GOVERNMENT INVOLVEMENT IN LARGE ENERGY PROJECTS

I’d like to welcome the many participants in this conference who traveled for long distances to get here. Alaska is a familiar spot for visitors during our short summers, but our winters are less well attended. We look forward to a successful conference.

Before I begin, I would like to recognize the great contributions of the NEAEF’s Chairman, Dr. Lee-Jay Cho. For many years Dr. Cho has been an effective advocate for economic cooperation among the nations of Northeast Asia. The ideas and the informal conversations which have taken place in the NEAEF conferences over the years have been instrumental in supporting major transboundary economic initiatives. 

When Dr. Cho offered me the opportunity to present the keynote address to this conference, he put me in a difficult spot. In planning this conference, I had recommended that we reduce the number of geopolitical speakers and increase the technical presentations, in order to address specifics which would be of interest to the attendees. But as a person who finds it difficult to operate a lawnmower,  I have very little technical knowledge to offer, so all I can talk about is broad-based geopolitical trends. In that spirit I will offer a few observations which I hope will be useful in setting a kind of framework for our session this week.

My main purpose today is to make a case for focused and goal-oriented involvement by national governments in large energy projects which transcend national borders.

For many years, but especially since the dissolution of the Soviet Union,  my country has relentlessly championed the primacy of the marketplace in economic transactions. The message could be interpreted to mean that governments had no constructive role to play in such private transactions, and that the “law of the marketplace” would alone decide whether projects were justified: in an energy context, if there was sufficent demand to justify the development of energy sources such as oil and gas fields, hydroelectric projects, or nuclear reactors, the global financial network would respond and the project would be built.

This approach has worked well for relatively small and midsized projects. The margin of possible error can be quantified in advance, the risk to capital assessed, and if things do not work out as expected, companies and financial partners might lose money, but these losses can be absorbed, especially by large institutions which have other successful projects with which to offset the unsuccessful ones.

But as energy projects, especially transportation modes such as pipelines, grow steadily larger and more complex, there is an increasing unwillingness on the part of private interests to accept the risk of massive failure. The reason is simple: investment is essentially a bet on the future, and no one really knows what the future might bring. Many of the projects being contemplated today, in Northeast Asia and in North America, are designed to meet long-term energy needs projected by both private-sector analysts and governments. In essence, they require the investors to be fortune-tellers.

But such projections carry within them the seeds of potential disaster. Most large multinational companies adopt the view that they cannot predict events beyond three or perhaps five years from the present. What if the current global recession lasts for another ten years, instead of the eighteen months predicted by optimistic economists? What will the global economy look like in five or ten years? No one knows.

Large pipeline projects have to carry large volumes; otherwise there is no economy of scale. There is little opportunity for the kind of incremental responses to demand that have so far characterized the energy markets. To be  more specific,  how would the United States energy market go about absorbing a sudden increase of over 5 billion mcf of natural gas every day, as contemplated by some of the Alaska gas proponents? Can the Beijing area actually utilize all the gas piped from Lake Baikal? What internal adjustments must be made in Japan to justify the volume of Sakhalin natural gas needed to support construction of a pipeline, or even LNG facilities? 

On the other hand, where incremental local sources cannot meet demand, rising energy costs can cripple a national economy in an increasingly competitive global market.  Of course a government can adopt a reactionary posture: that is, we will do whatever is necessary when it happens. But the time required to address the logistics of a huge project such as the Baikal-to-Beijing pipeline, or the Alaska gas pipeline, means that when the need becomes evident, it might be ten years before relief can take place. In the meantime, the national economy suffers from unnecessarily high energy prices, and growth can be stifled.

I want to suggest to you that there is a pragmatic middle ground for governments. While history strongly suggests that government prognosticators are usually wrong when they try to forecast the future, there are reasonable actions which a government can take which serve to reduce the risk inherent in such large energy transportation systems. Where a project is to cross national boundaries and are held to be in the national interests of each nation,  I believe the respective national governments should seriously consider elevating the venue to a treaty status, thereby placing each in a position to directly negotiate its own perceived national interests, and secondly by prempting squabbling local jurisdictions which otherwise would have an effective veto power over the project. Of course, by doing so each national government would be required to respond to legitimate local demands, which they are uniquely qualified to do, especially compared to private-sector project participants. 

Let me apply that rationale to a project with which I have some passing familiarity: the proposed natural gas pipeline from Prudhoe Bay to Alberta, from where it would flow through existing pipeline networks to US markets. In order to do so, it will be necessary to describe the existing situation as briefly as possible. The problems besetting this project are not unique; you will find some version of them to apply to almost every major transnational energy project currently on the drawing boards, including Irkutsk-to-Beijing and Sakhalin-to-Japan. 

Alaska North Slope oil production, on the Arctic coast, brings with it a very large volume of associated natural gas.  Today that gas is produced, then reinjected into the reservoir, a practice which has enhanced oil production.  These enormous proven reserves, when added to Canadian reserves which are surplus to Canadian needs,  could resolve most of the US future demand for gas for as long as 30 years.

But the time is fast approaching when the practice of reinjection of Prudhoe Bay gas will be economically counterproductive. In the meantime, US government sources say this gas will be necessary if the nation is to meet its electrical power needs in another 10-12 years. The artificially-created increases in natural gas prices in 2001 created a sudden interest in moving Prudhoe Bay gas to market. Studies were commissioned by the producers. Governments at a national, state, and local level began to focus on the gas as an engine for employment and revenue. Even after the tide of inflated gas prices receded to their previous levels and below, the discussions among producers and governments continued.

Most of that discussion has been focused on the routing of a pipeline to transport Prudhoe Bay natural gas to US markets. Without getting into unnecessary detail, the producers would like to transport the gas by the most cost-effective route, which is clearly across the Arctic Coast to the Mackenzie Valley, then down through an existing Canadian pipeline network to the US markets. The Mackenzie Valley also has large gas reserves which are currently “shut in” due to the lack of a pipeline. 

As of today, this major project, said to be necessary for US energy security, is hopelessly entangled in a mass of conflicting political demands. The State of Alaska has aggressively demanded that the gas be transported by a much longer and more expensive route which would create construction jobs and present the possibility that the gas could be used as a feedstock for Alaska-based industries, presently undefined. This demand has taken the shape of an Alaska law banning the gas from being transported by any route other than the one favored by Alaska political leaders.

In the meantime, any pipeline will need to be routed through Canada. Canada’s national interests are to bring its own gas to market, and to oppose the transportation of a massive quantity of Alaska gas through Canada to the US markets, where it will drive down gas prices and displace Canadian gas. The Alaska producers, effectively held hostage by the Alaska government, have understandably decided to defer any action in the hope that a more temperate Alaska government policy will surface in future. It is clear that no Prudhoe Bay natural gas pipeline can be built under the current circumstances, regardless of the perceived need..

But if Prudhoe Bay gas is deemed critical to the national interest, the US government need not stand idly by. It can step forward and break this terminal gridlock.  Indeed, federal action is likely a necessary step if this gas is ever to come to market. 

The US government can begin the process of negotiating the terms of Prudhoe Bay gas production with the Canadian government. If it does so, the following results can be predicted with confidence:

1. Routing, permitting and right-of-way questions will be decided through negotiations between the respective governments, meaning that provincial, state, municipal, and tribal governments will be preempted.

2. The pipeline will reflect the most cost-effective, i.e., least expensive, route. To do otherwise, the US government would be required to subsidize the more expensive route, which is a violation of its own trade pact with Canada and unacceptable national policy besides.

3. The parties will negotiate the proportion of each country’s reserves which will be allowed access to the pipeline, and will provide for the line to be a common carrier within certain negotiated rules.

4. The countries will provide for cross-border labor opportunities during the construction process, through which the experienced Alaska workforce can obtain employment on both sides of the border, and vice-versa.

The process outlined above would likely result in the creation of an orderly process through which construction of a pipeline can be accomplished with dispatch as soon as market signals justify the effort. At present, all progress is halted. Furthermore, every indication is that when the markets are ready, the same parties will take up their legal weapons and resume their same positions, with a stalemate that cannot be broken without federal intervention. Certain delay can be avoided by addressing the causes beforehand. 

As for the Prudhoe Bay producers, they can wait until gas-to-liquids technology advances beyond its current state and until it serves their respective internal purposes to market gas-to-liquids as a petroleum substitute, but GTL will not address the questions of US electrical generation which the US government regards as the critical component of future energy needs.

I have made these comments in the full understanding that I am speaking of a problem which is located in the United States and Canada, and not in Northeast Asia. But I believe that national governments wherever located can reduce unnecessary project delays by becoming active and knowledgeable participants in mediating the political disputes which might otherwise cause major damage to national economic interests.

I thank you for your attention.

