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Sponsor Statement 

HJR 35
E ncou rag ing  fe d e ra l leg islation  to im p ro v e  federa l fiscal te rm s fo r a tran s -A la sk a  gas 
pipeline.

HJR 35 is a statement by the 20th Alaska Legislature urging Alaska’s congressional delegation to enact 
legislation that would seek to improve the competitiveness o f the trans-Alaska gas pipeline.

The State o f Alaska recently commissioned a report, by Dr. Pedro Van Meurs, on the economic viability o f 
the trans-Alaska gas line. Dr. Van Meurs found that the project would need some state and federal fiscal 
adjustments in order to stimulate the project investment structure. HJR 35 will encourage Alaska’s 
congressional delegation to sponsor the fiscal legislation necessary to complete the federal portion of the 
fiscal package.

There is already ample justification to adopt favorable legislation for the gas line from a federal perspective. 
The trans-Alaska gas line project would establish a substantial new source o f taxable income. Billions o f  
dollars would be generated in federal corporate income tax. Based on a scenario o f $3.50 per million cubic 
feet (met) and an estimated cost o f  $12 billion the project would generate approximately $26.7 billion in tax 
income for the federal government over a 30 year period. The project could also improve the United States 
trade deficit with Asian countries.

We have heard, repeatedly, that the Asian market window for natural gas sales will begin around 2005. The 
Asian market is eager to purchase north slope gas and Alaska must proceed immediately with the gas 
project if we are to participate in this market window. Fierce competition among suppliers is expected from 
foreign gas projects and therefore Alaska needs to offer a coordinated proposal at a competitive price. 
Given the short time frame for establishing an economically viable project, it is important to begin the 
formation o f a fiscal platform as soon as possible. By coordinating our efforts we will shorten the timetable 
needed to bring this project on line and thereby increase Alaska's ability to establish a place in the 
competitive LNG market.

The need for a unified message from Alaska is critical in portraying fiscal and political stability as well as 
instilling confidence within the Asian marketplace. It is imperative that the Federal government, State of 
Alaska, and Local governments work together toward a unified position that will enhance the economic 
competitiveness to bring this project from concept into actuality. HJR 35 will assist in that capacity.
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SUGGESTIONS FOR NEW TERM S 
FOR THE ALASKA NORTH SLOPE 

LNG PROJECT

1. INTRODUCTION

The North Slope of Alaska contains natural gas reserves of about 35 trillion 
cubic feet. Most of these reserves are contained in the Prudhoe Bay field. One of 
the ways in which these reserves can be produced is through the export of the gas in 
the form of LNG ( liquid natural gas).

A possible LNG project could be an important source of revenues for the 
State o f Alaska and would create significant employment and business 
opportunities. It is therefore important for the State of Alaska to analyze the 
possible optimal fiscal conditions under which this project would become a reality.

The Revenue Department of the State of Alaska requested the consultant to 
provide a report on possible new fiscal and other terms for the Alaska North Slope 
LNG project. Tbe study is based on a comparative analysis of international LNG 
terms and conditions. This executive summary reflects the main conclusions and 
recommendations of this analysis.

2. PROJECT DESCRIPTION

A possible initial LNG project could produce and export about 14.5 million 
tons of LNG per year. This level might be reached over a six year period increasing 
sales volumes by about 2.5 million tons per year. The project would use initially the 
gas reserves of the Prudhoe Bay field. A large conditioning plant, a large diameter 
gas pipeline and a liquefaction facility in Valdez would be required. A fleet of about 
14 LNG tankers would ship high Btu gas to East Asian markets starting in the 2005 
- 2010 period. This project configuration was used as the basis for the 
recommendations in this executive summary.

Alternative configurations of the project are also possible. A gas pipeline 
could be built to the northwestern Alaska coast and ice-breaking LNG tankers could 
be used for the gas export. The Point Thomson gas reserves could be used from the 
start of the project.

The ramp-up speed is an important economic variable in the project and 
could be faster than the 6 years assumed in the basic project configuration.



In the ease of the Alaska North Slope LNG project the competitive conditions 
do not only apply to the profitability of the investment opportunities, but relate also 
to the market access of the gas. The fiscal system has to enable investors to 
conclude the necessary gas sales in the East Asian region.

One of the consequences is that the fiscal structure Alaska LNG project as a 
whole - the upstream and well as the downstream - has to be considered.

3.2.2 STRUCTURE OF THE GOVERNMENT TAKE

W ith respect to the structure of the government take there are two important 
issues, which are progressivity and back-end loading.

3.2.2.1 PROGRESSIVITY

A progressive fiscal system is a system whereby the government take is 
modest in case of conditions of low profitability and high in case of high 
profitability. A progressive fiscal system achieves the highest level of economic 
activity in conjunction with the highest level of economic rent extraction.

A regressive fiscal system is a system whereby the government take is high in 
case of conditions of low profitability and low in the case of high profitability. A 
regressive system results in a situation where marginal projects will not be 
undertaken and whereby the government is not earning tbe highest possible 
economic rent in case of high profitability.

The most efficient way to promote optimal economic activity with effective 
economic rent collection is therefore to adopt a progressive system.

It should be noted, however, that progressive systems have a drawback for 
governments. They result by their very nature in important swings in government 
revenues if there arc important changes in prices or costs. In order to properly 
manage a progressive fiscal system a government has to have a “buffering” system 
in place, such as a special fund to which government contributes when prices are 
high and which the government could use in case prices are low.

At the same time it should also be noted that large corporations look for 
“upside” in an investment and a severe reduction of the upside would reduce the 
investors interest in the project.
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4.1.1 UPSTREAM

4 .1 .1 .1  B O N U S E S

Alaska employs a system of competitive bonus bidding for tbe allocation of 
acreage.

4 .1 .1 .2  R E N T A L S

Surface rentals in the Prudhoe Bay area are $ 1 per acre.

4 .1 .1 .3  R O Y A L T IE S

Royalties for Prudhoe are 12.5% of the value at the lease boundary. A 
processing allowance of S 0.18 per M cf is permitted for gas as a deduction from this 
value. This allowance escalates with inflation.

4 . l . t . 4  S E V E R A N C E  T A X

The severance tax rate for oil is 12.25% for the first 5 years and 15% 
thereafter and for gas it is 10%. The severance tax is calculated on the value at the 
lease boundary less royalties. For gas there is a processing allowance of S 0.20 per 
M cf (assumed pending draft regulations). Also there is minimum severance tax of 
$ 0.064 per M cf regardless of the price.

The severance tax for oil and gas is reduced by the Economic Limit Factor 
(ELF). This factor varies between 0 and 1 and depends on the daily well production 
in the case of oil and gas and also total daily field production in the case of oil.

4 .1 .1 .5  C O R P O R A  T E  IN C O M E  T A X

The federal corporate income tax rate is 35% . Losses can be carried forward 
and interest is a deductible expense. Depreciation for federal purposes varies from 
asset class to asset class and is based on the MACRS system. Typically, the 
conditioning plant would be depreciated over 8 years.

The Alaska corporate income tax rate is 9.4% applied on a unitary world­
wide basis of income. The experience of Alaska is that Alaska only receives about 
half this amount as a result of the apportionment procedures. The Alaska 
corporate income tax is deductible for federal corporate income tax purposes, 
creating a total tax rate of 41.1%.
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On average, the total Alaska fiscal system (Federal, State and local) is:
-- slightly regressive or slightly progressive on a total project basis 

depending on the economic conditions and the tax position of the investor, and 
— front-end loaded.

This means that the Alaska fiscal system is not optimal for an LNG project.

The rate of return to the investors is less than it needs to be. The rate of 
return is particularly negatively affected under marginal economic conditions. 
However, under high price scenarios, the total government take is less than it could 
be.

The current Alaska fiscal system could therefore be improved in order to 
make the LNG project more attractive by making the project more profitable and 
less risky. The system could also be improved by making it a more effective 
economic rent collector.

5. COMPARATIVE ECONOMICS

5.1 FINANCIAL E V A L U A T I O N  CRITERIA

5.1.1 HURDLE RATE

Probably the most important yardstick for assessing the profitability of the 
Alaska project is the “hurdle rate”.

The hurdle rate is the minimum cashflow rate of return that the project has 
to have in order to be considered economically attractive by the investors. Many 
companies determine the hurdle rate after all taxes and before financing. The hurdle 
rate can be determined on a current or constant dollar basis. The hurdle rate 
depends on many factors, such as the rate of return of other opportunities, the 
average cost of capital, the project risks and financing opportunities.

Hurdle rates are different from company to company because the factors that 
determine the hurdle rate are different for each company. This means that some 
companies may consider a project profitable while others may not. For large 
projects, companies may have different hurdle rates per project depending on the 
project risk.
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5. /. 1.2 C O ST OF CAPITAL

The hurdle rate has to be equal to or higher than the weighted average cost 
of capital after adjustment for risk. The weighted average cost of capital of a 
com pany is the after tax cost of all its capital sources in the form of debt and equity. 
For large oil corporations with a relatively modest debt, the current cost of capital 
can estimated in the range of 9% to 11%. It is not economic for a corporation to 
invest in a project if  the project does not make at least a rate of return that is equal 
to the weighted average cost of capital after adjustment for risk.

Successful companies have projects with rates of return that are above the 
weighted average cost of capital.

5.1.1.3 ALASKA PROJECT RISK

The relative risks of the projects is also an important factor in deciding about 
the attractiveness of a project and in deciding about the hurdle rate for the project. 
It should be noted that relatively speaking the Alaska project cannot be considered a 
low risk project under current conditions. There is a great variety of project risks. 
The following table is a comparison between the Alaska project and the Ras Laffan 
project of the project risks involved:

This indicates tha t the competitive rate  of return for LNG projects that arc
being launched a t this moment is in the range of 13 - 17% for the price range of $
3.50 to S 3.90 per MMBtu CIF  Korea or Japan  on a total project basis.

RELATIVE PROJECT RISK ALASKA - RAS LAFFAN f
Alaska Ras Laffan 1

RISKS:
Regional conflict risk Very Low Very High
General country risk Low Average
Gas reserve risk Low Very Low
Gas price risk Aver - High High
Regulatory/legal risk High Low
Risk of cost overruns High Low
Market access risk High Average
Fiscal stability risk High Low
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5.1.1.4 F IN A N C IN G

W i t h  r e s p e c t  to the  A laska  L N G  p ro je c t  it is im p o r ta n t  to  e m p h a s iz e  t h a t  the  
ana lys is  o f  th e  p ro je c t  on a n o - f in a n c in g  basis  does not do the  A lask a  p r o je c t  ju s t ice .  
In th e  U n i te d  S ta te s ,  in te re s t  is a tax  d ed u c tib le  expense. F u r t h e r m o r e ,  the  
f inanc ia l  m a r k e ts  perce ive  N o r th  A m e ric a  as a low risk  a re a  in  w h ic h  a h igh  
leverage  o f  th e  d o w n s t re a m  o p e ra t io n s  is possible.

F in a l ly ,  th e  in c re m e n ta l  in v es tm e n ts  in the  A laska  L N G  p ro je c t  a re  
p r im a r i ly  in  d o w n s t re a m  o p e ra t io n s  w h ic h  a r e  highly f inanccab le .

T h e  h ig h  deg ree  o f  f in a n c ea b i l i ty  o f  the  d o w n s tre a m  o p e ra t io n s  m ak es  the  
in c r e m e n ta l  co s t  o f  c ap ita l  less t h a n  th e  w eigh ted  average  cost o f  c a p i ta l  of the  
c o rp o ra t io n .

G iv e n  these  c o n s id e ra t io n s  i t  is im p o r ta n t  to c o n s id e r  t h e  c o m p a ra t iv e  
econom ics  e i th e r  on an  a f te r  f in a n c in g  basis o r  p rov ide  som e d e c re a s e  in the  h u rd le  
r a te  in o r d e r  to  recognize  these fac to rs .  T h e  r a t e  of r e tu rn  a f te r  f in a n c in g  w ou ld  be 
the  r a t e  o f  r e t u r n  on e q u ity  (“ P ro je c t  R O E ” ). T h is  m eans the  r a t e  o f  r e t u r n  on to ta l  
c ap ita l  less th e  d e b t .

5.1.1.5 TOTAL PROJECT VERSUS ITS COMPONENTS

T h e  r isk  on the  to ta l p ro je c t  a n d  its c o m p o n e n ts  a re  n o t  n ecessa r i ly  the  sam e . 
The d o w n s t r e a m  c o m p o n e n ts  cou ld  be c o n s tru c ted  u n d e r  r e la t iv e ly  low  risk  
c o n t r a c tu a l  a r r a n g e m e n ts  w ith  th e  p ro d u c e rs .  T h e  p ro d u c e rs  w o u ld  r u n  the  r isk  of 
cost o v e r r u n s ,  p r ic e  declines a n d  o th e r  risks.

T h e re fo re ,  for the  d e te rm in a t io n  of the  n e tb ack  v a lu e  a n d  for ro y a l ty  
p u rp o se s  one  w ou ld  use a r a t e  o f  r e t u r n  th a t  is lower th a n  th e  to ta l  p r o je c t  r a t e  of 
r e t u r n  a n d  w o u ld  r e p re s e n t  th e  low er r isk . Also the  costs o f  c a p i ta l  for the  
d o w n s t r e a m  c o m p o n e n ts  is typ ica lly  low er  th a n  for the  u p s t r e a m  c o m p o n e n t .  T h e  
ra te  o f  r e t u r n  w o u ld  be a C o s t  o f  S e rv ice  r a te  o f  r e tu rn .

In  o r d e r  to assum e all th e  p ro je c t  risks, the  l iqu id  p e n a l ty  a n d  e a rn  a 
r e a s o n a b le  r e t u r n  on th e  p ro je c t  d e v e lo p m e n t  inves tm en ts ,  th e  p r o d u c e r s  will h a v e  
to h a v e  a r e a s o n a b le  m in im u m  n e tb a c k  va lue  fo r  the  gas. I t  can  b e  e s t im a ted  th a t  
this v a lu e  is a b o u t  $ 0 .98 p e r  M cf. If  d o w n s t re a m  o p e ra to rs  w o u ld  a ssu m e  m ore  
risk, th is  v a lu e  could be low er b u t  in this case the  cost of serv ice  o f  th e  d o w n s t re a m  
o p e ra t io n s  increases  be c au se  o f  th e  need for a h igher  r a te  o f  r e t u r n  in  o rd e r  to 
a ssu m e  th is  r isk .
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T h e  rn tc  o f  r e t u r n  is d e p e n d e n t  on the  r a m p - u p  speed of tbe  p ro je c t .  A 
u n iq u e  f e a tu r e  o f  th e  A laska  p ro je c t  is th a t  a long d is tance  high cost gas p ipeline  is 
r e q u i r e d .  T h e  q u ic k e r  this line c a n  he filled w ith  p ro d u c t io n ,  the  h igher  the  r a t e  of 
r e tu r n  will b e .  I f  th e  r a m p - u p  w ou ld  be 3 ye a rs ,  tbe  R O R  would be a p p ro x im a te ly
0 .7 %  h ig h e r .  S u c h  a fast r a m p  up , how ever ,  is im p ro b ab le  due  to m a rk e t  
re s t r ic t io n s .  C u r r e n t ly ,  the  to ta l  Pacific L N G  m a rk e t  is increasing by a b o u t  2.5 
m illion  to n s  p e r  y e a r  a n d  m a n y  p ro je c ts  c o m p e te  in this m a r k e t

I t  th e r e fo r e  a p p e a r s  t h a t  the  Alaska N o r th  S lope LN G  p ro je c t  is n o t  
econom ic  u n d e r  c u r r e n t  cond it ions ,  even if the  costs could be d ro p p ed  to S 12 
billion a n d  th e  r a m p - u p  speed cou ld  be increased .

H o w e v er ,  im p ro v e m e n ts  in the  fiscal system  toge the r  with a r e d u c t io n  of 
p ro je c t  r is k  cou ld  m a k e  the p ro je c t  a t t r a c t iv e .

5.3 ALASKA PROJECT ON THE BASIS OF OTHER FISCAL SYSTEMS

5.3.1 O V E R A L L  F IS C A L  B U R D EN

T h e  overa ll  fiscal b u rd e n  im posed by A laska on a possible LN G  p ro jec t  is 
to u g h  in c o m p a r is o n  w ith  o th e r  LN G  exporting  coun tr ies .

T h e  re la t iv e  b u rd e n  can be  m ost a c cu ra te ly  m ea su red  by app ly ing  tbe  fiscal 
te rm s  of o th e r  ju r i s d ic t io n s  to A laska  N o r th  S lope econom ics.

In su ch  a c o m p a r iso n  the  econom ics of A laska , C a n a d a  an d  A us tra l ia  a re  
m e a s u re d  on  a conso lida ted  basis an d  the  econom ics of the  o th e r  LN G  exporting  
c o u n tr ie s  is m e a s u re d  on a s ta n d  alone basis. T h e  following tab le  p rov ides  the  
c o m p a r a t iv e  ana lys is  of the  R O R  fo r  two scenar ios ,  S 15 billion costs w ith  a p rice  o f  
S 3 .50  a n d  S 13.5 b illion costs w i th  a price  of $ 3 .90:
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T h is  is a very  s t ro n g  ind ica tion  t h a t  the  Alaska fiscal term s a re  not 
c o m p e t i t iv e  w i th  the  “ o u te r  c irc le -h igh  cost"  ju r i s d ic t io n s .

5.3.2 S T R U C T U R E  O F  T H E  G O V E R N M E N T  T A K E

A n i m p o r t a n t  issue in  in te rn a t io n a l  fiscal system s is the  s t ru c tu re  of the  fiscal 
sy s tem . T h e  s t r u c tu r e  of th e  fiscal system  can  be ana lyzed  by rev iew ing  th e  level of 
g o v e rn m e n t  t a k e  u n d e r  v a r io u s  scenarios .

T h e  g o v e rn m e n t  ta k e  is defined  as th e  p e rcen tag e  th a t  the  g o v e rn m e n t  
o b ta in s  of th e  econom ic  re n t .  T h e  g o v e rn m e n t  take  is usually  expressed as a 
p e rc e n ta g e  o f  t h e  u n d is c o u n tc d  r e n t ,  a l th o u g h  econom ic  ren t  is usually  d e te rm in e d  
on a d isc o u n te d  basis.

T h e  fo llow ing  tab le  p ro v id e s  the  u n d isc o u n te d  gov e rn m en t  take in p e rc e n t  
for th e  tw o  sc en a r io s :

G O V E R N M E N T  T A K E  O F  D I F F E R E N T  F IS C A L  
S Y S T E M S  B A SE D  O N  A L A S K A  E C O N O M IC S

Costs /p rice : 15B -S3.50 13.5B- $3 .90
P ro je c t :

A L A S K A N o r th  Slope 40 .4 % 4 1 .7 %

IN N E R  C I R C L E - L O W  C O S T :

B ru n e i L u m u t 46 .6 % 4 9 .8 %
In d o n es ia A r u n 57 .5 % 5 9 .9 %
M a la y s ia B in tu lu  I ,H 61 .2 % 6 6 .4 %
M a lay s ia B in tu lu  HI 61 .2% 6 6 .4 %
V ie tn a m O ffshore 3 8 .2 % 4 7 .9 %

O U T E R  C I R C L E - H I G H  C O S T :

A b u  D h a b i Das Island 44 .4 % 4 5 .6 %
A u s tra l ia All p ro jec ts 33 .7 % 3 6 .1 %
C a n a d a P A C R I M 35 .2 % 3 9 .9 %
In d o n es ia I r ia n  J a y a 48 .7% 5 0 .7 %
In d o n es ia N a tu n a 25 .6% 2 5 .9 %
O m a n Shell 21 .6% 19 .4 %
P N G H ides 27 .3% 2 8 .1 %
Q a t a r Q a t a r  gas 33.1 % 3 0 .8 %
Q a t a r R as  Laffan 3 4 .4 % 3 3 .7 %
R uss ia S a k h a lin  n 37 .5 % 3 8 .2 %
Y e m e n H u n t 3 5 .3 % 4 9 .5 %
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T h is  m e a n s  t h a t  th e  “ o u te r  c irc le-high cos t”  c o u n tr ie s  com pe te  by 
in t r o d u c in g  o n e  o r  m o re  o f  th e  following fiscal concep ts  in th e i r  fiscal system :

-- a low er g o v e rn m e n t  take
— a p rog ress ive  g o v e rn m e n t  take ,  m a k in g  the  $ 3.50 case 

m o re  a t t r a c t iv e ,
— a b a c k -e n d  loaded  g o v e rn m e n t  ta k e ,  o r
— in v e s tm e n t  “ subsid ies” .

A laska  e m p lo y s  n o n e  of these  fea tu res  a n d  it is th e re fo re  t h a t  the  A laskan  
te rm s  a re  th e  le a s t  a t t r a c t iv e  fo r  investors  a m o n g  th e  “ o u te r  c irc le-h igh  c o s t” 
ju r i s d ic t io n s .

Ln a d d i t io n  to th e  basic  g o v e rn m e n t  tak e ,  m a n y  ju r i s d ic t io n s  em ploy  d i re c t  
g o v e r n m e n t  e q u i ty  p a r t ic ip a t io n  in  th e  p ro jec t .  T h is  is in p a r t i c u la r  the  case for 
Q a t a r ,  A b u  D h a b i ,  O m a n ,  Y e m e n ,  B ru n e i  a n d  T N G . T h is  increases  th e  
g o v e r n m e n t  ta k e  on  a “ P a r t i c ip a t io n ” basis  s u b s ta n t ia l ly .  H ow ever, these  
g o v e rn m e n ts  s h a r e  in th is  case the com m erc ia l  r isks  w ith  th e  investors .

5.4 COMPETITIVE POSITION RELATIVE TO OTHER PROJECTS

5.4.1 A L A S K A  O N  T H E  T I M E  L IN E

T h e  p ro je c ts  in Q a t a r  (Ras Laffan  a n d  Q a ta rg a s ) ,  O m a n  a n d  the N W  S he lf  
e x p a n s io n  p r o je c t  all a r e  a h e a d  on the  tim e line re la t iv e  to  A laska. T h e  Q a ta rg a s  
p ro je c t  h a s  a l r e a d y  s ta r te d .  O m a n  and  Ras L affan  h a v e  a lre a d y  specific sales 
c o n tra c ts .

T h e  to ta l  p ro d u c t io n  c a p a c i ty  of the  fo u r  p ro je c ts  to g e th e r  is 23.4 million 
tons o f  L N G  p e r  y e a r .  As in d ic a te d ,  the  p ro jec ts  also h a v e  a P ro je c t  R O R  w hich a re  
m o re  a t t r a c t iv e  t h a n  th e  c u r r e n t  A laska  p ro jec t .  It is un like ly  t h a t  the  Alaska N o r th  
S lope  p r o je c t  could  be la u n c h e d  a h e a d  of these p ro jec ts .

T h e  A laska  p ro je c t  w ou ld  there fo re  p r im a r i ly  c o m p e te  w ith  a second tie r  of 
p ro je c ts .

5.4.2 C O M P E T I T I O N  W I T H  R E S P E C T  T O  S E C O N D  T I E R  P R O J E C T S

T h e  econom ic  in fo rm a t io n  on most of these  p ro je c ts  is still r a th e r  l im ited . 
P ro je c t  R O R  f igu res  for these  p ro jec ts  a re  th e re fo re  only  ind ica tive . O n ly  ve ry  
g e n e ra l iz e d  econom ic  ana lys is  can  be done  w ith  a w ide  r a n g e  of e rro r .



5 .5 EFFECT OF TIME ON THE PROJECT

T h e  effects o f  t im e  on the  A laska  LNG p ro je c t  a re  im p o r ta n t .

As in d ic a te d  e a r l ie r ,  th e  r a m p - u p  speed could add  a b o u t  0 .7 %  to the  P ro jec t  
R O R  if  th e  r a m p  u p  t im e  cou ld  he reduced  from  6 to 3 yea rs .  It is likely t h a t  the  
r a m p  u p  t im e  cou ld  he r e d u c e d  so m e w h at  over tim e.

By the y e a r  2010 th e  Pacific  m arkets  m ay  increase  a t  a r a te  of 3 m illion or 
m o re  p e r  y e a r  in s tead  o f  2 .5  m illion  tons per y ea r .  This  m ig h t  re su l t  in a s i tu a tio n  
w h e re  th e  r a m p  u p  t im e  cou ld  be reduced  to 5 years  or 4.5 years . T h is  would  
in c re a se  th e  r a t e  o f  r e t u r n  a n d  m ak e  the m arke t  access risk less.

A t  the  s a m e  t im e  th e  l iqu id  loss which is es tim ated  a t  384 million b a rre ls  if 
the  p r o je c t  s ta r ts  in 2005 m ig h t  be reduced  to less th an  ha lf  this a m o u n t  by  th e  y e a r  
2010. T h is  w o u ld  a d d  a b o u t  0 .2 %  to the P ro jec t  R O R .

A  g e n e ra l  benefit  to A la s k a n ’s might be th a t  over t im e  the C I F  prices for gas 
in  E a s t  Asia m a y  in c re a se  in rea l  term s, c rea ting  a considerab ly  h igher  econom ic  
r e n t  w h ic h  in t u r n  w o u ld  re s u l t  in m uch  h igher g o v e rn m e n t  revenues.

T h e  m ain  d r a w b a c k  o f  de lays  in the Alaska p ro jec t  is th a t  the  p ro jec t  m ay  be 
“ n ib b le d  to d e a th ’’ b y  sm all p ro jec ts  com ing in r.head of the  Alaska p ro jec t .  
P e t ro le u m  exp lo ra tion  in A sia  used to be p r im ari ly  for oil. G as  was considered  a by­
p r o d u c t .  H ow ever ,  the  s tro n g ly  em erg ing  gas m arke ts  in Asia have  now c rea ted  a 
s i tu a t io n  w h e re  p e tro le u m  c o m p a n ie s  are  now cxploraing  for gas.

E x p lo ra t io n  in T h a i l a n d ,  Pak istan  an d  C h ina  is in m any  cases a im ed  a t  
d isc o v e r in g  gas. V ie tn a m  m a y  sh o rt ly  in itia te  a p ro g ra m  a im ed a t  m ak in g  gas 
e x p lo ra t io n  m o re  a t t r a c t iv e .  T he re fo re ,  it can  be expected th a t  m a n y  gas 
d iscove r ie s  will be m a d e  d u r in g  the  next decade.

A t  the sam e  t im e  th e  economics of small LNG liquefaction facilities is 
im p ro v in g .

All such  c o n d it io n s  cou ld  lead  to a s i tua tion  w h ere  A laska  m ay be delayed .
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6. INCREASING PROFITABILITY

In  o rd e r  fo r  the  A laska  L N G  p ro jec t  to take  p lace  the  co m p e ti t iv en ess  an d  
p r o f i ta b i l i ty  of th e  p ro je c t  h a v e  to be increased . T h is  can  only be ach ieved  on the  
bas is  of:

a) a n  ac tive  p r o g ra m  on the  p a r t  of the  c o rp o ra t io n s  in * o rd e r  to 
e v a lu a te  w h e th e r  costs can  b e  r e d u c e d ,  and

b) a c o o p e ra t iv e  a p p ro a c h  be tw een  th e  S ta te  G o v e r n m e n t ,  the  
F e d e ra l  G o v e r n m e n t  a n d  th e  local g o v e rn m e n ts  w ith  re sp e c t  to im p ro v in g  fiscal 
t e r m s  a n d  re d u c in g  p ro je c t  r isk .

Unless all fo u r  p a r t ie s  a re  willing to m ake  a c o n tr ib u t io n  to increas ing  the  
c o m p e t i t iv e n e s s  a n d  r e d u c in g  th e  r isk  of the  p ro je c t ,  i t  w ould  be d iff icu lt  to  rea c h  
th e  m in im u m  ob jec t ives .

T h e  in c re ase  in com peti t iveness  shou ld  be p r im a r i ly  ach ie v e d  by red u c in g  
th e  g o v e rn m e n t  t a k e  on the  d o w n s t re a m  p o r t io n  of the  p ro jec t .  B y  red u c in g  the  
g o v e r n m e n t  tak e  on  th e  d o w n s t re a m ,  the n e tb a c k  va lue  will be  in c re ase d  w hich  in 
t u r n  will low er th e  cost o v e r ru n  r isk  an d  the  p rice  r isk . T h is  r isk  can  b e  fu r th e r  
r e d u c e d  by  re d u c in g  the  u p s t r e a m  g o v e rn m e n t  take  u n d e r  cond it ions  o f  low n e tb a c k  
p r ice s .

6.1 STATE AND FEDERAL INCENTIVES

T h e  S ta te  a n d  the  F ed e ra l  g o v e rn m e n t  could  seek to im p ro v e  the  
c o m p e t i t iv e n e ss  o f  the  p ro je c t  cons ide rab ly  by solving tw o  im p o r ta n t  issues:

-- th e  slow ra te  o f  d ep rec ia t io n ,  an d  
— th e  h igh  c o m b in e d  tax  ra te .

6.1.1 A C C E L E R A T I O N  O F  D E P R E C IA T IO N

T h e  d e p re c ia t io n  sh o u ld  p re fe rab ly  be b r o u g h t  in line w i th  w orldw ide  
c o n d i t io n s  fo r  L N G  p lan ts .  T h is  m eans  th a t  an  acce lera ted  d e p re c ia t io n  of 2 0 %  
s t r a ig h t  line p e r  y e a r  shou ld  be the targe t.  T h e  c h a n g e  in d e p re c ia t io n  shou ld  be 
p r o p o s e d  in such  a w ay  th a t  it does n o t  resu lt  in im p ac ts  on o th e r  tax  paye rs .
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A d d i t io n a l ly  one  s h o u ld  c o n s id e r  a p ro p e r ty  tax holiday o f  10 y e a rs  f ro m  the 
end  o f  th e  r a m p - u p  p e r io d .  H o w e v er ,  o n e  m ig h t  consider  a c o m p e n sa t io n  p a c k a g e  
for th e  m u n ic ip a l i t ie s  for th is  benefit .

F o r  in s ta n c e ,  the  c o m p e n s a t io n  could be in the  form o f  “ f re e ”  n a tu r a l  gas 
d e l iv e re d  to th e  m u n ic ip a l i t ie s  a t  th e  p ipeline  in exchange fo r  th e  p r o p e r ty  tax 
h o l id a y  a n d  in  lieu o f  the  p a y m e n t  o f  p r o p e r ty  tax. Also a g re e m e n t  w ou ld  need  to 
be r e a c h e d  on  th e  d e ta i le d  ca lc u la t io n  m e th o d s  of the p ro p e r ty  tax.

T h e r e  w o u ld  be  a m p le  ju s t i f i c a t io n  for th e  p roposed  m ea su res  f rom  th e  p o in t  
o f  v iew  o f  the  local g o v e rn m e n ts .  T h e  p ro je c t  would  b r ing  cons ide rab le  e m p lo y m e n t  
a n d  b u s in e ss  o p p o r tu n i t i e s  a n d  w o u ld  p ro v id e  low cost c lean en e rg y  a n d  a 
c o n s id e ra b le  f u tu r e  so u rce  o f  p r o p e r ty  tax  incom e.

6.3 STATE INCENTIVES

6.3.1 R E L I E F  O N  M IN IM U M  S E V E R A N C E  TA X

T h e  S ta te  could  re m o v e  th e  m in im u m  severance  tax in o r d e r  to  e n h a n c e  the 
a b i l i ty  fo r  the  sellers of the  gas to n e g o tia te  the  lowest possible m in im u m  sales p r ice  
in case  o f  oil p r ice  declines. A s ian  b u y e rs  a re  ve ry  concerned  a b o u t  m in im u m  sales 
prices.

6.3.2 R O Y A L T Y  A N D  S E V E R A N C E  T A X  R E L IE F

T h e  c u r r e n t  1 2 .5 %  ro y a l ty  a n d  th e  1 0 %  severance  tax a re  f ro n t-e n d  loaded  
T h e  p r o je c t  r is k  could be r e d u c e d  a n d  the  p rofitab ili ty  u n d e r  low n e tb a c k  
c o n d i t io n s  could  be e n h a n c e d  w ith  a low er fiscal b u rd en  u n d e r  these  cond it ions . 
T h is  re l ie f  is p a r t  of a m o re  g e n e ra l  r e s t ru c tu r in g  of the royalty  a n d  sev eran ce  tax  to 
be d e s c r ib e d  in the  next c h a p te r .

6.3.3 D E T E R M I N A T IO N  O F  N E T  B A C K  V A L U E  F O R  R O Y A L T Y  A N D  
S E V E R A N C E  T A X  P U R P O S E S

It  c a n  also be r e c o m m e n d e d  to e s tab l ish  a m ore  detailed a n d  specific system  
on h o w  th e  n e tb a c k  p r ic e  for ro y a l ty  a n d  severance  tax p u rp o se s  w ould  be 
c a lc u la te d .  T h e  n e tb a c k  p r ice  sh o u ld  be based  on the p r incip le  t h a t  each  o f  the 
d o w n s t r e a m  c o m p o n e n ts  o f  the  p ro je c t  sh o u ld  be a v iable business by  itself. A  cost 
o f  s e rv ice  type  r a t e  of r e t u r n  s h o u ld  b e  inc luded  in the calculation o f  the  cost of 
m a r in e  sh ip p in g ,  l iq u e fac t io n ,  p ipe l ine  t r a n s p o r t  an d  condition ing  for roya l ty  net 
b a c k  v a lu e  pu rposes .



T h e  s ing le  new  ro y a l ty  could be made m o re  p rogress ive  b a c k -e n d  lo a d e d  by: 
- -  r e m o v in g  the  severance  tax fo r  gas,
--  in t r o d u c in g  a h ig h er  royalty in  c o m b in a tio n  w ith  a h ig h e r  roya l ty  

a l lo w a n c e ,  a n d
— by  m a k in g  this roya l ty  time re la te d .

7 .2  CREATION OF PROGRESSIVITY AND BACK-END LOADING

V e r y  i m p o r t a n t  v a r ia b le s  in the  c rea tion  of econom ic r e n t  a re  th e  CEF price  
o f  gas  a n d  th e  d o w n s t r e a m  costs. A high p r ic e  a n d  low d o w n s t re a m  costs c rea te  
a u to m a t ic a l ly  a la rg e  econom ic  r e n t .  It is in the  in te re s t  of Alaska to  c a p tu r e  a large  
s h a r e  o f  th e  ec o n o m ic  r e n t  t h a t  m ig h t  be g en e ra ted .

T h e  ro y a l ty  cou ld  be m a d e  m ore  sensitive to the  n e tb ack  v a lu e  b y  increas ing  
th e  c u r r e n t  a l lo w a n c e  of S 0.18 p e r  M cf to, fo r  instance, $ 0 .60 p e r  M cf. T h e  
a v e ra g e  p r o je c t  ro y a l ty  cou ld  be increased at th e  sam e time to , for in s ta n c e ,  3 0 % .

T h is  a v e ra g e  ro y a l ty  could then  be r e -d is t r ib u te d  over  a t im e f ra m e  re la te d  
to th e  p r o je c t .  T h e  ro y a l ty  could  s ta r t  a t  5 %  d u r in g  the cons truc tion  a n d  r a m p - u p  
p h a s e  a n d  cou ld  go u p  to r a t h e r  high levels o f  say  40 - 6 0 %  d e p e n d in g  on the  
d e ta i le d  p ro v is io n s  o f  the  fo rm u la  th a t  is ap p lied .  Such a fo rm ula  needs  carefu l 
c o n s id e ra t io n .

T h e  c re a t io n  o f  a p rogress ive  and  b a c k -e n d  loaded royalty  system  m ak e  the 
d e te r m in a t io n  o f  the  n e t -b a c k  value  for royalty  p u rposes  an essential c o m p o n e n t  of 
th e  o v e ra l l  fiscal sy s tem , as a lre ad y  discussed in section 6.3.3

Also it s h o u ld  be  recogn ized  th a t  the roya l ty  would app ly  u n d e r  th e  um bre l la  
of a specific  a g re e m e n t  on th e  P h ase  I royalties only. The royalties  a pp licab le  to a 
poss ib le  P h a s e  II  sh o u ld  be ju d g e d  on the basis o f  the  economic co n d it io n s  existing 
a t  th e  t im e  t h a t  th e  dec is ion  a b o u t  Phase D is being m a d e  and  shou ld  tak e  into 
c o n s id e ra t io n  th e  need  for possible considerab le  in c rem en ta l  inves tm ents  to p u t  new 
gas  fields on s t r e a m .

F ina lly ,  it  sh o u ld  be no ted  th a t  the specific royalty  fo rm ula  needs  to be 
d e s ig n e d  in  th e  c o n te x t  o f  th e  total fiscal package  a n d  shou ld  therefo re  be based  on 
the  final fo rm  o f  a g re e m e n ts  reach ed  betw een th e  levels of g o v e rnm en t.
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AJso the  d i s t r ib u t io n  o f  r isks  a n d  benefits  of the  S ta te  o f  A la sk a  is ve ry  
d i f fe re n t  f ro m  th e  p r iv a te  in ves to rs .  T h e  S ta te  of Alaska will benefit  f ro m  P h a se  II. 
T h e  specific  in it ia l  p r o je c t  in v es to rs  m igh t or m ig h t  not.

T h e r e f o r e ,  th e  S t a te  of A laska  cou ld  assum e p ro je c t  r isk  b y  p a r t ia l ly  
f in a n c in g  the  p ro je c t  w i th  long te rm  loans.

T h e  a t r a c t iv e n e s s  o f  th e  p ro je c t  could in crease  if  the  S ta te  could  u se  su c h  tax 
s u p p o r t e d  f in a n c in g  a n d  can  a ssu m e  p ro je c t  risk by lend ing  u n d e r  fav o ra b le  
c o n d it io n s .

8.3 INFRASTRUCTURE DEVELOPMENT

S o m e  g o v e rn m e n ts  in the  w'orld have  p ro m o te d  the  L N G  e x p o r ts  th ro u g h  
v e ry  c o n s id e rab le  d i re c t  i n f r a s t r u c tu re  o r  p ro je c t  su p p o r t .  Q a ta r  c o n s t ru c te d  an 
n e w  S 1 b illion p o r t .  In d o n e s ia  a ssum es the  co n s tru c t io n  a n d  f inanc ing  costs of the 
l iq u e fac t io n  p la n ts  a n d  c h a rg e s  p r iv a te  inves to rs  for l iquefac tion  on a  cost basis.

T h e  S ta te  of A la sk a  m ay  be  able to p ro v id e  sim ila r  s u p p o r t  to  th e  p ro jec t .  
T h i s  m ay  be the  case  for im p ro v e m e n ts  in  the  p o r t  in V a ldez  o r  s im ila r  
in f r a s t r u c tu r a l  w orks .

8.4 FISCAL STABILITY

T h e  A N S LN G  p r o je c t  will no t occu r  w i th o u t  a s ign if ican t e n h a n c e m e n t  of 
th e  s tab i l i ty  of th e  fiscal te rm s .  T h e  p ro f i tab i l i ty  of the  p ro je c t  d e p e n d s  e n tire ly  on 
a c o m p re h e n s iv e  set o f fiscal and  financ ia l  m easu res .  W ith o u t  these  m e a su re s  the 
p r o je c t  is un eco n o m ic .  As a resu l t ,  th e re  has to be an  accep tab le  d e g re e  of fiscal 
s ta b i l i ty  befo re  in ves to rs  can  risk the  in v es tm e n t  in such  a large  p ro jec t .

T h is  fiscal s ta b i l i ty  does not exist a t  this t im e. T h e  S ta te  of A laska  has  tbe 
u n i la te r a l  r ig h t  to c h a n g e  taxes. Th is  app lies  to severance  taxes, p r o p e r ty  taxes 
a n d  c o rp o ra te  incom e tax . All these taxes a r e  m a jo r  com p o n en ts  o f  the fiscal 
s t r u c tu r e .

E ven  if th e  c u r r e n t  g o v e rn m e n t  w ould  ag ree  to a new  fiscal p ac k ag e ,  the 
n e x t  g o v e rn m e n t  could  c h a n g e  it. T h e  S ta te  o f  Alaska could  th e re fo re  take  a 
n u m b e r  o f  m ea su res  would help in e s tab l ish ing  a n  e n v iro n m e n t  of fiscal
s ta b i l i ty .  S eve ra l  m e a su re s  a r e  possible.
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It seem s th a t  a r e a s o n a b le  m idd le  g ro u n d  could be th e  following:

-- the  S ta te  L eg is la tu re  could pass a law  p e rm itt in g  the  gov e rn m en t  
to e n te r  in to  fiscal a g re e m e n ts  for specific pro jec ts  for a specific t im e  period , for 
in s ta n c e ,  no lo n g er  t h a n  25 yea rs  ( 5 years  for deve lopm en t a n d  . 20 years  
’p ro d u c t io n ) ,

-- a n y  su c h  a g re e m e n ts  would have  to be specifically a p p ro v e d  by the 
S t a te  L eg is la tu re ,

— if  th e  fiscal system  changes in the fu tu re ,  such ch an g es  would not 
be a p p lic ab le  to  the  p r o je c t  for w hich  the  a g re e m e n t  exists and  such  ag reem en ts  
w o u ld  be  “ g r a n d f a th e r e d ”  u n d e r  a n y  such  new law c h an g in g  the fiscal system ,

— it c o u ld  be u n d e rs to o d  th a t  the  a g re e m e n t  could only be canceled 
or a m e n d e d  on th e  b a s is  of a  specific new law by  the S ta te  Legisla ture .

T h is  p rocess  does  n o t  p ro v id e  for abso lu te  fiscal s tab ili ty , b u t  it would come 
as close as one cou ld  r e a s o n a b ly  h ope  for in the N orth  A m erican  con tex t.  A form al 
a g re e m e n t  w ith  the  in v es to rs  s igned  by the S ta te  and  a p p ro v e d  by the S ta te  
L e g is la tu re  w ou ld  h a v e  a t re m e n d o u s  m ora l  w eight a n d  it would be ve ry  dam ag ing  
for th e  im age o f  the  S t a te  if the  ag reem en t  would be unila te ra lly  canceled or 
a m e n d e d .

8 .4 .5  F IN A N C IN G  P A C K A G E

T h e  long te rm  S ta te  su p p o r te d  financing  package  m ay help to solidify the 
fiscal s tab ili ty . T h e  p a c k a g e  m ay  include certa in  cond it ions  th a t  w ould  link the 
p a c k a g e  to the  fiscal s ta b i l i ty .  S ince the S ta te  o f  Alaska would  have  g u a ra n te e d  the 
f in a n c in g  p ack ag e  to th e  len d e rs ,  th is  would  c rea te  considerab le  add it io n a l  com fort 
on the  p a r t  of the  in v es to rs  t h a t  th e  fiscal s tab ili ty  will “ h o ld ” .

8 .4.6 P A R T I C I P A T IO N

T h e  eq u ity  p a r t i c ip a t io n  p rovis ions  could be p a r t  of the  overall fiscal s tability  
a g re e m e n t .
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F o r  the $ 3 .90  s c e n a r io  the des irab le  ta rg e t  ra te  would still no t  be  r e a c h e d ,  
w h ic h  m ea n s  t h a t  the  A la sk a  LN G  p ro je c t  still would  not c o m p a re  very  well w ith  
o th e r  L N G  p ro je c ts  a r o u n d  the  w o r ld  u n d e r  th is  price  scenario  o r  h ig h e r  price  
sc en a r io s .

O n  the o th e r  h a n d ,  th e  p ro je c t  ra te s  rela tive ly  b e t te r  u n d e r  low er price  
s c e n a r io s  a n d  w o u ld  r a t e  v e ry  high on a R O E  basis. Also the m in im u m  n e tb ack  
p r ic e  o f  a b o u t  S 0 .90  p e r  M c f  w ou ld  be far  exceeded a t  the  $ 3.90 C I F  price  level.

9.3 REDUCTION OF RISK

T h e  p ro p o se d  fiscal s t r u c tu r e  reduces  cost o v e rru n  r isk  a n d  p rice  r isk .

T h e  S ta te  o f  A lask a  could  red u c e  p ro je c t  r isk  fu r th e r  th ro u g h  a deta iled  
c o n t r a c tu a l  a r r a n g e m e n t  w i th  the p ro d u ce rs ,  involving fiscal s tab i l i ty  a n d  a 
d e ta i le d  de fin ition  of te rm s ,  inc lud ing  detailed  ca lcu la tion  p ro ce d u re s  fo r  all fiscal 
c o m p o n e n ts .

B ased  on su c h  a p a c k a g e  th a t  involves cons ide rab le  r isk  red u c t io n  com pan ies  
m a y  b e  p re p a re d  to c o n s id e r  a risk ad ju s te d  h u rd le  ra te  of 1 2 % ,  based  on C I F  
pr ices  o f  S 3.50 p e r  IM M Btu.

T h e  c o m b in a t io n  o f  im p ro v e d  fiscal te rm s  and  risk red u c t io n  m ay  resu l t  in 
a n  overa ll  s i tu a t io n  w h e re  th e  p ro jec t  would be considered  p ro fi tab le  an d  a t t ra c t iv e  
by th e  p ro d u ce rs .  F ro m  t h a t  po in t o n w a rd s  it w ould  be the ac tu a l  d e v e lo p m en t  of 
L N G  m a rk e t  co n d it io n s  t h a t  would  d e te rm in e  w h en  the p ro je c t  could be launched  
in the  2005 -  2010 tim e p e r io d .

9.4 OTHER FACTORS

A p a r t  from  the  th r e e  fac to rs  ind ica ted  ab o v e ,  fu r th e r  fac to rs  could help in 
b r in g in g  the p r o je c t  a b o u t .

A s h o r te r  r a m p - u p  t im e  of 4.5 o r  5 y e a rs  could a d d  a n o th e r  0 .5 %  to the 
P r o je c t  R O R . B ased  on  th e  new fiscal p a ck ag e  a n d  the  risk red u c t io n  a g re e m e n t  
w ith  th e  S ta te  of A la sk a ,  it  m ig h t  be possible to convince  buyers  th a t  a fas te r  r a m p  
up  w o u ld  be a t t r a c t iv e .
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FISCAL NOTE

STATE OF ALASKA BILL NO. | | JR  35
1997 LEGISLATIVE SESSION

Dept. Affected

Title: Encouraging Federal Legislation to improve BRU:

f e d e r a l  F i s c a l  t p r m s  f o r  TAGS
Sponsor: House Special Comm, on Oil & Gas Components:

Requestor: Serial #

EXPENDITURES/REVENUES: (THOUSANDS OF DOLLARS)
OPERATING FY 98 FY 99 FYOO FY 01 FY 02 FY 03
Personal Services 0.0 0.0 0.0 0.0 0.0 0.0
Travel 0.0 0.0 0.0 0.0 0.0 00
Contractual 0.0 0.0 0.0 0.0 0.0 0.0
Supplies 0.0 0.0 0.0 0.0 0.0 0.0
Equipment 0.0 0.0 0.0 0.0 0.0 0.0
Land & Structures 0.0 0.0 0.0 0.0 0.0 0.0
Grants, Claims 0.0 0.0 0.0 0.0 0.0 0.0
Miscellaneous 0.0 0.0 0.0 0.0 0.0 0.0
TOTAL OPERATING 0.0 0.0 0.0 0.0 0.0 0.0

CAPITAL 0.0 0.0 0.0 0.0 0.0

REVENUE 0.0 0.0 0.0 0.0 0.0 0.0

FUNDING: (THOUSANDS OF DOLLARS)
General Fund 
Federal Fund 
Other 
T O T A L

0.0 0.0 0.0 0.0 0.0 0.0
0.0 0.0 0.0 0.0 0.0 0.0
0.0 0.0 0.0 0.0 0.0 0.0
0.0 0.0 0.0 0.0 0.0 0.0

P O S IT IO N S :
Full-Time 0 0 0 0 0 0
Part-Time 0 0 0 0 0 0
Temporary 0 0 0 0 0 0

ANALYSIS: (ATTACH A SEPARATE PAGE IF NECESSARY)
see attached analysis

Prepared by: Co-Chair Scott Oean____________________Datc: 4/13/97

House Resources Committee____________  Phoney65— 3715

J (. / Zpi _̂_____________________  Phone:
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The following table represent the Federal and State undiscounted government take 
under Lhe various options

G O V ER N M EN T TAKE 
FOR V A R IO U S  IM PRO V EM EN TS IN FISCAL TERM S

“N o  Financing" “Financing"
S 3.50 $ 3 .9 0 $3.50 $ 3.90

State Fed Slate Fed Stale Fed Stale Fed

% % % % % •/t % %

A laska - S12 billion 13.8 28.1 15.4 218 12.6 26.1 14.3 26.1

20%  Depreciation 15.7 27 7 16.5 27.5 147 25.5 16.1 255

+  10% Tax Credit 15.6 27.3 17.0 27.1 156 25.1 17.0 25 1

+Reduction o f  PT 15.3 274 16.7 27.2 15 6 25 1 17.0 25 1

The following table provides the netback value (entrance conditioning plant) on 
the basis o f  sales value o f  the production (including the gas required for energy and 
boiloff) The netback value is expressed in S per Mcf.

N E T  BACK VA LU ES (production)
FO R  V A R IO U S  IM PRO V EM EN TS IN FISCAL TERM S

No Financing Financing
S 3.50 $ 3 .9 0 $3.50 S 3.90

$ /M cf S/Mcf S/Mcf S/M cf
A laska  - S12 billion S 0.64 $1.04 S 0.55 S 0.95
20%  Depreciation S 0.81 S 1.21 $0.84 $ 1.24
-  10% Tax Credit $ 0 .9 3 $ 1.33 S 1.00 S 1.40
-  Reduction o f  PT $ 1.03 $ 1.43 S 1.15 S 1 55

12.2 FEDERAL - STATE OF ALASKA PACKAGE

The Federal G overnm ent will have to make some contribution to the 
competitiveness o f  the project if  the project is to succeed

In approaching the Federal Government for cupport, it is probably most effective 
to request a small num ber o f  very specific items.

What is also important is that the requests for fiscal improvements should be 
reasonable and should not interfere with the taxation o f  other tax payers. Nor should the 
request for fiscal improvements easily lead to precedents in other corporate taxation areas
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H O U S E  JO IN T  R E S O L U T IO N  NO. 35

IN THE LEGISLATURE O F  TH E STATE OF ALASKA

TW EN TIET H  LEGISLATURE - FIRST SESSION

BY THE HOUSE SPECIAL COMMITTEE ON OIL AND GAS

Introduced: 4/10/97 
Referred: Resources

A R E S O L U T IO N

1 E n c o u ra g in g  federa l  legislation to im prove  federa l fiscal te rm s  for a trans-A laska

2 gas  p ipeline .

3  B E  IT  R E S O L V E D  BV T H E  L E G IS L A T U R E  O F  T H E  S T A T E  O F  ALASK A:

4 W H E R E A S  A laska ’s N orth Slope, including the Prudhoe Bay and Point Thomson oil

5 and  gas fields, hold at least 35 trillion cubic feet o f  proven natural gas reserves, an amount

6 sufficient to supply a large natural gas export project in the state; and

7 W H E R E A S  com panies operating in the state, including perm it holders, oil and gas

8 leaseholders, and o ther  parties, have indicated an interest in investing in a trans-Alaska gas

9 pipeline  if it is econom ically  feasible; and

10 W H E R E A S  a study recently commissioned by the State o f  Alaska prepared by Dr.

11 Pedro Van M eurs indicates that the project economics could  be substantially improved through

12 changes in federal tax laws related to this project; and

13 W H E R E A S  the United States Congress recently passed similar tax changes to

14 facilitate developm ent o f  frontier deep water oil and gas developm ent in the G ulf o f  Mexico;

15 and

16 W H E R E A S  Dr. Van M eurs’ report estimated federal tax revenues under the current

HJR035a -1- HJR 35



1 structure to be S26.000.000.000. none o f  w hich will be realized if the project is not com pleted ;

2 and

3 W H E R E A S  there kvould be substantial additional benefits to the United States from

4 the project, including increased em ploym ent opportunities  across the nation and an im proved

5 trade balance with Asian countries; and

6 W H E R E A S  liquefied natural gas projects  proposed for other countries are com peting

7 to meet the Asian market demand for liquefied natural gas in the 2005 to 2010 m arket w indow

8 and could displace the Alaska project;

9 B E  IT  R E S O L V E D  that the Alaska State Legislature respectfully requests the U nited

10 States Congress to enact tax legislation that would  im prove the economics and likelihood o f

11 an Alaska liquefied natural gas export project; and be it

12 F U R T H E R  R E S O L V E D  that the Alaska Slate Legislature respectfully requests the

13 G overnor to use his best efforts to support passage o f  this federal legislation.

14 C O P IE S  of this resolution shall be sent to the Honorable Ted S tevens and the

15 Honorable  Frank M urkowski. U.S. Senators, and the Honorable Don Young. U.S.

16 Representative, members o f  the Alaska delegation  in Congress.

0-LS0904VE
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SUGGESTIONS FOR NEW TERMS 
FOR THE ALASKA NORTH SLOPE 

LNG PROJECT
1. INTRODUCTION

T h e  N o r th  S lope  o f  A laska  con ta in s  n a tu r a l  gas re se rv es  of a b o u t  35 tri ll ion  
cub ic  feet. M o s t  o f  th ese  re se rv es  a re  con ta ined  in the P r u d h o e  Bay field. O n e  o f  
th e  w ays  in w h ich  these  r e s e rv e s  can  be  p ro d u ce d  is th ro u g h  th e  export  o f  th e  gas in 
tb e  fo rm  of L N G  ( l iq u id  n a tu r a l  gas).

A  poss ib le  L N G  p r o je c t  could  be an  im p o r ta n t  sou rce  of revenues  for th e  
S ta te  o f  A laska  a n d  w o u ld  c re a te  s ign if ican t e m p lo y m e n t  a n d  bus iness  
o p p o r tu n i t i e s .  I t  is th e re fo re  im p o r ta n t  for the  S ta te  o f  A laska  to ana lyze  th e  
possib le  o p t im a l  fiscal c o n d i t io n s  u n d e r  w h ich  this p ro je c t  w ou ld  becom e a rea lity .

T h e  R e v e n u e  D e p a r tm e n t  of the  S ta te  of Alaska req u e s ted  the c o n su lta n t  to 
p ro v id e  a r e p o r t  on  poss ib le  new  fiscal and  o th e r  term s for the  Alaska N o r th  S lope  
L N G  p ro je c t .  T h e  s tu d y  is b ased  on a c o m p a ra t iv e  analysis  o f  in te rn a t io n a l  L N G  
te rm s  a n d  co n d it io n s .  T h i s  execu tive  su m m a ry  reflects the  m a in  conclusions a n d  
r e c o m m e n d a t io n s  o f  this a na ly s is .

2. PROJECT DESCRIPTION

A  possible  in it ia l  L N G  p ro je c t  could p ro d u c e  an d  ex p o rt  a b o u t  14.5 million 
tons  o f  L N G  p e r  y e a r .  T h i s  level m ig h t  be rea c h e d  over a six y e a r  pe riod  increas ing  
sales v o lu m es  by  a b o u t  2 .5  million tons per y ea r .  T h e  p ro je c t  w ou ld  use initially the  
gas  rese rves  o f  the  P r u d h o e  Bay field. A large cond it ion ing  p la n t ,  a la rg e  d ia m e te r  
gas  p ipe l ine  a n d  a l iq u e fac t io n  facility in V aldez  w ould  be r e q u i re d .  A fleet of a b o u t  
14 L N G  ta n k e rs  w ou ld  s h ip  h igh B tu  gas to E a s t  A sian  m a rk e ts  s ta r t in g  in the  2005 
- 2010 p e r io d .  T h is  p r o je c t  con figu ra t ion  w as  used as the  basis  for the  
r e c o m m e n d a t io n s  in  th is  execu tive  su m m a ry .

A l te rn a t iv e  c o n f ig u ra t io n s  of the  p ro je c t  a re  also possib le . A gas  p ipeline  
could  b e  bu ilt  to th e  n o r th w e s te rn  A laska  coast a n d  ice-b reak ing  LNG ta n k e rs  could 
be  used  fo r  th e  gas e x p o r t .  T h e  P o in t  T h om son  gas reserves could  be used  from  the 
s t a r t  o f  th e  p ro je c t .

T h e  r a m p - u p  speed  is an  im p o r ta n t  econom ic  v a r ia b le  in the p ro je c t  an d  
could  b e  fas te r  th a n  the  6 y e a rs  a ssu m ed  in the  basic p ro je c t  c o n f igu ra t ion .
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i n  th e  case  of the  A laska  N o r th  S lope  L N G  p ro je c t  th e  com peti t ive  cond it ions  
do  n o t  on ly  a p p ly  to th e  p ro f i ta b i l i ty  of th e  in v e s tm e n t  o p p o r tu n i t ie s ,  b u t  re la te  also 
to th e  m a r k e t  access of th e  gas. T h e  fiscal system  has  to enab le  inves to rs  to 
c o n c lu d e  th e  n ecessa ry  gas sales in th e  E a s t  A s ia n  reg ion .

O n e  of the  consequences  is t h a t  th e  fiscal s t ru c tu re  Alaska LN G p ro je c t  as a 
w ho le  - the  u p s t r e a m  a n d  well as th e  d o w n s t re a m  - has  to be considered .

3 .2 .2  S T R U C T U R E  O F  T H E  G O V E R N M E N T  T A K E

W ith  re sp e c t  to  the  s t r u c t u r e  o f  th e  g o v e rn m e n t  take  there  a r e  tw o im p o r ta n t  
issues, w h ic h  a re  p ro g re ss iv i ty  a n d  h a c k -e n d  load ing .

3.2,2.1 PROGRESSIVITY

A  p ro g ress iv e  fiscal sys tem  is a system  w h e re b y  the g o v e rn m e n t  take  is 
m o d e s t  in case  of co n d it io n s  o f  low p ro f i ta b i l i ty  an d  h igh in case of high 
p ro f i ta b i l i ty .  A  p ro g ress iv e  fiscal system  achieves the h ighest  level o f  economic 
ac t iv i ty  in c o n ju n c t io n  w ith  th e  h ig h es t  level o f  econom ic re n t  ex trac tion .

A  reg ress ive  fiscal sys tem  is a system  w h e re b y  the  g o v e rn m e n t  ta k e  is h igh  in 
case  of c o n d it io n s  of low p ro f i ta b i l i ty  a n d  low in the  case of high p ro fi tab ili ty . A 
reg re s s iv e  sys tem  resu l ts  in a s i tu a t io n  w h e re  m arg in a l  p ro jec ts  will n o t  be 
u n d e r t a k e n  a n d  w h e re b y  th e  g o v e rn m e n t  is no t e a rn in g  the  h ighes t  possible 
eco n o m ic  r e n t  in case of h igh p ro f i tab i l i ty .

T h e  m o s t  efficient w a y  to p ro m o te  o p tim al  econom ic ac tiv ity  w ith  effective 
econom ic  r e n t  collection is th e re fo re  to a d o p t  a progressive  system .

I t  sh o u ld  be no ted ,  h o w e v e r ,  th a t  p rog ress ive  system s have  d ra w b a c k  for 
g o v e rn m e n ts .  T h e y  resu l t  b y  th e i r  ve ry  n a tu r e  in im p o r ta n t  sw ings in g o v e rn m e n t  
r e v e n u e s  if th e re  a r e  i m p o r ta n t  ch an g es  in p rices  o r  costs. In  o rd e r  to  p ro p er ly  
m a n a g e  a p ro g re ss iv e  fiscal sy s tem  a g o v e rn m e n t  has  to h a v e  a “ b u f fe r in g ”  system  
in p lace ,  su ch  as a specia l  fu n d  to w h ich  g o v e rn m e n t  c o n tr ib u te s  w h en  prices a re  
h igh  a n d  w h ic h  the  g o v e rn m e n t  cou ld  use in case prices a re  low.

A t  the  sa m e  tim e it sh o u ld  also be n o ted  th a t  la rge  c o rp o ra t io n s  look for 
“ u p s id e ”  in a n  in v e s tm e n t  a n d  a severe  r e d u c t io n  of the  ups ide  would  re d u c e  the 
in v es to rs  in te re s t  in th e  p ro je c t .

6



4.1.1 UPSTREAM

4.1.1.1 BONUSES

A laska  em ploys a system  o f  com pe ti t ive  bonus  b idd ing  for the  a l location  of 
a c re a g e .

4.1.1.2 RENTALS

S u r fa c e  ren ta ls  in the  P r u d h o e  B ay  a rea  a re  $ 1 per acre .

4.1.1.3 ROYALTIES

Royalties  fo r  P r u d h o e  a rc  1 2 .5 %  of the  value  a t the  lease b o u n d a ry .  A 
p ro ce ss in g  a llow ance  of $ 0 .18 p e r  M c f  is p e rm i t te d  for gas as a d e d u c t io n  from  this 
v a lu e .  T h is  a llow ance  escalates  w i th  infla tion .

4.1.1.4 SEVERyiNCE TAX

T h e  sev eran ce  tax  r a t e  for oil is 12 .25%  for the f irs t  5 y e a rs  a n d  1 5 %  
th e r e a f t e r  a n d  for gas it is 1 0 % .  T h e  severance  tax  is ca lcu la ted  on th e  v a lu e  a t  the 
lease b o u n d a r y  less royalties .  F o r  gas  th e re  is a processing a llow ance  of $ 0.20 per  
M c f  (a s su m ed  p e n d in g  d r a f t  reg u la t io n s ) .  Also there  is m in im u m  se v e ra n c e  tax  of 
$ 0 .064  p e r  M c f  rega rd le ss  of the  p rice .

T h e  se v era n c e  tax  for oil a n d  gas is red u c e d  by the E conom ic  L im it  F a c to r  
(E L F ) .  T h is  fac to r  varies  be tw e en  0 a n d  1 and  dep en d s  on the  da ily  well p ro d u c t io n  
in th e  case o f  oil a n d  gas a n d  also to ta l  daily  field p roduction  in the  case  o f  oil.

4.1.1.5 CORPORATE INCOME TAX

T h e  federa l  c o rp o ra te  in co m e  tax  ra te  is 3 5 % .  Losses can  be c a r r ie d  fo rw ard  
a n d  in te r e s t  is a d e d u c tib le  expense . D eprecia tion  for federal p u rp o se s  v a r ie s  from  
asse t  class to a sse t  class a n d  is based  on the M A C R S  system . T yp ica l ly ,  the  
c o n d i t io n in g  p la n t  w ould  be  d e p re c ia te d  over  8 years .

T h e  A laska  c o rp o ra te  incom e tax r a te  is 9 .4 %  app lied  on a u n i t a r y  w o r ld ­
w ide  bas is  o f  incom e. T h e  ex p e r ien ce  of Alaska is th a t  A laska only receives  a b o u t  
h a lf  th is  a m o u n t  as a r e su l t  of  th e  a p p o r t io n m e n t  p ro ce d u re s .  T h e  Alaska 
c o rp o r a te  incom e  tax  is d e d u c t ib le  for federal co rpo ra te  incom e  tax  p u rposes ,  
c re a t in g  a to ta l  tax  r a t e  o f  4 1 .1 % .
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O n  a v e ra g e ,  the  to ta l A laska  fiscal system  (Federa l,  S ta te  a n d  local) is:
-- slightly  reg ressive  o r  slightly  p rogressive  on a total p ro je c t  basis 

d e p e n d in g  on th e  econom ic  c o n d it io n s  a n d  the tax  position of the inves to r ,  and  
-- f ro n t -e n d  loaded .

T h i s  m ea n s  t h a t  the A laska  fiscal system  is no t op t im al  for a n  LN G  p ro jec t .

T h e  r a te  o f  r e t u r n  to the  in v es to rs  is less th a n  it needs to be. T h e  r a t e  of 
r e t u r n  is p a r t ic u la r ly  nega tive ly  affec ted  u n d e r  m arg in a l  econom ic cond it ions . 
H o w e v e r ,  u n d e r  h igh  p r ice  s c en a r io s ,  the  total g o v e rn m e n t  take  is less th a n  it could 
be.

T h e  c u r r e n t  A laska  fiscal sys tem  could therefo re  be im p ro v e d  in  o r d e r  to 
m a k e  th e  L N G  p ro je c t  m ore  a t t r a c t iv e  by m aking  the p ro je c t  m o re  p ro fi tab le  an d  
less r is k y .  T h e  system  could  also be im proved  by m ak ing  it a m ore  effective 
e c o n o m ic  r e n t  collector.

5. COMPARATIVE ECONOMICS

5.1 FINANCIAL EVALUATION CRITERIA

5.1.1 H U R D L E  R A T E

P r o b a b ly  the  m o s t  im p o r ta n t  y a rd s t ick  for assessing the  p ro fi tab i l i ty  of the  
A la sk a  p r o je c t  is the  “ h u rd le  r a t e ” .

T h e  h u rd le  r a t e  is the  m in im u m  cashflow ra te  of r e tu r n  th a t  the  p ro je c t  has 
to h a v e  in  o r d e r  to be  co n s id e red  econom ically  a t t rac t iv e  by the inves to rs .  M a n y  
c o m p a n ie s  d e te rm in e  the  h u rd le  r a t e  after  all taxes and  before  f inanc ing . T h e  h u rd le  
r a t e  c a n  be  d e te rm in e d  on a c u r r e n t  or constan t dollar  basis. T h e  h u rd le  r a te  
d e p e n d s  on  m a n y  fac to rs , su ch  as the  r a te  of re tu rn  of o th e r  o p p o r tu n i t ie s ,  the 
a v e ra g e  cos t  o f c a p i ta l ,  the  p ro je c t  r isks  an d  financing o p p o r tu n i t ie s .

H u r d l e  r a te s  a rc  d i f fe ren t  f ro m  com pany  to com pany  because  the fac to rs  th a t  
d e te r m in e  the  h u rd le  r a t e  a r e  d if fe ren t  for each com pany . This  m ea n s  t h a t  some 
c o m p a n ie s  m ay  cons ide r  a p r o je c t  p ro fi tab le  while o thers  m ay  no t .  F o r  la rge  
p r o je c t s ,  c o m p a n ie s  m a y  h a v e  d iffe ren t  hu rd le  ra tes  per  p ro je c t  d e p e n d in g  on the 
p r o j e c t  r isk .
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5.7.7 .2 COST OF CAPITAL

T h e  h u r d le  r a te  has  to he eq u a l  to  o r  h ig h e r  th a n  the w e igh ted  a v e ra g e  cost 
o f c a p i t a l  a f te r  a d ju s tm e n t  for r isk . T h e  w e igh ted  a v e ra g e  cost of c ap ita l  o f  a 
c o m p a n y  is the  a f te r  tax cost o f  all its c a p i ta l  sources  in the  fo rm  o f  d e b t  a n d  equ ity . 
F o r  l a rg e  oil c o rp o ra t io n s  w ith  a re la t iv e ly  m odes t  d e b t ,  the  c u r r e n t  cost o f cap ita l  
can  e s t im a te d  in the  r a n g e  o f  9 %  to 1 1 % .  It is no t  econom ic  for a c o rp o ra t io n  to 
in v e s t  in a p r o je c t  if  the p ro je c t  does n o t  m ake  a t  least a r a t e  of r e tu r n  t h a t  is equal 
to t h e  w e ig h te d  av e ra g e  cost of cap ita l  a f te r  a d ju s tm e n t  for risk.

S uccessfu l  com pan ies  have p ro je c ts  with ra tes  of r e tu r n  th a t  a re  above  the 
w e ig h te d  a v e ra g e  cost of cap ita l .

5.1.1.3 A LASKA PROJECT RISK

T h e  re la t iv e  risks of the  p ro jec ts  is also an  im p o r ta n t  fac to r  in dec id ing  a b o u t  
the  a t t r a c t iv e n e s s  of a p ro je c t  and  in dec id ing  a b o u t  the  h u rd le  r a te  for th e  p ro jec t.  
It s h o u ld  he  n o te d  th a t  re la tive ly  sp e ak in g  the Alaska p ro jec t  c a n n o t  be cons ide red  a 
low r i s k  p r o je c t  u n d e r  c u r r e n t  cond it ions .  T h e re  is a g rea t  v a r ie ty  of p ro je c t  risks. 
T h e  fo llow ing  tab le  is a co m p ar iso n  be tw een  the  Alaska p ro jec t  a n d  the R a s  Laffan 
p r o je c t  o f  th e  p ro je c t  risks involved:

T h i s  indicates tha t  the competit ive rate of r e tu rn  for LNG projects  tha t  arc
being l a unched  a t  this m om ent  is in the range  of  13 - 17%  for the price range  of S
3.50 to S 3.90 per  M M B tu  C IF  Korea or  J a p a n  on a total project  basis.

RELATIVE P R O JE C T  RISK ALASKA - RAS LAFFAN

Alaska R as  Laffan
R IS K S :
R egiona l conflic t  risk V ery  Low V ery  H igh
G e n e ra l  c o u n try  risk Low A verage
G a s  reserve  r isk Low V ery  Low
G a s  price  risk A ver - High High
R egu la to ry /lega l  risk High Low
R isk  of cost o v e rru n s nigh Low
M a rk e t  access risk High A verage
Fiscal s tab i l i ty  r isk High Low
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5. / .  /. 4 FINANCING

W i t h  re s p e c t  to the  A laska  L N G  p ro je c t  it is im p o r ta n t  to em p h a s ize  th a t  the 
a n a ly s is  o f  th e  p ro je c t  on a n o -f in a n c in g  basis  docs not do  the  A laska  p ro jec t  just ice . 
In th e  U n i te d  S ta te s ,  in te r e s t  is a tax d educ tib le  expense . F u r th e rm o re ,  the 
f in a n c ia l  m a r k e ts  perce ive  N o r th  A m erica  as a low risk  a rea  in  w hich  a high 
lev e rag e  o f  th e  d o w n s t re a m  o p e ra t io n s  is possible.

F in a lly ,  the  in c re m e n ta l  inves tm en ts  in th e  Alaska L N G  p ro jec t  a rc  
p r im a r i ly  in  d o w n s t re a m  o p e ra t io n s  w hich  a re  highly f inanceab le .

T h e  h ig h  deg ree  o f  f in an ceab i l i ty  o f  the  d o w n s tre a m  o p e ra t io n s  m akes the 
i n c r e m e n ta l  cost of c a p i ta l  less th a n  the w eighted  a v e ra g e  cost o f  cap ita l  of the 
c o r p o r a t io n .

G iv e n  these  c o n s id e ra t io n s  it is im p o r ta n t  to conside r  th e  c o m p a ra t iv e  
e c o n o m ics  e i th e r  on an  a f te r  f in a n c in g  basis  or p rov ide  som e dec rease  in the  h u rd le  
r a t e  in o r d e r  to recogn ize  these  fac tors . T h e  r a te  of r e tu r n  a f te r  f in an c in g  would  be 
the  r a t e  o f  r e t u r n  on e q u ity  (“ P ro je c t  R O E ” ). This  m eans  the  r a te  o f  r e tu rn  on to ta l 
c a p i ta l  less the  d e b t .

5. / .  /.5 TOTAL PROJECT VERSUS ITS COMPONENTS

T h e  r isk  on the  to ta l p ro je c t  and  its com ponen ts  a re  no t necessarily  the sam e. 
T h e  doNvnstream c o m p o n e n ts  cou ld  be construc ted  u n d e r  re la tive ly  low risk 
c o n t r a c tu a l  a r r a n g e r ’ m ts  w ith  the p ro d u ce rs .  T he  p ro d u c e rs  w ou ld  ru n  the r isk  of 
cost o v e r r u n s ,  p r ic e  declines  a n d  o th e r  risks.

T h e re fo re ,  for the  d e te rm in a t io n  of the  n e tb a c k  va lue  a n d  for royalty  
p u rp o s e s  one  w ou ld  use  a r a t e  of r e tu r n  th a t  is lower than  the  to ta l  p ro jec t  r a te  of 
r e t u r n  a n d  w o u ld  r e p r e s e n t  the  lower risk. Also th e  costs o f  cap ita l  for the 
d o w n s t r e a m  c o m p o n e n ts  is typ ica lly  lower th an  for the  u p s tre a m  com ponen t .  T h e  
r a t e  of r e t u r n  w o u ld  be a C o s t  of Serv ice  r a t e  of re tu rn .

In o r d e r  to a ssu m e  all th e  p ro je c t  risks, the  liquid p e n a l ty  a n d  e a rn  a 
r e a s o n a b le  r e t u r n  on th e  p ro je c t  deve lopm en t investm ents , the  p ro d u c e rs  will h a v e  
to h a v e  a re a s o n a b le  m in im u m  n e tb a c k  va lue  for the gas. It can b e  es tim ated  th a t  
this v a lu e  is a b o u t  S 0.98 p e r  M cf. If d ow nstream  o p e ra to rs  w ou ld  assum e m ore  
risk , th is  v a lu e  could  be low er  b u t  in this case the cost o f service o f  the  d o w n s tre a m  
o p e ra t io n s  increases  b e c au se  of th e  need for a h igher  r a te  of r e t u r n  in o rd e r  to 
a s su m e  th is  risk.
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The r a t e  o f  r e t u r n  is d e p e n d e n t  on th e  r a m p - u p  speed of the p ro jec t .  A 
u n iq u e  f e a tu re  o f  the  A laska  p ro jec t  is th a t  a long  d is tance  high cost gas p ipeline  is 
r e q u i r e d .  T h e  q u ic k e r  this line can be filled w i th  p ro d u c t io n ,  the h igher  the  ra te  of 
r e t u r n  will be. I f  the  r a m p - u p  would  be 3 y e a rs ,  the  R O R  would be a pp rox im ate ly
0 .7 %  h ig h e r .  S u c h  a fast r a m p  up , h o w e v e r ,  is im probab le  due to m arke t  
r e s t r ic t io n s .  C u r r e n t ly ,  the  total Pacific L N G  m a rk e t  is increasing by a b o u t  2.5 
m illion  to n s  p e r  y e a r  a n d  m a n y  pro jec ts  c o m p e te  in this m arke t.

I t  t h e re fo re  a p p e a r s  th a t  the  A laska N o r th  S lope LNG p ro je c t  is no t 
econom ic  u n d e r  c u r r e n t  cond it ions , even if th e  costs could be d ro p p ed  to S 12 
b ill ion  a n d  th e  r a m p - u p  speed could be in c reased .

H o w e v e r ,  im p ro v e m e n ts  in the  fiscal sys tem  together  with a r e d u c t io n  of 
p r o je c t  r i s k  cou ld  m ak e  the p ro je c t  a t t rac t iv e .

5.3 ALASKA PROJECT ON THE BASIS OF OTHER FISCAL SYSTEMS

5.3.1 O V E R A L L  F IS C A L  DU RD EN

T h e  overa ll  fiscal b u rd e n  im posed by A laska  on a possible LNG p ro je c t  is 
to u g h  in c o m p a r is o n  w ith  o th e r  LN G exporting  coun tr ies .

T h e  re la t iv e  b u r d e n  can  be m ost a c c u ra te ly  m easu red  by apply ing  the  fiscal 
t e rm s  of o th e r  ju r i s d ic t io n s  to Alaska N orth  S lope  economics.

In  su ch  a c o m p a r iso n  the econom ics of A laska, C an ad a  an d  A us tra l ia  a re  
m e a s u re d  on a co n so lid a ted  basis and  the econom ics  of the o ther  LN G exporting  
c o u n tr ie s  is m e a s u re d  on a s ta n d  alone basis . T he  following table p rov ides  the  
c o m p a r a t iv e  ana ly s is  o f  the  R O R  for two sc en a r io s ,  S 15 billion costs with a price  of 
S 3 .5 0  a n d  S 13.5 billion costs w ith  a price o f  S 3 .90:



T his  is a ve ry  s t r o n g  ind ica tion  th a t  the  Alaska fiscal te rm s  a rc  not 
co m p e t i t iv e  w i th  the  “ o u te r  c irc le -h igh  cost” ju r i sd ic t io n s .

5.3.2 S T R U C T U R E  O F  T H E  G O V E R N M E N T  T A K E

An i m p o r t a n t  issue in in te rn a t io n a l  fiscal system s is the  s t r u c tu r e  of the  fiscal 
sy s tem . T h e  s t r u c tu r e  o f  th e  fiscal system  can be ana lyzed  by rev iew ing  the  level of 
g o v e rn m e n t  t a k e  u n d e r  v a r io u s  scenarios.

T h e  g o v e rn m e n t  ta k e  is defined  as th e  p e rc e n ta g e  t h a t  the  g o v e rn m e n t  
o b ta in s  of th e  econom ic  r e n t .  T h e  g o v e rn m e n t  take  is usually  expressed  as a 
p e rc e n ta g e  o f  th e  u n d i s c o u n te d  r e n t ,  a l th o u g h  econom ic  ren t  is u sua lly  d e te rm in e d  
on a d isc o u n te d  basis .

T h e  following tab le  p ro v id es  the  u n d isc o u n te d  g o v e rn m e n t  take  in p e rc e n t  
for th e  two s c en a r io s :

G O V E R N M E N T  T A K E  O F  D IF F E R E N T  F IS C A L  
S Y S T E M S  B A S E D  O N  A L A S K A  E C O N O M IC S

C osts /p r ice : 15B-5 3.50 13.5B-5 3.90

P ro je c t :

A L A S K A N o r th  Slope 4 0 .4 % 4 1 .7 %

IN N E R  C I R C L E - L O W  C O S T :

B ru n e i L u m u t 46 .6 % 4 9 .8 %
In d o n es ia A r u n 57 .5 % 5 9 .9 %
M a la y s ia B in tu lu  1 , 0 61 .2 % 6 6 .4 %

M a la y s ia B in tu lu  ID 6 1 .2 % 6 6 .4 %
V ie tn a m O ffsho re 3 8 .2 % 4 7 .9 %  ||

O U T E R  C I R C L E - H I G H  C O S T :

A b u  D h a b i Das Island 4 4 .4 % 4 5 .6 %
A u s tra l ia All p ro jec ts 3 3 .7 % 3 6 .1 %
C a n a d a PA C R E M 3 5 .2 % 3 9 .9 %
In d o n es ia I r i a n  J a y a 48 .7 % 5 0 .7 %
In d o n es ia N a tu n a 2 5 .6 % 2 5 .9 %
O m a n Shell 2 1 .6 % 1 9 .4 %
P N G H ides 2 7 .3 % 2 8 .1 %
Q a t a r Q a ta rg a s 3 3 .1 % 3 0 .8 %
Q a t a r R a s  Laffan 3 4 .4 % 3 3 .7 %
R uss ia S a k h a l in  II 37 .5 % 3 8 .2 %
Y e m e n n u n t 3 5 .3 % 4 9 .5 %
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T h is  m e a n s  t h a t  the  “ o u te r  c irc le-high cos t” coun tr ies  com pc e by 
in t r o d u c in g  o n e  o r  m o re  o f  the  following fiscal concep ts  in th e ir  fiscal system:

— a low er  g o v e rn m e n t  take
-- a p rog ress ive  gov e rn m en t  take ,  m ak in g  the $ 3.50 case 

m o re  a t t r a c t iv e ,
— a b a c k -c n d  loaded g o v e rn m e n t  take ,  or 
- in v e s tm e n t  “ subsid ies” .

A la sk a  em p lo y s  n o n e  of these  fea tures  a n d  it is th e re fo re  th a t  the  A laskan  
te rm s  a r e  th e  lea s t  a t t r a c t iv e  for investors  a m o n g  th e  “ o u te r  circle-high cost” 
ju r i s d ic t io n s .

In  a d d i t io n  to  th e  basic  g o v e rn m e n t  take , m a n y  ju r isd ic tio n s  employ d irec t  
g o v e r n m e n t  e q u i ty  p a r t i c ip a t io n  in the  p ro jec t.  T h is  is in p a r t ic u la r  the  case for 
Q a t a r ,  A b u  D h a b i ,  O m a n ,  Y em en , B ru n e i  a n d  P N G . This  increases th e  
g o v e r n m e n t  ta k e  on  a “ P a r t i c ip a t io n ” basis su b s tan t ia l ly .  H ow ever, these 
g o v e rn m e n ts  s h a re  in th is  case the com m ercial risks w ith  the  investors.

5.4 COMPETITIVE POSITION RELATIVE TO OTHER PROJECTS

5.4.1 A L A S K A  O N  T H E  T I M E  L IN E

T h e  p ro je c ts  in Q a t a r  (Has Laffan a n d  Q a ta rg a s ) ,  O m a n  and  the NYV She lf  
e x p a n s io n  p r o je c t  all a re  a h e a d  on the  tim e line re la tive  to Alaska. T he  Q a ta rg a s  
p r o je c t  has  a l r e a d y  s ta r te d .  O m a n  and  Ras Laffan  have  a lready  specific sales 
c o n t r a c t s .

T h e  to ta l  p ro d u c t io n  c a p a c i ty  of the  four  p ro jec ts  toge the r  is 23.4 million 
tons  o f  L N G  p e r  y e a r .  As in d ic a te d ,  the pro jec ts  also have  a P ro jec t  R O R  which a re  
m o re  a t t r a c t iv e  t h a n  th e  c u r r e n t  Alaska p ro jec t.  It is unlikely th a t  the Alaska N orth  
S lope  p r o je c t  could  be la u n c h e d  a h e a d  of these p ro jec ts .

T h e  A laska  p r o je c t  w ou ld  therefo re  p r im a r i ly  com pete  w ith  a second tie r  of 
p ro je c ts .

5.4.2 C O M P E T I T I O N  W I T H  R E S F E C I '  T O  S E C O N D  T I E R  P R O J E C T S

T h e  econom ic  in fo rm a t io n  on most of these  pro jec ts  is still r a th e r  lim ited . 
P ro je c t  R O R  f igu res  for these  p ro jec ts  a re  there ' re only indicative. Only v e ry  
g e n e ra l iz e d  e c o n o m ic  ana ly s is  can  be done w ith  a w ide  r a n g e  of erro r .



5 .5 EFFECT OF TIME ON THE PPOJECT

T h e  effects of t im e  on the  A laska  LNG p ro je c t  a rc  im p o r ta n t .

As in d ic a te d  e a r l ie r ,  th e  r a m p - u p  speed could add  a b o u t  0 .7 %  to th e  P ro jec t  
R O R  if the  r a m p  up  t im e  cou ld  be reduced  from  6 to 3 y ea rs .  It is likely th a t  the 
r a m p  u p  tim e cou ld  be r e d u c e d  so m e w h a t  over time.

By the  y e a r  2010 the  Pacific  m arke ts  m ay  increase a t  a r a te  of 3 m illion or 
m o re  p e r  y e a r  in s tead  o f  2.5 million tons per  y ea r .  This m ig h t  resu l t  in a  s itua tion  
w h e re  th e  r a m p  up  t im e  cou ld  be reduced  to 5 years  o r  4.5 years . T h is  would 
in c re ase  the  r a t e  of r e t u r n  a n d  m ake  the  m ark e t  access risk less.

A t  the  s a m e  t im e  th e  l iqu id  loss w hich is es tim ated  a t  384 m illion b a rre ls  if 
th e  p r o je c t  s t a r t s  in 2005 m ig h t  be red u c e d  to less th an  ha lf  this a m o u n t  by the  y ea r  
2010. T h is  w o u ld  a d d  a b o u t  0 .2 %  to the P ro jec t  R O R .

A g e n e ra l  benefit  to A la s k a n ’s m igh t  be th a t  over t im e  the C IF  prices for gas 
in E a s t  A sia m a y  in c re ase  in rea l  te rm s, c rea ting  a considerab ly  h ig h er  econom ic 
r e n t  w h ic h  in tu r n  w ou ld  re su l t  in m uch  h igher  gov e rn m en t  revenues.

T h e  m a in  d r a w b a c k  o f  delays in the Alaska pro ject is th a t  the  p ro je c t  m ay  be 
“ n ib b le d  to d e a t h ” b y  sm all p ro jec ts  com ing in ahead  o f  the  Alaska p ro jec t.  
P e tro le u m  ex p lo ra t io n  in A sia  used to be p r im ari ly  for oil. G a s  was considered  a by ­
p r o d u c t .  H o w ev er ,  the  s tro n g ly  em erg ing  gas m arke ts  in Asia have now c rea ted  a 
s i tu a t io n  w h e re  p e tro leu m  c o m p a n ie s  a re  now  exploraing for gas.

E x p lo ra t io n  in T h a i la n d ,  P ak is tan  a n d  C h ina  is in m an y  cases a im ed  a t  
d isco v e r in g  gas . V ie tn a m  m a y  sh o rt ly  in it ia te  a p ro g ram  aim ed a t  m ak in g  gas 
e x p lo ra t io n  m o re  a t t r a c t iv e .  T h e re fo re ,  it can be expected  th a t  m a n y  gas 
d iscoveries  will be  m ad e  d u r in g  the  next decade.

A t  the  sam e  t im e  the  econom ics of small LNG liquefaction  facilities is 
im p ro v in g .

All such  co n d it io n s  could  lead to a s i tua tion  w here  A laska  m ay  be delayed .
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6. INCREASING PROFITABILITY

In o rd e r  for i ' ' c  A laska  L N G  pro jec t  to take  p lace  the com petit iveness  and  
p r o f i ta b i l i ty  of th e  p r o je c t  h a v e  to be increased. T h is  can only be ach ieved  on the 
bas is  of:

a) a n  active p r o g r a m  on the p a r t  of the  c o rp o ra t io n s  in - o r d e r  to 
e v a lu a te  w h e th e r  costs  can  be r e d u c e d ,  and

b) a cooper: t ive  a p p ro a c h  betw een th e  S ta te  G o v e rn m e n t ,  the 
F e c e r a l  G o v e r n m e n t  a n d  :h e  local gov e rn m en ts  w ith  respec t  to im p ro v in g  fiscal 
te rm s  a n d  re d u c in g  p ro je c t  isk.

Unless all f o u r  p a r t ie s  a r e  willing to m ake  a c o n tr ib u t io n  to increas ing  the 
c o m p e t i t iv e n e ss  a n d  re d u c in g  th e  r isk  of the p ro je c t ,  it  w ould  be d ifficu lt  to reach  
th e  m in im u m  ob jec t ives .

T h e  in c rease  in co m p e ti t iv en ess  should  be p r im a r i ly  achieved  by reduc ing  
th e  g o v e rn m e n t  t a k e  on the  dosvnstream  p o r tion  of the  p ro jec t.  By reduc ing  the 
g o v e r n m e n t  take on  the  d o w n s t re a m ,  the n e tb a c k  value  will be in creased  w hich  in 
t u r n  will lower th e  cost o v e r r u n  r isk  and  the p rice  r isk . Th is  r isk  can be fu r th e r  
r e d u c e d  by  re d u c in g  the  u p s t r e a m  g o v e rn m e n t  take  u n d e r  cond it ions  of low n e tb ack  
p r ices .

6.1 STATE A ND FED ERA L INCENTIVES

T h e  S ta te  a n d  the  F e d e ra l  g o v e rn m e n t  could  seek to im prove  the  
co m p e t i t iv e n e ss  o f  th e  p ro je c t  co n s id e rab ly  by solving tw o im p o r ta n t  issues:

— th e  slow r a te  o f  d ep rec ia t io n ,  a n d
— th e  h igh  c o m b in e d  tax  rate .

6.1.1 A C C E L E R A T I O N  O F  D E P R E C IA T IO N

T h e  d e p re c ia t io n  sh o u ld  p re fe rab ly  be b ro u g h t  in line w ith  w orldw ide 
co n d i t io n s  for L N G  p lan ts .  T h is  m eans  th a t  an  acce lera ted  dep rec ia t ion  of 2 0 %  
s t r a ig h t  line pe r  y e a r  shou ld  be  th e  ta rge t .  T h e  c hange  in dep rec ia t ion  should  be 
p ro p o s e d  in such a  w a y  th a t  it does  n o t  resu lt  in im pac ts  on o th e r  tax payers .
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A d d i t io n a l ly  o n e  s h o u ld  cons ide r  a p roper ty  tax holiday o f  10 yea rs  from  the 
en d  o f  t h e  r a m p - u p  p e r io d .  H ow ever ,  one m igh t consider a co m p e n sa t io n  package  
fo r  th e  m u n ic ip a l i t ie s  fo r  th is  benefit.

F o r  in s tan ce ,  th e  co m p e n sa t io n  could be in the  form of “ free”  n a tu r a l  gas 
d e l iv e re d  to  the  m u n ic ip a l i t ie s  a t  th e  p ipeline in exchange for the  p ro p e r ty  tax 
h o l id a y  a n d  in lieu o f  th e  p a y m e n t  of p ro p e r ty  tax. Also ag reem en t  w ould  need to 
be r e a c h e d  on th e  d e ta i le d  ca lcu la tion  m ethods  of the p ro p e r ty  tax.

T h e r e  w ou ld  b e  a m p le  ju s t i f ica t io n  for the  proposed  m easu res  f rom  the  p o in t  
o f  v iew  o f  th e  local g o v e rn m e n ts .  T h e  p ro jec t  would  b r ing  conside rab le  em p loym en t 
a n d  b u s in e s s  o p p o r tu n i t i e s  a n d  w ould  p rov ide  low cost clean energy  a n d  a 
c o n s id e r a b le  f u tu re  s o u rc e  o f  p r o p e r ty  tax  income.

6.3 STATE INCENTIVES

6.3.1 R E L i E F  O N  M I N IM U M  S E V E R A N C E  TA X

T h e  S ta te  cou ld  re m o v e  the  m in im u m  severance  tax in o rd e r  to e n h an ce  the 
a b i l i ty  fo r  the  f i l le r s  o f  the  gas to nego tia te  the lowest possible m in im u m  sales price  
in ca se  o f  oil p r ice  declines . A sian  b u y e rs  are very  concerned a b o u t  m in im u m  sales 
p r ices .

6.3.2 R O Y A L T Y  A N D  S E V E R A N C E  T A X  R E L IE F

T h e  c u r r e n t  1 2 .5 %  ro y a l ty  a n d  the  10%  severance  tax a re  f ron t-end  loaded 
T h e  p r o je c t  r isk  could  be  red u c e d  an d  the profitabili ty  u n d e r  low ne tback  
c o n d i t io n s  could be  e n h a n c e d  w ith  a lower fiscal b u rden  unde r  these conditions. 
T h is  r e l ie f  is p a r t  o f  a m o re  g e n e ra l  r e s t ru c tu r in g  of the royalty  a n d  severance  tax  to 
be d e s c r ib e d  in the  next c h a p te r .

6.3.3 D E T E R M I N A T I O N  O F  N E T  B A C K  V A L U E  F O R  R O Y A L T Y  AND 
S E V E R A N C E  T A X  P U R P O S E S

It  can  also be  re c o m m e n d e d  to establish  a m ore detailed a n d  specific system 
on h o w  th e  n e tb a c k  p r ic e  for ro y a l ty  an d  severance tax p u rposes  would be 
c a lc u la te d .  T h e  n e tb a c k  p r ice  shou ld  be based on the  principle  th a t  each of the 
d o w n s t r e a m  c o m p o n e n ts  o f  the  p ro je c t  should  be a viable business by itself. A cost 
o f se rv ic e  type  r a t e  o f  r e t u r n  shou ld  be included  in the calculation o f  the cost of 
m a r in e  s h ip p in g ,  l iq u e fa c t io n ,  p ipeline  t r a n s p o r t  and  conditioning for royalty  net 
b a c k  v a lu e  pu rposes .
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T h e  s ing le  n e w  ro y a l ty  could  be m ade  m o re  p rogress ive  b a c k -e n d  lo ad e d  by: 
-- r e m o v in g  the  se v era n c e  tax for gas,
-- in t r o d u c in g  a h ig h e r  roya l ty  in c o m b in a t io n  w ith  a h ig h e r  ro y a l ty  

a l low ance , a n d
— by  m a k in g  this ro y a l ty  tim e re la te d .

7 .2  CREATION OF PROGRESSIVITY AND BACK-END LOADING

V e ry  i m p o r t a n t  va r ia b le s  in the  c rea tion  of economic r e n t  a r e  t h e  C I F  p r ice  
of gas a n d  th e  d o w n s t r e a m  costs. A  high p r ic e  a n d  low d o w n s t r e a m  costs  c re a te  
a u to m a t ic a l ly  a la rg e  econom ic  re n t .  I t  is in th e  in te re s t  of A laska  to  c a p tu r e  a la rge  
s h a re  o f  th e  e c o n o m ic  r e n t  t h a t  m ig h t  be g e n e ra te d .

T h e  r o y a l ty  cou ld  be m a d e  m o re  sensitive  to the  n e tb a c k  v a lu e  b y  in c reas in g  
the  c u r r e n t  a l lo w an ce  of S 0.18 p e r  M cf  to , for instance, $ 0 .60  p e r  M cf. T h e  
a v e ra g e  p ro je c t  ro y a l ty  could  be increased  a t  th e  sam e  tim e to, for in s ta n c e ,  3 0 % .

T h is  a v e ra g e  ro y a l ty  could then  be r e -d i s t r ib u te d  ove r  a t im e  f r a m e  re la ted  
to the  p r o je c t .  T h e  ro y a l ty  could  s t a r t  a t  5 %  d u r in g  the c o n s tru c t io n  a n d  r a m p - u p  
phase  a n d  cou ld  go up  to r a th e r  high levels of say  40 - 6 0 %  d e p e n d in g  on the  
de ta i led  p ro v is io n s  of the  fo rm u la  th a t  is a p p lie d .  Such a fo rm u la  n e e d s  carefu l 
c o n s id e ra t io n .

T h e  c re a t io n  of a p rogress ive  a n d  b a c k -e n d  loaded ro y a l ty  sy s te m  m a k e  the  
d e te rm in a t io n  o f  the  n e t-b a ck  va lue  for ro y a l ty  pu rposes  an  essen tia l  c o m p o n e n t  of 
the  overa ll  fiscal sy s tem , as a lre ad y  d iscussed in section 6.3.3

Also it s h o u ld  be recognized  t h a t  the ro y a l ty  would a p p ly  u n d e r  th e  um b re l la  
of a specific  a g re e m e n t  on the  P hase  I royalt ies  only. T h e  royalt ie s  a p p l ic a b le  to a 
possib le  P h a s e  II  sh o u ld  be ju d g e d  on tbe basis  o f  the  econom ic  c o n d i t io n s  existing 
a t  the  t im e  t h a t  th e  decision a b o u t  Phase  □  is being m a d e  a n d  s h o u ld  ta k e  in to  
c o n s id e ra t io n  th e  need  for possib le  c o n s id e rab le  in c re m e n ta l  in v e s tm e n ts  to p u t  new  
gas fields on s t r e a m .

F ina lly ,  i t  sh o u ld  be no ted  th a t  the  specific  roya l ty  fo rm u la  needs  to be 
des igned  in  th e  co n tex t  of the  to ta l fiscal p a c k a g e  a n d  shou ld  th e re fo re  be based  on 
the  final fo rm  o f  a g re e m e n ts  rea c h e d  be tw een  th e  levels of g o v e rn m e n t .



Also th e  d i s t r ib u t io n  o f  risks and  benefits  of th e  S ta te  of A lask a  is very  
d i f fe re n t  f ro m  th e  p r iv a t e  inves to rs . T h e  S ta te  of Alaska will benefi t  f ro m  Phase  II. 
T h e  specific  in it ia l  p r o je c t  inves to rs  m igh t  o r  m ig h t  not.

T h e re fo re ,  th e  S ta te  of Alaska could assum e p ro je c t  r isk  by  pa rt ia l ly  
f in a n c in g  the  p ro je c t  w i t h  long te rm  loans.

T h e  a t ra c t iv e n c s s  o f  the  p ro je c t  could increase  if  th e  S ta te  cou ld  use  such  tax 
s u p p o r t e d  f in a n c in g  a n d  can  a s su m e  p ro jec t  r isk  by  lend ing  u n d e r  favo rab le  
c o n d it io n s .

8.3 INFRASTRUCTURE DEVELOPMENT

S o m e  g o v e rn m e n ts  in the  w orld  have  p ro m o te d  the  L N G  ex p o rts  th ro u g h  
v e ry  c o n s id e ra b le  d i re c t  in f r a s t ru c tu re  or p ro je c t  s u p p o r t .  Q a t a r  c o n s tru c te d  an  
n ew  S 1 b illion p o r t .  I M o n e s ia  assum es the co n s tru c tio n  a n d  f in an c in g  costs of the  
l iq u e fac t io n  p la n ts  a n d  c h a rg e s  p r iv a te  investors for l iquefac tion  on a cost basis.

T h e  S t a te  of A la sk a  m ay  be ab le  to p rov ide  s im ila r  s u p p o r t  to the  pro jec t. 
T h is  m ay  be  th e  case  for im p ro v em en ts  in the  p o r t  in V a ld ez  or s im ilar 
i n f r a s t r u c tu r a l  w orks.

8.4 FISCAL STABILITY

T h e  A N S  L N G  p ro je c t  will no t occur w i th o u t  a s ign if ican t  e n h a n c e m e n t  of 
th e  s tab i l i ty  o f  th e  fiscal te rm s. T h e  profi tab ili ty  of the  p ro je c t  d e p e n d s  entirely  on 
a c o m p re h e n s iv e  set o f  fiscal a n d  financial m easu res .  W i th o u t  these m easu res  the 
p r o je c t  is u n e c o n o m ic .  As a resu l t ,  there  has to be an  accep tab le  deg ree  o f  fiscal 
s ta b i l i ty  befo re  in ves to rs  can  risk  the  inves tm en t  in such a la rge  p ro jec t .

T h is  fiscal s ta b i l i ty  does no t exist a t  this time. T h e  S ta te  of A laska  has the 
u n i la te r a l  r ig h t  to c h a n g e  taxes. T h is  applies to sev eran ce  taxes, p ro p e r ty  taxes 
a n d  c o rp o r a te  incom e tax . All these taxes a re  m a jo r  co m p o n en ts  o f  the  fiscal 
s t r u c tu r e .

Even  if  th e  c u r r e n t  g o v e rn m e n t  would ag ree  to a new  fiscal package , the 
n ex t  g o v e rn m e n t  could  c h a n g e  it. T h e  S ta te  o f  A laska could the re fo re  take a 
n u m b e r  o f  m e a su re s  t h a t  w ould  help in estab lish ing  a n  e n v iro n m e n t  of fiscal 
s ta b i l i ty .  S ev e ra l  m e a s u re s  a rc  possible.
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It seems t h a t  a  r e a s o n a b le  m iddle g ro u n d  could  be th e  following:

-- tb e  S ta te  Legisla ture  could pass  a law p e rm it t in g  th e  gov e rn m en t  
to emtcr in to  fiscal a g re e m e n ts  for specific p ro jec ts  for a specific t im e  period , for 
in s ta n c e ,  no lo n g e r  th a n  25 years ( 5 yea rs  for d e v e lo p m en t  a n d  20 years  
p ro d u c t io n ) ,

-- a n y  su ch  ag reem en ts  would h a v e  to be specifically a p p ro v e d  by the  
S ta te  L eg is la tu re ,

— if  the  fiscal system changes in the  fu tu re ,  such changes  would n o t  
be a p p lic ab le  to th e  p r o je c t  fo r  which the a g re e m e n t  exists an d  such  ag reem en ts  
w o u ld  be “ g r a n d f a th e r e d ”  u n d e r  any  such new  law  ch a n g in g  the  fiscal system ,

-- i t  cou ld  be unders tood  th a t  the  a g re e m e n t  could only  be canceled 
o r  a m e n d e d  on th e  bas is  o f  a specific new law by  the  S ta te  Legisla ture .

T h is  p rocess  does  n o t  p rov ide  for abso lu te  fiscal s tab ili ty , b u t  it  would come 
as close as one  cou ld  r e a s o n a b ly  hope for in th e  N o r th  A m erican  contex t. A formal 
a g re e m e n t  w ith  th e  inves to rs  signed by the  S ta te  a n d  a p p ro v e d  by the S ta te  
L e g is la tu re  w ou ld  h a v e  a t re m en d o u s  m oral w e igh t  a n d  it would be ve ry  dam ag ing  
for th e  im age  of th e  S ta te  if the ag reem en t  w ould  be unila te ra lly  canceled or 
a m e n d e d .

8.4.5 F IN A N C IN G  P A C K A G E

T h e  long te rm  S ta te  sup p o rted  f inanc ing  p a ck ag e  m ay help to solidify the 
fiscal s tab ili ty . T h e  p a ck ag e  m ay include c e r ta in  cond it ions  th a t  w ould  link the 
p a c k a g e  to the  fiscal s tab i li ty .  Since the S ta te  of A laska  w ould  have  g u a ra n te e d  the 
f in a n c in g  p a ck ag e  to th e  lende rs ,  this would c re a te  cons ide rab le  add it iona l  com fort 
on the  p a r t  of the  in ves to rs  th a t  the fiscal s tab i l i ty  will “ h o ld ” .

8.4.6 P A R T I C I P A T IO N

T h e  eq u ity  p a r t ic ip a t io n  provisions could be  p a r t  o f  the  overall fiscal s tability  
a g re e m e n t .
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F o r  the $ 3.90 s c e n a r io  the d es irab le  t a rg e t  r a te  w ould  still no t b e  r e a c h e d ,  
w h ic h  m eans  t h a t  the  A la sk a  LN G p ro je c t  still w ould  no t c o m p a re  v e ry  well w ith  
o th e r  L N G  p ro je c ts  a r o u n d  the w orld  u n d e r  this price  scenar io  o r  h ig h e r  p r ice  
sc en a r io s .

O n  the o th e r  h a n d ,  the  p ro je c t  r a te s  rela tive ly  b e t te r  u n d e r  low er  p r ice  
s c en a r io s  an d  w ou ld  r a t e  v e ry  high on a R O E  basis. Also the  m in im u m  n e tb a c k  
p r ic e  o f  a b o u t  $ 0 .90 p e r  M c f  w ou ld  be fa r  exceeded a t  the  $ 3.90 C I F  p r ic e  level.

9.3 REDUCTION OF RISK

T h e  p ro p o sed  fiscal s t r u c tu r e  red u c e s  cost o v e r ru n  r isk  a n d  p rice  r isk .

T h e  S ta te  of A lask a  could re d u c e  p ro je c t  risk  f u r th e r  th ro u g h  a de ta i led  
c o n t r a c tu a l  a r r a n g e m e n t  w i th  the  p ro d u c e rs ,  involving fiscal s tab i l i ty  a n d  a 
d e ta i le d  defin ition  of te rm s ,  inc lud ing  de ta iled  ca lcu la tion  p ro c e d u re s  fo r  all fiscal 
c o m p o n e n ts .

Based on such  a p a c k a g e  th a t  involves co n s id e rab le  risk  r e d u c t io n  c o m p a n ies  
m a y  be p re p a re d  to c o n s id e r  a risk a d ju s te d  h u rd le  r a te  of 1 2 % ,  based  on CEF 
p r ice s  ot $ 3.50 p e r  M M B tu .

T h e  c o m b in a t io n  o f  im p ro v ed  fiscal te rm s  an d  risk  r e d u c t io n  m ay  resu l t  in 
a n  overall  s i tua tion  w h e re  th e  p ro jec t  w ould  be considered  p ro f i tab le  a n d  a t t r a c t iv e  
by the  p ro d u ce rs .  F ro m  t h a t  po in t  o n w a rd s  it w ou ld  be the a c tu a l  d e v e lo p m en t  of 
L N G  m a rk e t  cond it ions  t h a t  would  d e te rm in e  w hen  the p ro je c t  could be  lau n c h e d  
in th e  2005 - 2010 tim e p e r io d .

9.4 OTHER FACTORS

A p a r t  f rom  the  th re e  factors  in d ica ted  ab o v e ,  fu r th e r  fac to rs  could  help  in 
b r in g in g  the p ro je c t  a b o u t .

A s h o r te r  r a m p - u p  t im e  of 4.5 o r  5 y e a rs  could  a d d  a n o th e r  0 .5 %  to the  
P r o je c t  R O R . B ased  on  th e  new  fiscal p a c k a g e  a n d  the  r isk  r e d u c t io n  a g re e m e n t  
w i th  the  S ta te  o f  A lask a ,  i t  m ig h t  be possible to conv ince  b u y e rs  th a t  a fa s te r  r a m p  
u p  w o u id  be a t t rac t iv e .
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