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Thank you, and greetings from the state that doesn’t believe in taxes, that dislikes government, yet rejoices every fall when the state hands out a billion dollars in free-money checks to every resident.  I figure it’s the constant freezing and thawing of our brains that has made us just a little bit goofy.

I’d like to talk with you about the Alaska Natural Gas Pipeline Project.  As they say in courtroom TV dramas, let’s stipulate to a few facts in the case before proceeding.

Fact No. 1: Everyone wants the gasline built.  Alaskans want the jobs and the tax revenues.

No. 2.  The Puget Sound business community wants it, for you stand to share in the economic activity of a $20 billion construction project.

No. 3.  Pro-development forces have passionately wanted it since the 1970s.

No. 4.  Even the environmentalists, who prefer clean-burning natural gas to oil, are on board for this pipeline that would run 1,800 miles from Alaska’s North Slope to Alberta, where the gas would flow into the North American distribution grid for delivery to the Midwest and West Coast.

And, for No. 5, certainly the three major North Slope oil and gas producers want the pipeline.  They’re sitting on at least 35 trillion cubic feet of natural gas — maybe 100 trillion cubic feet.  At a wellhead price of $1 a thousand cubic feet, that’s $35 billion to $100 billion in gross revenues.

Finally, there are the consumers.  Let’s stipulate that they, too, want the gasline for the long-term, stable gas supply it will bring to market.  Of course, they don’t want to pay too much for the gas, but no one ever does.

Considering that everyone wants it, you’d think the groundbreaking would be scheduled for next week — or next month at the latest.  But just as the volume of gas is huge, the financial rewards large, and the construction project massive, so, too, is the risk beyond any other private construction project ever attempted.

There are a lot of obstacles to overcome before anyone digs the first trench and lays the first pipe.  It’s going to take a lot of work but the long-term benefits to Alaska, its residents and gas consumers nationwide are well worth it.  I'm not here today for a cheerleading speech, but to explain some of those obstacles.

The decision of when — even whether to build the project — is all about minimizing, managing and sharing that risk.

First I’d like to update you on what’s going on in Juneau and Washington, D.C. to help encourage development of the gasline.

In Washington, the Senate energy bill includes federal loan guarantees of $10 billion for the project.  That helps lessen the risk to project developers, but it only protects against loss on the debt issued to finance construction.  It does nothing to protect the producers for the price risk, the possibility that they could lose money on every cubic foot of gas they ship to market.

More importantly, the energy bill includes a price support mechanism to guarantee producers a price of $3.25 per thousand cubic feet in Alberta, with an escalator clause for inflation.  Federal tax credits would make up the difference between the actual selling price and the floor at $3.25.

It’s not the same as mailing a U.S. Treasury check to a cotton or peanut farmer, in that the federal subsidy would pass to Exxon or BP or Phillips in the form of a credit against other taxes owed.  But the outcome is the same.

Here’s why price risk is such a concern.  Whereas the cost of moving North Slope oil to market is about 25% of the sales price at the refinery, the cost of moving gas to Chicago is closer to 75%. There just isn’t that much margin left after paying the transportation cost. A small swing in the market could mean a losing year for whichever company owns the gas moving through the pipeline.

It’s a policy call that the U.S. government should protect the producers from the risk of money-losing gas prices.  It’s a policy call that the availability of gas in Lower 48 markets is worth the financial risk to the U.S. Treasury.  And this provision most certainly transfers risk to the U.S. government.  Prices have reached the $3.25 floor in just 15 of the past 144 months, meaning the tax credit would have kicked in 90 percent of the time.

The producers would have to repay the tax credits, but only when the price of gas exceeds the equivalent of $4.88 per thousand cubic feet in Alberta.  Prices have exceeded that repayment level in just eight months out of the past 12 years.

Of course, those were the prices of the 1990s, and most people assume gas prices will be higher in the next decade.

But just to give you an idea of the potential cost to the Treasury, the tax credit subsidy would be $450,000 a day for each dime the price falls below the floor at $3.25.

Although the price support provision is supposed to lessen the risk, it creates a couple more problems.  It has upset our Canadian neighbors, who are not happy at the U.S. government subsidizing a project that could compete with Canadian gas.  Remember, these are the same Canadians who already are a little touchy over lumber tariffs slapped on their exports to the U.S.

And, many Lower 48 gas producers — and their elected officials — are equally grumpy over the prospect of competing with the mega-volume of price-guaranteed gas from Alaska.

One more item before we leave this subject. Reuters news service reported last week that U.S. Energy Secretary Spencer Abraham said the president favors a market approach to arctic gas development.  He told reporters the president does not back the price support for Alaska gas.  He made the announcement standing next to the Canadian Natural Resources minister.  

Meanwhile, the Senate energy bill is headed to a conference committee with the House, and a final package is expected this summer.  The House version does not have the price support provision, but it does have a section to open the Arctic National Wildlife Refuge to oil drilling, which the Senate rejected.  It will be a summer of energy headlines for Alaska.

Closer to home, the Alaska Legislature is considering its own set of incentives to help lessen the risk to project developers.

The State House this week is considering a bill that would waive 100% of the property taxes on the project during construction and for the first full year of operation.  The estimated price tag of the tax holiday to state and local treasuries is about $600 million.

Supporters of the provision say it is needed to help improve the project’s economics.  No doubt a heavy property tax bill during construction — when there is no cash flow — is not good for developers risking $20 billion.

Opponents say it is too much of a give-away without securing a promise the line will be built.

The legislature also is considering a measure that would allow project developers to negotiate a long-term contract for payments in lieu of all taxes — property, corporate income and production taxes.  The goal is fiscal certainty, knowing the tax bill for years to come.

Other legislators have considered state ownership of all or part of the project.  They figure the state would be in a better position to promote and control the project if it had a seat on the board of directors.

In fact, Alaskans are scheduled to vote this fall on a citizens initiative to set up a new public corporation to build, own and operate a gas project.  If the project is uneconomical to private developers, then maybe the answer is for the state to borrow $20 billion on Wall Street and build it itself.  Who says the ice fog doesn’t blur our vision up north?

The Department of Revenue, with help from CH2M Hill in Bellevue, released a report in January recommending against state investment in the project.

We said Alaska could not afford the equity risk, and government involvement on the board of directors likely would hinder, not help.

If there were anything the state could do to help the project, it would be to find a way to assist with tax-exempt financing.

Turns out there is a way for tax-exempt debt. The federal law that transferred the Alaska Railroad to the state in the 1980s allows the corporation to issue tax-exempt debt for almost anything it wants.  In this case, the Railroad could sell the bonds for the project, and the producers or pipeline companies -- not the state -- would be responsible for repaying the debt.

Tax-exempt financing could save the project more than $1 billion in financing costs over 30 years.

Looking at the package, we’ve got tax-exempt financing, federal price supports, and a state property tax holiday.  Not bad, but there is still that ugly risk to deal with.

Let’s look at the cost of the project.  The producers estimate $20 billion, plus or minus 20%.  A 20% overrun is $4 billion.  But what if it’s 30%?  That’s a $6 billion overrun.  As if that weren’t scary enough, remember that the Trans-Alaska Oil Pipeline exceeded its original cost estimates eight-fold.  BP just last year brought its Northstar oil field on line after significant cost overruns.

What if the Federal Energy Regulatory Commission disallows some of the extra costs in setting the gasline tariff?  And even if the builders were allowed to recover their cost overruns, it could take years to recoup the money — years that the money could have been used somewhere else in the world to generate profits.

Just as money is a problem, so is the project’s size.  The Alaska gasline would supply about 4.5 billion cubic feet to an estimated 70 billion cubic feet per day market.

Many in the industry expect that much gas will push down prices across the United States.  That drop in prices could last two or three years as the market absorbs the large supply of gas.  The producers have to be worried that their Alaska gas could force down the price they earn on the other 65 billion cubic feet of gas in the market.

So although the federal price support plan would maintain corporate profits on Alaska gas, it would do nothing to prevent substantial income losses for all the other gas in the market competing with the subsidized North Slope gas.

The risks work against Alaska in that producers might be more willing to take 20 $1 billion risks on smaller projects across North America rather than put all of their money into one gasline.

Many of those smaller projects likely will come in the form of liquefied natural gas tankers and receiving terminals along the coast.  There is plenty of affordable gas available to U.S. markets.  Trinidad, Nigeria, Algeria, Venezuela, East Timor near Australia, even Bolivia are all looking to sell gas to America.

The reality is that LNG from many of those countries may well be delivered to the U.S. at a lower cost than gas traveling from Alaska’s far north.

A final risk is that if the price rises enough to make the Alaska project economical, experience tells us that many large gas users likely will switch to cheaper fuels or even shut down their operations and stop buying gas.  Pricing yourself out of the market is a real fear.

In closing, the three North Slope producers appear hesitant to take all the risk — the risk of construction cost overruns, the price risk and the larger risk of the project’s effect on the market.

The pipeline companies would be happy to build the line if the producers agreed to sign “ship or pay contracts,” committing to pay the pipeline companies a tariff regardless of the market price.  But if that tariff reflects the actual costs of construction, including cost overruns — as opposed to a fixed price — the producers still would be stuck with all the risk.

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

As I said, there are problems, but the benefits make it well worth our effort to find answers.

