           34           33           31           29           27           25           
Taxablle Income 69               35           36           37           38           39           40           41           41           41           42           42           
  Total Canadian Income Tax 25               13           13           13           14           14           14           15           15           15           15           15           

Cash Flow
Capital Investment (1,724)        
Operating Income 153             146         140         134         128         122         116         110         104         98           92           85           
plus Depreciation 69               69           69           69           69           69           69           69           69           69           69           69           
Net Cash Flow (1,724)        221             215         209         203         197         191         185         179         173         167         160         154         

Interest expense 90               87           83           80           76           72           69           65           62           58           54           51           
Principal payment 48               48           48           48           48           48           48           48           48           48           48           48           

Principal and interest payment (1,206)        139             135         132         128         124         121         117         113         110         106         103         99           
Net Cash Flow after Interest Payment (517)           83               80           78           75           73           70           68           65           63           60           58           55           

IRR--Total Capital 8.85%
IRR--Debt 7.50%
IRR--Equity 12.00%

1  The tariff shown is based on the simplifying assumption that the tariff will be equal to the annual revenue requirements.  In fact the tariff will be negotiated to be fixed for many years base on a levelizing formula
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aska

Return Projections
s Otherwise Indicated

2021 2022 2023 2024 2025 2026 2027 2028 2029 2030 2031 2032 2033

106         102         98           112         125         121         117         113         108         104         100         95           91           
aintenance 20           21           21           22           22           23           24           24           25           25           26           27           27           
Taxes) 51           51           51           25           -          -          -          -          -          -          -          -          -          

12           11           11           10           9             8             8             7             6             5             4             2             1             
24           22           20           18           16           14           13           11           9             7             5             4             2             
(1)            (3)            (5)            36           77           75           73           71           69           67           65           63           61           

ax (0)            (0)            (0)            3             7             7             7             7             6             6             6             6             6             
(0)            (1)            (2)            12           25           24           23           23           22           21           21           20           19           

e Tax (0)            (1)            (2)            15           32           31           30           29           28           28           27           26           25           

xes
122         118         115         112         108         105         101         98           94           90           87           83           79           

aintenance 20           21           21           22           22           23           24           24           25           25           26           27           27           
Taxes) 24           23           22           20           19           18           18           17           16           15           14           14           13           

12           11           11           10           9             8             8             7             6             5             4             2             1             
24           22           20           18           16           14           13           11           9             7             5             4             2             
42           42           42           41           41           41           40           39           39           38           37           37           36           

Income Tax 15           15           15           15           15           15           14           14           14           14           14           13           13           

79           73           67           61           55           49           43           37           31           24           18           12           6             
69           69           69           69           69           69           69           69           69           69           69           69           69           

148         142         136         130         124         118         112         106         99           93           87           81           75           

47           43           40           36           33           29           25           22           18           14           11           7             4             
48           48           48           48           48           48           48           48           48           48           48           48           48           

rest payment 95           92           88           84           81           77           74           70           66           63           59           55           52           
nterest Payment 53           50           48           46           43           41           38           36           33           31           28           26           23           

n the simplifying assumption that the tariff will be equal to the annual revenue requirements.  In fact the tariff will be negotiated to be fixed for many years base on a levelizing fo
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