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Money has a cost, and that cost is, in great part, determined by the risk.  Banks offer lower interest rates to wealthy borrowers, just as they charge higher rates to applicants with a poor credit record or weak collateral.  It’s nothing personal, just business.

And that’s how the state needs to approach the natural gas project – it’s business, not social policy to create temporary construction jobs, not emotions to avoid the inevitable tax we’re going to have to impose on ourselves, or retribution against the big North Slope producers, but a business decision based on risk.

Today’s Wall Street Journal reported that Williams Companies needed to raise cash in August but it’s rating had been downgraded twice since July and the company couldn’t raise the money from traditional sources.  So it took the best option, perhaps the only option available. Williams borrowed $900 million from Lehman Brothers and Berkshire Hathaway and is paying 34% interest on the one-year loan – plus the company had to pledge its gas reserves as collateral.

That’s the price of high risk.  You may want to believe in a state-owned gasline, but you’ve still got to borrow the money and convince investors that the risk is so minimal that they should lend you billions of dollars for the largest construction project in the nation’s history.

If the state built the project, it would be looking to borrow billions from the same investors, the same bondholders and shareholders that have been reluctant to invest in the project if built by the producers or pipeline companies. We do not make the project instantly more attractive to investors simply by having the state take over ownership, unless the state is willing to underwrite the billions of dollars of risk — and I don’t believe the state can afford to do that. 
And state ownership does nothing to minimize the risk of expensive cost overruns on the project.  An overrun of just 20% -- small by standards for such a project – could cost $2.5 billion or more.  That’s what it cost to build the entire Alliance pipeline from Alberta to Chicago.

I believe the Alaska Natural Gas Development Authority, although well intentioned, is ill conceived.  Those are the same words I used last week to describe the state’s $50-plus million investment in the seafood plant out past the airport, which is no coincidence as both projects share the common problem of using state money for an extremely risky venture.

Here’s why I believe a state authority to build, own and operate a gasline from Prudhoe Bay to Prince William Sound would be a bad choice:

· First, the presence of the new state gasline authority would be a serious distraction to the ongoing efforts by the producers — and Congress — to commercialize the gas.  Public officials, BP and Phillips have put forth a considerable effort in Congress to push for federal participation in this project.  It would seem that creation of a state authority to take over the project would only create conflict with ongoing private efforts and also add an element of divisiveness to the national discussion under way in Congress.

· The state does not have the money to build the project.  Proponents estimate the project cost at $12 billion, although some believe the cost could go much higher.  Supporters maintain they can borrow 100% of the cost.  Given our understanding of project financing, and our conversations with oil and gas financial consultants, we believe that no one would loan money to the project without an equity contribution. Investors just don’t lend 100% on a project of this size with this risk — the risk being the sole source of repayment of the debt would be one pipeline from one point to another.  If anything happens to that line, there would be no funds to repay the debt.

· Assuming the new state authority could not obtain 100% financing, where would it get the money needed for its equity contribution to the project?  The standard for such projects appears to be at least 30% equity from the owners (that’s what the oil and gas producers were required to put up in the late 1990s to finance the $2.5 billion Alliance gasline from Alberta to Chicago).  Assuming that the Alaska gasline could be built for $12 billion, and assuming the state authority could find investors to finance 70% of the cost, where would the authority come up with its 30% equity ($3.6 billion)?  The Constitutional Budget Reserve likely will be empty by then, and the Permanent Fund earnings reserve is half a billion dollars below water today and will be fortunate enough to recover in value just to pay dividends and inflation proofing the next couple of years.  The state just isn’t sitting on $3.6 billion.

· Also, even before financing, a feasibility study and engineering and permit applications and gas purchase and sales contracts would be necessary.  The Department of Revenue estimates the work could cost in excess of $200 million. As a feasibility study generates no revenues, and may actually conclude the project is not viable, we believe it would be impossible to borrow any money for feasibility, engineering or permit work — which means the entire cost would have to come from the state.

· As for the product itself, Alaska LNG cannot compete with LNG from the numerous other nations with gas sitting at tidewater that do not have to build a multibillion-dollar arctic pipeline to get their gas to tidewater.  Gas from Australia, Indonesia, even the Middle East will always be less expensive than Alaska gas to get into a tanker and ship to Japan or Taiwan or elsewhere in the Far East.

