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Q . :  T r y  to , . . .  question that is that all the information I have i s ,  you
mentioned the su p p ly  of natura l gas on a sh o rtru n  basis  and . . .  
su rp lu s  and a . . .  do not h a v e , but a lot of good information ind icates  
that there  is for a good long time irr the fu tu re ,  not a shortage  of  
natura l g a s ,  and th a t  f its  into m arketab ility-question  a lso , would you v.. 
ju s t  , . .  •   ~ -

M acKay: A ll r ig h t ,  let me. tack le  the last p a rt  f i r s t  p e rh a p s ,  includ ing
in co n text. One v e r y  s ig n if ican t  example to me that o ur consu ltant has  
ra ised  in resp ect  to his question of the shortage of gas or  the su rp lu s  
of g a s ,  is the amount o f re s e rv e s  In one area of the United S ta te s ,  ju s t  
to use an exam ple, or to make a point of how rap id ly  ex is t in g  re se rv e s  
are  declin ing and how d if f icu lt  the job is ju s t  to keep up with those  
d e c lin e s , the South Louisiana area of the United States has about 35% of 
the r e s e r v e s ,  excu se  rr.e, that's  turned  a ro u n d , it's 25% of the  
r e s e r v e s ,  but w e're  tak ing 35% of o u r  annual production from those  
re se rv e s- in ju s t  one  small geograp h ic  a re a ,  that's  7 tr il l ion  feet o u t .o f  
the 20 approxim ately  each y e a r  is being produced out of South  
Lou is iana . T h a t  rate  of depletion is about 16% p er  y e a r  of the  re se rv e s  

-that  a re  t h e re ,  so it 's  a q u a r te r  of o u r  re se rv e s  and w e're  prooucing at 
t h a t  high ra te . Now that'll d e c lin e , you know at that rate  it would-be  
gone in f ive  y e a rs  un less  it's a huge amount of r e s e r v e s ,  but it's only  
declined fo r ,  but it 's  n e v e rth e le ss  an example of the v e r y  important  
d e c lin e . .  A  lot of the re s e rv e s  that are  being ad d ed , such  as the well 
known o v e r th ru s t  belt a re  v e r y  low producib le  r e s e r v e s ,  so you have to 
add a lot more re se rv e s  to rep lace what you 're  taking from South  
Lo u is iana , than w hat's  iri South Louisiana from a re se rv e  standpo int.
So there  is a v e r y  p rec ip itous  decline p a r t ic u la r ly  in the la tter  p a rt  of  
th is  decade , and that creates  a good p art  of the need that I'm 
d iscu ss in g  h ere .

T h e  m arketab ility  q u estio n , as I mentioned we feel confident that  
through a combination of those three  th ings  that f i r s t ,  e ith e r  the gas  
may be increm entally  saleable a n y w a y , that th e re 's ,  you know we had 
th ree  major d is ru p t io n s  in Mideast in the decade of the 70's and it only  
takes one of those to add 50% or 100% to the p r ice  of o il ,  and so we're  
still in that tenuous s ituation , and that p rice  a ffects  c learing  p r ice  for 
gas in the United S ta te s , whereas oil p r ice s  r ise  so does the c learin g  

'p r ic e  f o r  g a s .  - -

Se co n d ly , we have th is  ab ility  to averag e  the cost of A laskan  gas in 
with other su p p lie s ,  and th e n , th ird ,  we have th is  levelization method 
to move costs from the e a r ly  y e a rs  to the back y e a r s .  Now we're  not 
the only ones that have to be satisfied  on m arketab ility , the s h ip p e r s ,  
the people that a re  committing them selves to buy th is  gas have to be 
sa t is f ie d , the b anks have to be sa t is f ie d , and so on. So all of this will 
be rev iew ed , but we're  confident that we have the tools to a ssu re  that  
A laska  gas will be m arketab le.

Y o u r  last po int, and I th in k  f ir s t  question in terms of the p re -b il l in g  ' 
is su e ,  p e rh a p s , to put that in context the f i r s t  of a l l ,  nothing can 
happen under the legislation as it has been passed before a date certa in  
and that date certa in  is the expected date of completion of the whole 
p ro je c t ,  Canada and A la sk a .  T h a t  date is to be set by the Federal

-  "  1 5



16

En e rg y  R egulatory  Commission consulting with the Federal In sp ector .
So it's an independent objective outside look, it's not the pro ject people 
setting the date. So the y 're  going to be v e r y  concerned to a ssu re  that  
that date is set at a time that cart be met. R ight now we're  talk ing late 
1986 or 1987, then nothing could happen in terms of billing to present  
consum ers before that date . Now after  that date , if  one of three  of the 
major segments of the project is completed, but o thers  are  not, the 
three  segments are  the Conditioning P lant, the A laska p ip e lin e , and the  
Canadian pipeline as a whole. I f  one of those is completed, let's say  
Canada's  complete on the target date , but for some reason we've had a 
delay in A laska  on Conditioning P lant, then p resent consum ers at that  
time could be charged  for the cost of the Canadian system , because it 
is now complete and ready  for s e rv ic e .  As I mentioned e a r ly  on , we
th in k  the chances  of th is  kind of thing o ccu rr in g  are remote because we
will be close to coordinating the sch ed u le , we know a lot now about 
what is schedu le  sen s it ive  and how we can accommodate problems as 
they  o c c u r ,  so we th ink  the chances of th is  o ccu rr in g  are remote.
Now, however if you took that illumination of that r isk  to get this  
project done on a p r iv a te  b a s is ,  we're t ry in g  to do that , that seems to 
us to be a small r is k  for the consumer to take in o rd er  to a ssu re  the  
v e r y  large benefits  that he w il l 'g e t  over the life of the project to get  
th is  gas s u p p ly ,  and that was the ultimate decision that a lot of the 
Congressm en decided was important from th e ir  p e rsp e ct iv e .

Fahrenkam p : A re  there  fu r th e r  questions? R ep resentative  Cotton,

Cotton: i have a couple q u e st io n s , if  you 're  t ry in g  to get th is  thing
over with in a h u r r y  I won't ask  any q uestions.

Fahrenkam p : I'm not, I'm ju st  smi^ng, I have a 4:30 deadline and we
have three other people to hear from.

Cotton: O kay I got a couple questions, I'll t ry  to make them real
b r ie f .  You mentioned as of end of 81 the company had spent 600 
million do llars  on the p ro ject , does that f ig u re  include the cost of the 
so-called prebill in the Western and E as te r  Legs so that prebill?

M acKay: No it does not. T h a t 's  s t r ic t ly  the A laskan  p artn e rsh ip  that
includes none of the lower 48 system s.

Cotton: None c f  the Canadian?

M acKay: None of the C anad ian .

Cotton: So of that money and all the people you're  talk ing about that
were w o rk in g , the 1400 a ve rag e , the 1800 w orkforce  p eak , that was all 
dealing with the A laskan  portion?

M a c K a y  C o r r e c t ,  does not include the Canadians or does not include  
all the work going on on the p re b il l .  T h a t 's  all sep arate . And the 
prebill itse lf  in te re st in g ly  which between the two countries  is between 
two and three  billion d o lla rs , two and a ha lf  s a y ,  the Eastern  Leg in 
the United States which was a total of about one and a half billion 
dollars is the largest p riva te  again financing e ve r  done on the gas



pipeline in the United S ta te s , where again we tend to forget the  
magnitude of some of the th ings we're de ' ;,g w ith , but that was done 
and done s u cce ss fu l ly  on the p art  of the. - .

Cotton: I've been playing around with y o u r  f ig u re s  h e re ,  co rre ct  me if
I'm w rong , 25 to 33% of those jobs were in A laska and of those jobs 80% 
were A la s k a n s ,  so I get down to about 1 of 8 of the jobs that have  
been associated with the pipeline in A laska  have been A laskan s  who 
have been h ire d ,  would you say that I've u n fa ir ly  manipulated y e a r  
f ig u re s  by saying  that 1 of 8 jobs are  g iven to A laskan s?

M acKay: Well, I th in k  y e s  it is u n fa ir  and I th in k  the fa ir  way ‘to look
at it is what have we done in respect  to the people that a re  located in 
A la sk a . You know it's tough to say you can attrac t  A laskan s  as much 
as they love th is  c o jn t r y  up here to Californ ia  or Utah or Washington  
to work on the pro ject , or Houston, but of the people that have been 
brought on of the total complement in A la sk a , the key f igu re  is this  
75-80% have been A la sk a n s .  We th ink  that's darn  good perform ance.

Cotton: O f the jobs that are  in A laska?

M acKay: T h a t 's  r ig h t .

Cotton: A couple of real q u ick  qu est io n s , r ig h t  now the Western Leg is
sending Canadian or A lberta  gas to C a lifo rn ia , is that c o r re c t ,  as it's  
operating as of the f ir s t  of October?

M acKay: T h a t 's  c o rre c t .

Cotton: And the other Leg will be operating this fa ll,  last thing that
the National E n e rg y  Board in Canada has allowed, as only a certa in  
timeframe for a commitment of A lberta  gas that you're  able to u se , I 
understood it's about five y e a r s ,  is that correct?

M acKay: The  licenses u n d er  which that gas is moving v a r ie s  between
the two legs but it's about an averag e  of s ix .

Cotton: O k a y , so what would happen if  the National E n e rg y  Board
didn't allow any fu rth e r  export from A lberta  to the West Coast of the 
United S ta te s , would that pipeline then have to ju st  wait until the 
A laskan  section got th ro u g h , or I suppose you'd p ursue  other  
a lte rn a t iv e s ,  but that would be the point it would be empty until 
A laska 's  gas came on b oard , is that co rrect?

M acKay: T h a t  could happen, we don't expect it to happen, the
National E n e rg y  Board is r ig h t  this y e a r  having what they call an 
omnibus export proceeding to look at all exports  to the United States  
and our group is back in looking for an extension of those licenses to 
go fu rth e r  because companies in our group need both the Canadian and 
Alaskan  gas which comes uack to the question of need and m arketability  
that the y 're  rea lly  p u rsu ing  Loth su p p lies . The  contracts  are v'oi 12 
y e a r s ,  initial term of the contracts  is 12 y e a rs  and we're t ry in g  to 
extend the licenses.
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Cotton: O k a y , so probably then yo u r  goal is to get A laskan  gas to
where in A lberta  is the hookup there?

M acKay: A place called James R iv e r .

Cotton: James R iv e r  so you want to get A laskan  gas to James R iv e r
probably sometime in 1987 or 1988, is that what you 're  still shooting at?

M acKay: Well our c u r re n t  schedu le  is late 1986, we're rea lly  cu r re n t ly
about reevaluating  that in light of where we a re ,  what happened on the 
w aiver package and we'll be able to ad dress  su b stantia l ly  where we are  
on that schedu le  next month.

Cotton: Do you expect to h3ve it later than late 86 then?

M acKay: T h a t 's  v e r y  t ig h t . T h a t  schedule is v e r y  t ig h t .

Cotton: Late 86 is v e ry  t ig h t ,  does that mean that you still expect to
really  meet that?

M acKay: It could be met but it's v e r y  improbable at this point.

Cotton: You don't want to, yo u r  mo; rrob ab le  date —  if  I step over
these prov inces  of se n s it iv ity  please le know.

M acKay: \ e s ,  no we really  are  v e r y  thoroughly re-eva luat ing  that in
terms of the steps on f inanc ing , regu latory  steps and co n stru ct io n , and 
we will be in a position to lay that out p a rt icu la r ly  to the Federal 
E n e m y  R egulatory  Commission next month.

Cotton: In terms of other re-e va lu a t io n s , when somebody asks  you
these day what is the total cost of the p ro ject , what are you saying  
these days?

M acKay: Well, let me t ry  to put that in context, and i'll t ry  to deal
with some ranges because I th ink  that's the best way to get a feel for 
th is ,  ’.here's a lot of ways to p resent capital costs so one must be sure  
they understand  what is being p resented . T h e  f ir s t  f igures I'll g ive  
you are 1980 dollars  so we are  not including e ither contingency or 
in terest on debt during  construction  in these f ig u re s .

Cotton: Without contingency -

M acKay: Ex cu se  me, not co nting ency , inflation or the in terest  on debt
during  co nstruct io n .

Cotton: Without interest on debt during  construction?

M acKay: T he  total pro ject , including Canada and the lower 48 and
including the facilities now un d er  co n stru ct io n , the p re b il l ,  v a r ie s  from 
about 17.5 billion dollars to 23 billion dollars with and without 
contingencies , in other w ords , in the lower f igure  there  are no 
contingencies and in the h igher f igure  we have provided both what we 
call normal contingency and abnormal events .
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Cottnn: 17 to 23 is the range without inflation and without in terest  on
debt during  the construction period?

M acKay: T h a t 's  r ig h t .

Cotton: So you're  gonna add those to, ju s t  putting it in p e rsp e ct ive ,
what you 're  doing?

M acKay: T h a t 's  r ig h t .  Now to bring those f ig u re s  in , of course  one
has to assume inflation rates and in te re st  costs which is at best a 
d iff icu lt  thing to p rophecy .

Cotton: E x cu se  me, just  one real q u ick  . . . ,  s ince the Conditioning
Plant is now p art  of the System , I assume you're  adding the cost of the  
Conditioning Plant in with the f ig u res  you have ju s t  g iven me?

M acKay: Y e s ,  the Conditioning P 'm t  is included in those f ig u rer

Q . : Ex cu se  me.

M acKay: Y e s .

Q . :  In the 17 and a half to 23, does th a t ,  did you say that that
included the E astern  Leg and the Western Leg and the prebu ilt  system?

M acKay:

Q . :  . . .  I tn ink that's  what you said for the Easte rn  Leg , or over a
billion an y w a y , that somewhere between a billion and a h a lf ,  two billion  
dollars  has been a lready . pent or committed?

M acKay: Y e s .  That's  r ig h t ,  and now when I get to inflated numbers
it's easier  to deal with that because those facilities are  being built ear ly  
so I'll put that in persp ective  with y c i  on the total p ro ject. Now, if 
we look at inflation rates in the ra.ig of say 7 to 113 and interest  
rates in the range of 10 to 14%, the costs of the total project again  
would v a ry  from roughly 39 billion dollars  to 48 billion d o llars . I want 
to s tre ss  there that you can , to see the importance that inflation and  
in terest  have on the total project co sts , as you can see it's over half of 
the cost, now of that range about two and a ha lf ,  or a little over to 
2.7 b illion , depending : '  the ultimate cost of the Eastern  Leg will have  
been the p re b il l ,  so the net cost after prebill for the completion is in 
the range of say 36 billion to 45 billion d o lla rs ,  and I'm sure  you have  
seen public ized  the figure  of around 40 which is g enera lly  in the middle 
of that rang e. Again that's inflated dollars and including interest on 
debt and its important to recognize how big a share  of the total cost 
that is .

Cotton: Is that a recent estimate and do you expect to have a
re-evaluation  of those numbers any time soon?

M acKay: We are as a group of sponsors v e ry  ca re fu lly  address ing  what
amount of money needs to be financed and that invo lves estimates and 
inflation and so on. I don't expect that that would be outside of this
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range that I ju s t  p re se n ted , that that's  p re tty  good p art  of the overall 
f inancing a c t iv i ty .  T h is  estimate by the w ay , was the base behind this  
estimate p a rt icu la r ly  the pipeline was made in 1980 was filed with the 
F E R C  in mid-1980 and we filed some recent adjustm ents to that b ; -e but 
that base has held v e r y  well during  the course  of the additional field 
program s that we've done and engineering work we've done, so we're  
confident in our cost estimate.

Cotton: One final q uestion , you finished your rem arks with a
d iscu ss ion  of what forms the State's participation might take and you  
were v e r y  ca re fu l to p hrase  it in a way that wouldn't offend the  
leg is lators up h e re ,  I suppose, but you suggested though both t in e s  
that the debt was the area that the State should cons ider if  we were  
wanting to know what your p reference  w as, and you d idn 't  mention 
e q u ity ,  and maybe I ju s t  misunderstood what you had to say but you 
considered  short term or project debt the f ir s t  p re fe re n c e , long term 
debt the second p re fe re n c e , and please co rre ct  me if  I'm w rong , and 
then you d id n 't  make any mention of an equity  investm ent by the S ta te ,  
maype you could expand on that a little bit as to why you left out 
e q u ity ,  or in fact did you leave that out, as more -

M acKay: In terms of our p re fe ren ce , y e s ,  and there are a couple of
reaso n s , one, we are  able to raise  the equity  with the p resent group's  
sponsors  thc't a re  supporting  the project that we're able to include the 
p ro d u ce rs  as we may now do in the , under the w a iver  package that was 
ap p ro ved , so our d iff icu lty  in putting the plan together is not with  
e q u ity ,  we can put together the equity  ap p ro p ria te ly .

Se co n d ly , we see some d iff icu lty  from the State's standpoint in 
partic ipating  in equ ity  b e u u s e  of its dual role as regu lator as well as 
in v e sto r .  Now there  may be some ways to- get around that that could  
w o rk , and we're ce rta in ly  open to d iscu ss ions  of any  n a tu re ,  I don't 
want to foreclose any d iscuss ion  that may be fru itfu l in th is  area .

T h i r d ly ,  we had observed  and this was back in 79 but when G overnor  
Hammond at that time was writing the President d escr ib in g  the status of 
th ings he said th is ,  he said "I must note that in my trav e ls  through  
the State I have seen little support for the concept of equ ity  
partic ipation in the line because A laska 's  c it izens believe that the 
project is strong enough it will be able to attract equ ity  in p rivate  
capital m arkets . So putting all that together we ju s t  haven't pursued  
that.

Fahrenkam p: A re  there  other questions. T h a n k  you v e ry  much Mr.
M acKay.

M acKay: T h a n k  you .

Fahrenkam p: Cecil Chapm an, Engineering  S e rv ice s  Manager for A la sk a ,
A tlantic  R ichfie ld  Company.

Chapman: Madame Chairm an , my name is Cecil Chapman and I'm with
A rco  A laska in A n ch o rag e . Ju st  by way of background I've been in 
A laska since 1969 and have followed the development, initial
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development . . .  s ta rtu p  in production and now forw ard p lanning for 
Prudhoe Bay f ie ld s . My purpose in being here today is to share  with  
you a statement w hich has been prepared by the Prudhoe Bay  working  
in te rest  ow ners regard ing  the effect of delay gas sales on Prudhoe Bay  
perform ance and development. Copies of the statement have been 
fu rn ished  to y o u ,  it 's a three  page statem ent, I would like to 
p arap h rase  from the statement at th is  point. P r io r  to the field going 
on production in Ju n e  1977, a gas sales of 2 billion cu b ic  feet p er  day  
were antic ipated sta rt in g  as e ar ly  as 1982. All of the s tu d ies  done by  
the major w orking in te re st  owners indicate that the optimum operating  
plan for Prudhoe Bay  includes e ar ly  gas sa le s ,  and that the re se rv o ir  
can be managed such  that the gas offtake will have little or no effect  
on ultimate oil re c o v e ry .  Considering  that the Prudhoe Bay  un it  gas  
and associated liqu ids are  approxim ately equ iva lent to one th ird  of the 
total recoverab le  h ydrocarbon  re se rv e s  of the producing re se rv o ir  and 
that simultaneous oil and gas sales can allow lower economic production  
limits in abandonm ent, the un it  owners ce rta in ly  v e r y  s tr rv ig ly  support  
e ar ly  gas sa les .  With reg ard s  to re se rv o ir  perform ance aod p lans and 
the impact on these areas the perform ance of the Prudhoe Bay  
Sad leroch it  R e se rv o ir  is and will be for some time dominated by the 
expansion of the large gas tap . Assum ing that gas sales o ccu r  by 
e ar ly  87 production of gas will have increased to the point that the 
entire  production volume to support 2 billion cub ic  feet per day of sales  
can be produced from the oil w ells , and I might c la r ify  that the with 
the expansion of the gas cap into the oil rim area we're  see ’.ng 
increases  in gas/oil ratios and wells such that the producing  oil wHIs  
will actua lly  allow the production of the gas volumes that will be 
requ ired  in o rd er  to satis fy  the gas pipeline demands.

T h e  associated gas production that is produced in e x cess  o '  the fuel 
and other consumption requirem ents is c u r re n t ly  being re-m jected  into 
the gas cap by use of the centra l com pressor plant and th is  will 
continue to be the case until the s ta r t  of gas sa le s .  Now with the 
sta rtu p  of sa les the field gas handling capacity  will increase  by  
approxim ately 509 million cub ic  feet of gas per d a y .  The  central 
com pressor p lant as it s its  there  today and in c id e n ta l ly ,  th is  past  
summer we ju st  b rought up a 13th com pressor unit there  which allows 
us to ach ieve  an inlet volume to the gas compression plant facilities of 
approxim ately 2.1 to 2.2 billion cub ic  feet of gas per d ay . With the 
s ta rtu p  of sales we would add a field offtake of about 2 .7  billion cub ic  
feet p er  day and th is  is specified in the field ru les  for Prudhoe Bay  
u n it s ,  and th is  would allow us to increase  up to th is  additional level of  
500 million cu b ic  feet of gas per d a y . Now this  increase  is s ign if icant  
in that it does allow an increase  in oil production from high ratio wells 
and in it ia lly  th is  increase  in oil production would be something on the 
o rd er  of a hundred  thousand b arre ls  of oil per d a y .  Now the benefit  
will erode of course  with fu r th e r  increases  in gas p roduction , but  
expanion of the gas handling capacity  will allow us to provide  
incremental oil production for some period of time. A delay in the 
commencement of gas sales is not rea lly  expected to have a s ign if icant  
effect on the ultimate reco very  of Prudhoe B a y .  In p rev iou s  public  
testimony the un it  w orking in terest  owners have stated that delay in 
gas sales until su b stan tia l ly  all of the oil has been recovered  could  
increase  the oil re co v e ry  approxim ately one p ercent of the orig inal oil in
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place. Less  d ra s t ic  de lays on the o rd er  of say one to three  y e a rs  will 
have an even smaller e ffect .  Also gas sales timing impacts on oil 
reco v ery  are  tempered by the initiation of a major water flood in 1984 to 
w hich the un it  owners are  a lready  committed and th is  project is v e ry  
much on schedu le  at th is  point.

With regard  to operating in fac il ity  impacts s ig n if icant de lays  in gas. 
sales can have a major effect on field fac il ity  and operational 
requ irem ents . In the absence of gas sales in the 1987 timeframe 
additional fac ilit ies  would be n ecessa ry  to provide the equ iva len t field  
gas handling capacity  again due these increased gas/oil ratios if  we're  
to maintain the production of -  these additional facilit ies  and these  
would be com pressors and lines and additional wells and so on, w  'Id 
resu lt  in e xtra  capital operating and maintenance costs of about 1 j {  o 
200 million do llars  for the p ro d u ce rs .  I/o re  im portantly continued  
injection of gas back into the gas cap consumes more forms of e n e r g y ,  
each y e a r  the gas sales are delayed would req u ire  approxim ately 30 
billion cub, . feet of fuel gas or the en erg y  equ iva lent of over 5 million 
b arre ls  of oil.

By way of summary the objective of the Prudhoe Bay field p ro d ucers  is 
to ach ieve the maximum economic reco v ery  of o il, gas and gas l iq u id s .  
Stud ies  have shown that with sound re se rv o ir  management which  
inc ludes th is  v e r y  large commitment to w ater flood in 1984 all of the 
in te rests  in the field can be best served  by simultaneous production of 
oil and g as . T h is  can be ach ieved by e ar ly  gas production through  
facilit ies  installed for oil production and a long term .by prolonging the 
oil production while gas production operations continue to be v iab le .  
The se  combined effects  can be maximized by the e ar ly  realization of gas  
sa les . Delays in gas sales c a r r y  penalties associated with the fuel 
consumed in re- in ject ing  the gas which cannot be sold and with the 
potential burden to provide  extra  gas handling facilit ies  to susta in  oil 
production at econimically optimum rates .

I guess  by way of summary the feeling and ce rta in ly  the conclusion of 
the p ro d ucers  is that we v e r y  defin ite ly  support ear ly  gas sales and 
appreciate  v e r y  much the in terest  that th is  committee has and we " 
appreciate  all the s u p p ^ t  too. I th ink  it was stated in the outset that  
! would also be speaking to f in an c in g , that had not been part of my 
plan today , so at th is  point I tender m yself for q uestions.

Fahrenkam p: V e ry  w ell, are there  questions from members of the
committee.

Q . :  So yo u r  point i s ,  you favor construction  of the g a s lin e , you don't
th ink  it's going to h u rt  yo u r  oil p roduction , is that yo u r  point?

Chapm an: Yes  s i r ,  that is co rre c t .

Q . : T h a n k  you .

Q . :  Madame C hairm an , if  I could?

Fahrenkam p: Senator . . .



Q . :  In the prepared  te x t ,  I'm assuming that th is  was what you were
read'rng from?

Chapm an: Y e s  s i r .

Q . :  T h e re  are  severa l re fe ren ces  in h e re , the gas l iq u id s , and g a s ,
and in yo u r  sum m ary, o il/gas and gas l iq u id s , and of course  we've all 
heard the stud ies  about the gas liqu ids through the Dow-Sheil S tu d y ,  
and the p ro d u cers  were a major p art  }f  that s tu d y ,  and because of the 
reference  in h e re ,  has there  been some decision reached in the design  
of the fac il ity  w here  there  would be a . . .  attempt to separate gas  
l iqu ids as th is  f inancing goes forward in the lin^?

Chapm an: A s  part  of the gas conditioning facilit ies  for the pipeline?

Q . :  Y e s ,  in other words the gas conditioning facility  now is p art  of
the p ipe line , and w hat, I gues what I'm say ing  is ,  what's the s ta tu s ,  \z
that gas conditioning fac il ity  going to be set up so that gas liquids can  
be extracted  at Prudhoe B a y ,  F a irb a n k s ,  or has that decision been 
reach ed , and maybe I'm even asking the wrong g u y ,  I don't know.

Chapm an: Y e s  s i r ,  I th ink  I would rea lly  ra th er  re fe r  that question to
Mr. MacKay, he can probab ly  speak more e ffect ive ly  to that p art icu la r  
aspect of . . .  .

Fahrenkam p: A re  thp-e fu rth e r  questions?

Q . :  Madame Ch a irm an , with yo u r  indulgence I would like to ask  that
question of Mr. M acKay.

M acKay: I'm s o r r y ,  could you repeat th a t , I couldn't quite hear all of
it ,  in b ack ,

Q . :  In the p ro d u ce r 's  statement h e re , t-hey make references  to not
only oil and g a s ,  but gas l iq u id s , and my specific  question is ,  has 
there  been or is there  an attempt to be a design of the conditioning  
p lan t, so the gas l iou ids may be extracted  at Prudhoe B a y ,  or 
F a i^ a n k s ,  or has it been addressed  yet?

M acKay: . . .  (gap on tran scr ip t io n )  additional material out of the gas
stream , but the initial design of the plant to e x tra c t  what's n ecessary  
to make the gas transportab le  through the pipeline.

Q . :  T h ro u g h  the pipeline?

M acKay: R ight.

Q . :  O k a y , what happens to the rest of it ,  because obviously  not all
the gas liqu ids can be transported  down the p ipe , is that re- in jected  
u nder the scheme now?

M acKay: T he  p resent design in , and I might say that all of the
contractual arrangem ents su rro und ing  this situation has ye t  been put in 
place as t  'tween the p ro d u c e rs ,  the sh ip p e rs ,  and the plant itse lf ,  but
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the design contemplates that some of the liqu ids would be blended with  
the fuel gas stream that's  used on the North S lope , some of the liqu ids  
would be tran sp o rted  or blended with the oil and go through the oil 
p ipe line .

Fahrenkam p: R ep resentative  Bett isw orth .

 ( ? ) :  I'm through for a secon d , I want to th in k  about that last
one.

B ett isw orth : O k a y ,  thank you Madame Chairm an , in re g a rd s  to the gas
l iq u id s , as a percentage of the gas liqu ids in the gas that will be 
e x tra c te d , what percen t's  going to go down the pipeline? If  yo u r  gas  
vo'ume runs 16-18% gas l iq u id s , how much of that , those liqu ids are  
going to go into the gas stream , or go down the pipeline?

M acKay: O h , I'm so r ry  I can't answ er that question . I don't have in
mind th e , how that is ,  how those volumes are shared .

Bettiswc.i'-th: If  I may p u rsu e  th is  ju st  a ,  ju st  a to u ch , Madame
Chairm an , Most A laskan s  and m yself included are  p a rt icu la r ly  
interested in the gas liqu ids because of the value  added p oss ib il it ie s ,  
even for ju s t  minor m anufacture , and the gasline ihat's going into tne 
States is a d ry  gasline so those liqu ids are  going to come out 
somewhere, and app arently  they are  going to come out somewhere in 
A lb e r ta ,  and the y 're  gonna be should be in such volume that the large  
percentage goes down the pipeline to create  a substantia l petro-chemical 
in d u s t r y ,  and recognizing that they  a l l ,  there  is an ex isting  in d u stry  
in A lberta  that could probably handle it ,  A laskan s  would v e r y  much like  
to have something like that up h e re , and that's  going to I'm su re  be 
weighing heav ily  in the minds of those legislators who are looking at 
any p ossib ility  of help in the financing field as to what happens to 
those l iq iu d s , and I for one feel quite strong ly  that way and I th ink  
there  probably are o thers .

Fahrenkam p: R ep resentative  B ett isw orth , I'm so rry  that we did not in
our inv itations to them or in any way p rep are  them for the questions  
that th e y 're  getting now, (b a b b le ) ,  are there  fu r th e r  questions?

M acKay: Ju s t  one q u ick  comment, there  will be no liquids extracted  in
C an ad a , I can assu re  you that. T h is  will be a separate system  and the
contractual arrangem ents and the ta r if f  arrangem ents will a ssu re  that 
that does not happen. It is contemplated that what would happen is 
that the g a s ,  the heating value  that's p resent will be sold in the form 
that is de live red .

Q . :  Madame Chairm an , if  I may?

Fahrenkam p: R ep resentative  Ray (? )

R ay : Recognize that the gas liqu ids increase  in B T U  va lu e , cubic foot
gas co n s id e rab ly , yo u r  suggestion that is not going to be then d ry  gas  
exported from Canada into the lower 48, that it will have a liquid gas
m ixture in it that will increase  the R T U 's?
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M acKay: No, techn ica lly  it's d iff icu lt  to d ire ct ly  ad d ress  what you're
getting a t , if  the stream can be gaseous or vapor and still have  
h yd rocarb ons in it that could be l iq u if ied , for example the component 
that's  most valuab le  for petro-chem ical development is e th y le n e , in 
o rd er  to make e th y le n e , well that's  a v e r y  common part of natura l gas  
stream de livered  e v e ry  day in the lower 48, and it doesn't take a liquid  
form un less  it's spec if ica lly  extracted  and used as a separate  p ro d u ct ,  
so I th in k  the answ er is y e s ,  the material s tays in a gaseous form, it's  
still d ry  gas in that sen se , it 's  not in liquid form as it's de livered  to 
the consum ers in the United Sta tes . Does that help somewhat?

R ay : To a d eg ree . Okay if  I may ju s t  one more and then I'll be
q u iet . I wouldn't expect that you'd probably answ er th is  r ig h t now, 
but somewhere hopefully  in the v e r y  near future somebody will answ er  
i t ,  but it's been rumored and I will concede that at this point it is 
s t r ic t ly  a rumor and there 's  lots of talk and hearsay  about what's going 
to happen to th is  fabulous g as lin e , that liquid r ich  gas from A laska  
which is supposed ly  a lot h ig h er  B T U  content will be traded for d ry  
gas in .Canada for a largely  increased  volume, in other words a cub ic  
foot of r ich  gas for less r ich  gas to expand the volume that will be 
exported to States for sale.

M acKay: I can tell you that there  is no substance  to that at all with
one v e ry  minor excep tion , and tnat is that we do expect to work out 
some arrangem enA with the Canad ians to provide gas se rv ice  to some 
small communities in the Yukon  and that not now receive s e rv ic e ,  but it 
would not be for the purpose of liquid ex tract io n , volume is v e r y  small 
so that would be the only exchange of . . .  e ve r  been d is c u ss e d , and I'm 
su re  I would know about any such d iscu ss ions  as that heat content of 
gas is a v e r y  c r it ica l thing to sh ip p ers  (garb le)

Q . :  V e ry  good, thank you .

M acKay: R ight.

Fahrenkam p: T h a n k  you v e r y  much, are  there fu rth e r  questions of
Mr. Chapman? T h a n k  you v e r y  muuh for p art ic ip at in g , we appreciate  
it . Ken Showalter from Sohio.

Show alter: T h a n k  yo u , Madame Chairm an . I'm Ken Show alter, D irector
of State Governm ent A ffa irs  for Sohio, and the previous w itnesses have  
p re tty  well covered  the sub jects  at hand and most of what I might have  
said was covered in more detail and probably with more e xp ert ise  than I 
could have done, and I'm sure  that K idder Peabody panel will do the 
same on the financing issue from the ir  p e rsp e c t iv e , so I'll keep it v e ry  
short and t ry  to respond to any questions you might have and help you 
along on your 4:30 schedu le .

I do want to emphasize that Sohio is ser ious ly  pursu ing  this project and 
that's evidenced by an expenditure  by our company to date of some 40 
million dollars in studies for the oroject and we've been active  in the 
var io us  negotiations and hearings in var ious  forms regard ing the 
p ro ject. A lot of hard work has oeen done by a lot of people and is 
ongoing to make the project a rea lity .  We intend to p ursue  those
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efforts  to an ulltimate conclusion which we hope is the completion of 
th is  transportation system that will allow us to sell the sizeable volumes  
of gas re se rv e s  that we have at Prudhoe B a y . Whether or not the 
State partic ip ates  in the pro ject obviously  is a question that can only  
be answered by th is  b od y , the le g is la tu re . Sohio can't answ er that  
question for yo u . We recognize that the State must follow th is  v e ry  
important matter in the manner that they 're  doing and we would only  
counsel that if  you come to the conclusion that it is a p rudent thing for 
the State to partic ipate  in one manner or another that it be done in a 
pure  investm ent sense comparing it with other investm ents that you 
might have and comparing the benefits and the costs of all of those  
p ro jects . Beyond that I don't have a lot to s a y ,  our invitatiun included  
ths same question that Mr. Chapman responded to, Sohio is fu lly  in 
a t ,o rd  witn the position that he laid o u t, our eng ineers  partic ipated  in 
working up that response some time ago and all of the un it  owners are  
in fact in agreement with that statement. With that I'll t r y  to respond  
to any q u e st io n s , I'm not a finance man nor a petroleum e n g in e e r , but  
I'll t r y  to respond .

Fahrenkam p: T h a n k  yo u , K en , are  there questions from members ^f
the committee?

Cotton: Madame Chairm an , I th ink  that he answered my questions by
saying that he had the same position that the other p ro d u cers  had , so 
that answ ers  the question I might have had.

Fahrenkam p: T h a n k  you R ep resentative  Cotton. I would like to inv ite
the full team of K id d er Peabody at th is  time, that will be Ken Seplow, 
Joseph S ch e ll ,  Otto Lowell, Roger Powell, as you speak identify  
y o u rse lves  for the reco rd , and welcome to Ju n eau . •

Q . :  Madame C h airm an , -.uppose we take five?

Fahrenkam p: F iv e  m inutes, ye ah . We're ready and in good shape.

Co-chairm an : As the House Co-chairm an I'll call the meeting back to
o rd e r . Senator Fahrenkam p had to go and take care  of another m atter, 
hopefully she'll be back in a few m inutes. If you would qo ahead with  
yo u r presentation.

Joe Sch e ll :  T h a n k  you Mr. Co-cha irm an , and members of the Joint
House/Senate Committee on Oil and Gas R eso urces . I am Joe S ch e ll ,  I'm 
D irector of K idder Peabody and D irector of our A lternative  E n e rg y  
Croup  within our Corporate  F inance De,- .rtment. With me today are  
Ken Seplow to my right who is the V ice Pres ident of K id d er Pe-\body 
and C o -d irec to r  of our Project F inance G ro u p , and Otto Lowell, also a 
V ice  President of K id d er  Peabody whose enviable  job is to look a fte r  
our business  in A la sk a . One of the other members of our team who is 
in A laska today but has left. Juneau for Anchorage is Roger Pyle (? )  
who is the Vice President of our Municipal F inance Group and also a 
member of our T a s k  Force dealing with our assignm ent for the State of 
A laska .
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Frrst of all we thank you for the opportun ity  to come today and p resent  
you with our pre lim inary  f in d in g s  and I s tre ss  the word p re lim inary  
from the an a lys is  that we have been doing over the last 45 d ays  s ince  
we received the assignm ent for the State . As Commissioner Katz  
mentioned our assignm ent has been prim arily  focused on two q u e st io n s .  
O n e, should A laska partic ipate  in the financing plan for the A laska  
Natural Gas Transp ortat ion  System , and if  the answ er to that question  
is y e s ,  then how should they p art ic ip ate . What is the most app rop riate  
form for the State of A laska  to p art ic ip ate , g iven its other in te re s ts .

To date K id d er Peabody has b een , my associates and I have been v e r y  
active  in holding m eetings, reading all the var io us  information that has  
been availab le  on the pipeline and its p rogress  to date. To  g ive  you  
an idea of what has been accom plished, we have had 4-5 meetings with  
the sponsors to d iscu ss  such th ings as the ir  financing p lan , the status  
thereof, the cost estimate and when that might be relooked a t , the  
m arketability  of g a s ,  the ir  financial model which shows the re tu rn s  
available  to the v ar io u s  equity  sponsors of the project if  e ve ry th in g  
goes accord ing to p lan , and also had d i j c u s s io m  with the ir  offices in 
Washington concern ing the schedu le  for the F E R C  proceedings which  
will be upcoming later this y e a r .

We have also met with the design e n g in e e rs ,  being F luor and P arso n s ,  
Fluor on the pipeline and Parsons on the Gas Conditioning Plant to 
d iscu ss  in g rea te r  detail the cost estimate to a ssu re  o u rse lves  that the 
cost e'.timate procedures were re a l is t ic ,  based on our knowledge of how 
you go about that, and in determining how much sen s it iv ity  there is to 
the number which Mr. (? )  . . .  out for the cost of the A laskan  portion  
of th'; p ipeline. We have also and mo^t im portantly , had constant  
interaction over the last month and a ha lf  wi'.h other members of the 
task force from Commissioner K atz 's  office and Comm issionr- Williams' 
office p a rt ic u la r ly .

O ur pre lim inary  conclusions are  as follows: F i r s t ,  our belief, based on
our ana lys is  to date is that the A laskan  Natural Gas T ransp ortat ion  
System is the most viable a lte rnative  available  to d e live r  Prudheo Bay  
gas to the lower 48 within this decade. T h a t  there rea lly  are  no other  
a lte rn atives  ava ilab le , and it by itse lf  is a v iab le  a lte rn a tive . Wf ô 
not see any s ign if icant technical problems in build ing the pipelin ve 
believe the cost estimate p ro ced u res  which have been followed an*- che 
cost estimate which has resu lted  appears  reasonable at this time g iven  
the amount of engineering which has been accom plished, and although  
we are  less certa in  of this conclusion it appears to us that the gas is 
marketable in the lower 48 s ta tes , that there may be a requirem ent to 
p ursue  such items as levelized ta r if fs  to accomplish that fu l ly .

We have been s tru c k  with the fact that all parties are working on the 
financing plan are doing ju s t  th at , they 're  working v e r y  d il igently  to 
put together the financing p lan . When we f ir s t  rece ived the assignm ent  
we were v e ry  hopeful that we could talk to the sponsors in our f ir s t  
meeting and have a full financing plan laid out before u s .  I th ink  we 
became more understand ing  of the d iff icu lty  of that and you should be 
aware of that, that with ten project sponsors pipeline companies as 
project sponsors and three \ rod ucer companies, it is a v e ry  d iff icu lt
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task  to get th irteen  people to agree to a n yth in g . A financing plan is a 
v e r y  d iff icu lt  p rocedure  as was expla ined e ar l ie r  by  M r. M acK ay , the 
bank reaction to the ir  f ir s t  plan has a ltered the ir  approach that they  
have tak en , the p ro ject debt was not appropriate  for the p ro je ct , that  
the need for c re d it  su p p o rt  to be provided by both the p ro d u cers  and 
the sp o n so rs , that in cre ase s  to a g re a t  extent the potential l iab ility  and 
potential investm ent of the v a r io u s  p art ic ip ants  and it takes a great  
deal of time for them to come to an understand in g  in te rn a lly  w ithin each  
company and agree among all th irteen  companies as to how they want to 
proceed . T h a t  is one of th e .re a so n s  I th ink  it's taken as long as it 
appears  to have to put together a f inancing p lan , but it's v e r y  c lear  to 
us that everyone  has d il igently  worked and could do that.

The  th ird  item among our p re lim inary  conclusions are  the following that  
we believe that the transportat ion  system has defin ite  net benefits  to 
the State . M easuring those benefits  is a d iff icu lt  p rocedure  and is not 
pant of our assignm ent at th is  po int, but from the work that we have  
studied on the national net benefits  an a lys is  which had been done 
before and some of the state  net benefits  an a lys is  which is ongoing 
r ig h t  now, we believe th e y 're  v e r y  s ign if icant benefits to the State in 
seeing that the A laskan  Natural Gas T ransp ortat ion  System becomes a 
re a lity .

T h e  sponsors and p ro d u ce rs  in the ultimate financing plan when it does 
come to the forefront will be committing huge amounts of the ir  cap ita l,  
both on an absolute b a s is ,  ta lk ing about num bers that are  in the 20 
billion dollar ran g e , 20 to 30 billion dollar range for the total pipeline  
system , most of that both in the form of equity  and c re d it  supportted  
debt will come from the sponsors  and p ro d u ce rs .  So the absolute  
amount is hug e , the re la t ive  amount of financing that they wo tld be 
responsib le  for re la t ive  to th e ir  ex ist ing  b u s in e sse s , the ir  ex ist ing  asset  
base , is also v e r y ,  v e r y  la rg e . H ow ever, it is nlso ap p arent to us that 
with those huge commitments made by thos-' th irteen companies in the ir  
pro-rata  share  there  may be and most likely  be a need for additional 
financing beyond that as wa«' mentioned ear l ie r  by Mr. M acKay , a 
portion of that financing m. e accomplished on the basis  of the 
project it se lf ,  p rovided tha ncing is put in towards the end of the 
p ro ject , and the issue whic vill be address ing  s h o r t ly ,  the State
may have a role to play in i that financing gap o ver  and above
the s ign if icant commitments sy  the sponsors and the p ro d u ce rs .

We feel that support for a f inancing plan by the State of A laska at this  
early  point can only se rv e  to enhance the probability  that the 
transportation system will go forw ard and become a re a l ity .  T h a t  that  
form of supp ort  not only the dollar amount, but the statement of an 
express ion  of in terest  in seeing that th is  becomes a re a l ity ,  is v e ry  
important to the p ipeline's su ccess  at th is  point in time.

And la s t ly ,  we believe that A laska  can support the financing plan with 
v e ry  minimal r isk  on the part of the S ta te , and my associate Ken  
Seplow will d iscu ss  our p re lim inary  thoughts along these lines and we 
will be obviously  availab le  to answ er any of your questions as they  
come up . I would again s t re ss  that what we are try in g  to do today is 
verb a lize  what we will be putting in writing shortly  at the d irection of
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the task  force so in the next th ree  or four weeks t ry in g  to g ive  you a 
sense of where we are  today in our a n a lys is  of what options the State  
has available to it .

Seplow: In the course  of o ur a n a lys is  we've looked a . 3 number of
d iffe ren t  a lte rnative  modes of investm ent or involvem ent in the p ipeline  
f inancing plan on the p art  of the State of A la sk a ,  most p art icu la rly ',  we 
have looked at the poss ’b il ity  of A laska  prov id ing  equ ity  to the p ro ject ,  
and our tentative view < Ithough I would s tre ss  that I see little on the  
horizon to change that v ie w , would be that equ ity  would be an 
inappropriate  veh ic le  for A laska  in terms of th is  p ro je ct , and there  are  
quite  a number of reasons for th a t .  When you assess  the  
app rop riateness  of investm ent, one of the f ir s t  th ings  you have to do is 
evaluate the capacity  of the in v e sto r  to bear r i s k ,  then you have to 
evaluate r isk  and see w hether or not the investor can stand the loss  
that would re su lt  if  th ings  don't work out. Now in these terms I th in k  
we have to acknowledge that an equ ity  investm ent is the r is k ie s t  p art  
of this project and g iven '..>*» posture  of A laska as a S ta te , and g iven  
our understand ing  of A las _ ' s  financial resources  and fu tu re  p ro sp e cts ,  
A la sk a , we th in k ,  would find it v e ry  d iff icu lt  to bear that r i s k ,  and it 
would seem to us to be inap propria te  to ask A laska to bear that r i s k .  
Another element of in ap p rop ria teness  about equ ity  investm ent is that  
equity investm ent l?as to be made up fron t. Indeed the financing plan  
that has been advanced that may even be requ ired  by the terms of the  
Presidentia l Decision re q u ire s  that the anticipated e q u ity  funds be 
invested in the project before any debt funds are  invested which would 
requ ire  of an equity  investor that it have availab le  the cash to put in 
almost immediately, and as we review  the financial position o *  the State  
and its projections for the next severa l y e a rs  and the other ca lls  upon  
its re so u rc e s , that var io us  members of the State Governm ent have in 
mind and have perhaps even tentative ly  committed the State to, there  
ju st  doesn't seem to be any cash  up front for that equ ity  investm ent. 
Now even if A laska were to make an equity  investm ent there 's  some 
serious question as to w hether th is  would be the most appropriate  
investment in terms of the kind of re tu rn  that A laska could get . A fte r  
a ll ,  investm ent in this p ipeline conditioning plant is investm ent in a 
regulated en te rp r ise  and as such  the upside re tu rn  potential is 
d ist in ct ly  limited indeed over a f ine-eyed  (? )  period of time as that 
investment is amortized the actual cash flow retu rn  d ec lin es . In 
addition to that we ca re fu lly  analyzed the projected re tu rn  to the 
system owners and we find that a major portion of the re tu rn  appears  
in the tax benefits that accru e  to those ow ners , and those are  tax  
benefits which A laska as a p ub lic  body cannot s h a re ,  and indeed the 
presence of A laska as an equ ity  owner were the owner of a segment of 
th 2 transportation system might in fact f r it te r  away tax benefits ,  
severa l tax benefits that would otherw ise  be usefu lly  employed in 
attracting  cap ita l. In add ition , of co u rse ,  we heard Mr. MacKay say  
today that ap p arently  the sponsors have lined up the e q u ity ,  they don't 
need A laskan e q u ity ,  there are  co ncern s  that have been e xp resse d  not 
only by N orthwest, but people w ithin State Governm ent about the 
app rop riateness of A laska being both the regulator and tax er  of this  
system , and an equity  in vesto r  in the system .
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All in it ju s t  does not seem that there  are su ff ic ien t »*eal benefits  
associavith an equ ity  investm ent and there  seem to be quite a 
num bedraw backs to an equ ity  investm ent so we have as I said 
tentati'but probably approaching co n c lu s iv e ly ,  we see a conclusion  
that weuld recommend against any  consideration of equity  
investrr, I might ju s t  make one footnote on th is  equ ity  investm ent  
conceptiumber of people have suggested that A laska should own a 
segmenthe system , for exam ple, the conditioning p lant. I've he.ard 
it f req v  said here that A laska should own the conditioning plant  
and I tlthat p resupposes that ow nership  of a segment such  as the 
conditio plant would vest  A laska  with some degree of control over  
that fac I th in k  that that's  a misleading notion because I do not 
th ink  ar the other parties  to th is  p ro ject , e ither the p ro d u cers  or 
the spot, the pipeline companie? or the banks that will be 
supplyirnds are  p repared  to see an independent p arty  operate a 
seg m e n ts  plant in a way that is not consistent with the overall 
purposeiat p lant, of the entire  system , and indeed ‘■'-.at was the 
theory ujning the whole w aiver provision with respect to including  
the concng plant in the transportation system . T he  need to join 
the condng plant to the p ipeline in o rd er  to create a sa tis facto ry  
f in a n c in g , so I th ink  the illusion that there would be some 
opportune exercise  control through ownership  is one that probably  
should boelled.

Now, anoconsideration that we gave to another mode of f inancing  
on the pc’ Alaska that we considered was the possib ility  of A laska  
provid inct. And this is ce rta in ly  a more acceptable approach in 
our view equity, but still comes up with a number of d raw b acks .  
T h e  prindrawback is that again debt financing has to ce  funded  
early  on some of the same considerations that I mentioned before  
about fu equity and the problems of finding room within the 
State's of and future  budgets as projected p art icu la r ly  in light of 
spendincations which may be enacted by the voters  rea lly  make it 
v e ry  ditto  find a place where the S ta :e  is going to come up with 
the casHnd debt in the next severa l years  when the debt would 
have tonded in order to provide a source of funds for 
constru<

Anotherderation about debt financing is as has been alluded to 
earlie r.ie  completion r isk  can be covered by cred it-w orthy 
parties /orld capital markets appear to be adequate to meet the 
debt fiij needs of the p ro ject, so in terms of making a 
contribo the project coming together and getting done, A laska 's 
participvhile it might be useful is not a te rr ib ly  crit ica l thing in 
order tase that probability of A N G T S  becoming a re a lity . What 
really 'o be needed and which also seems to fit in best with 
A laskab ility  and risk-b earing  position, would be to call upon 
A laskavide some of that contingent commitment supporting 
complethe pipeline, supporting the debt funds that would be 
contribwards construction . As has previously been discussed 
when ks last summer looked at the proj. ct they said that they 
would red it-worthy parties backing up the debt that they supply 
with rto construction and completion issu e , we've already heard 
that t'ucers and sponsors are making determ inations, to some
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extent have made determ inations as to the amount of cred it  they  can  
p rov ide  to support that completion problem, there  are  some questions as 
to w hether or not the p ro d u cers  and sponsors co llect ive ly  will be able 
to pool enough c re d it  to meet the bank's  requ irem ents , there  is a r is k  
that the project may fall sho rt  in that respect  there  is a poss ib il ity  of a 
so-called gap in terms of that c re d it  support and we th ink  that the 
most cr it ica l need on the p art  of the project in terms of th is  financing  
plan is to fill that gap and A laska  seems to be p a rt icu la r ly  well suited  
to do that if A laska  is to do a n y th in g . A lthough the completion r is k  is 
the most r is k y  p art  of the pro ject p erhap s there are  w ays in which to 
minimize that completion r isk  with resp ect  to any p art icu la r  p arty  
backstopping that r i s k ,  and a p rinc ipa l way of doing that is to what we 
call backload the re sp o n s ib i l i ty ,  and essentia lly  what that means is ,  that  
any funds that any  commitments A laska  would make which would be 
designed to supp ort  the infusion of debt into the p ro ject , would be 
invested at a later stage of co n stru ct io n , toward the back end of 
construction  at a point in time when it would be far  e as ie r  than it is 
now to a sse ts  the problems that may have a risen  that may a r ise  in the  
course  of construction  and to a sse ss  what funds are n e cessa ry  to 
ach ieve  completion, and if  the debt funds that A laska b acksto p s,  
investm ent of those fu n d s .a re  conditioned upon, a ssu ran ces  that those  
funds plus other funds that a re  ava ilab le , are su ff ic ien t to provide  
completion, that r isk  is v e ry  s ig n if ican t ly  reduced . . Now one of the 
other important benefits of th is  approach is th a l this approach req u ire s  
a minimal up front cash commitment by A la sk a , and consequently  it 
p rov ides  a minimal in te rfe ren ce  with the State's other investm ent and  
e xp en d itu re  p lans. To g ive  you an example of how this might w o rk , if 
A laska  backed u p , provided a back up to debt funds which were only  
requ ired  to be invested  a fter  the equ ity  in the project had been 
exp end ed , and a fter  a debt funds backed up by the p ro d u ce rs  and 
sp o n so rs , the funds that A laska  would be backing up would probably  
not. be called upon until fiscal y e a r  1 985 , at a point in time when a 
projected th re e -q u a rte rs  of the cost of construction would have been 
expended , and as I indicated b efore , A laska-b acked  funds would then  
be invested only after  rece ipt of a ssu ran ce s  that suff ic ient funds were  
provided by the system owners to complete and that the gas would be 
m arketable. Of course  once completion has been accomplished the State  
would have no fu rth e r  liab ility  on its c red it  b ack u p . Now we've been 
a ssu re d  that if A laska enterta ined this type of commitment that A laska  
would rece ive  a market rate type  of compensation for its commi-tment and 
that presum ably that compensation could e ither be paid in a lump sum 
or over a period of time, it presum ably could be negotiated e ith e r  in a 
fixed amount or in a var iab le  amount depending on the im'lation rate in 
the fu tu re ,  or could it could be pegged to the equity  earn ing s of the 
sponsors in the pro ject . T h e re  are a great  number of a lte rn atives  as 
to how that could be des igned .

Fundam entally , as we have ind icated , we th ink that this approach does 
the most for getting the project done, and yet places a minimal r isk  on 
A laska  and a minimal call on its c u r re n t  fund s . T h e re  has been some 
d iscuss ion  and Commissioner Katz testified ear l ie r  about the approach  
that A laska ought to take at this time. We recognize that the details  of 
the sponsors' financial plan will not be available  until probably the 
spring  of this y e a r  which is rea lly  out of syn c  with the consideration
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that th is  leg is lat ive  session can a d d ress  that p lan . Now the State could  
wait until the sponsors develop all of the details of the plan but in view  
of the fact that the leg is lature  will be going out of session the State  
will not rea lly  be in a v e ry  effective  position to deal with that a fte r  it 
goes out of sess ion . C onsequently  we wouJd suggest  that if something 
positive  is to be done that there  be some sort of express ion  of supp ort  
in general for the concept that we are recommending enacted by the  
leg is la ture  or otherw ise developed by the leg is lature  and the execu tive  
body of the S ta te , and this would perhaps be in a form of a resolution  
e xp ress in g  genera l support for th is  concept attaching conditions to 
A laska 's  partic ipation and such conditions might include satis facto ry  
assessm ent by A laska of all of the r is k s  including the cost and 
completion r i s k s ,  and m arketability  as well as the satis facto ry  
s tru c tu r in g  of the commitment to minimize the specif ic  r isk  on A laska 's  
p a r t ,  number two, a ssu ran ce  that an adequate compensation of th e ,  
provided for A laska  for undertak ing  these r i s k s ,  number th ree , that 
there  be adequate assu ran ce s  associated with the problem of A laska 's  
in te re st  in the wellhead value of "he g as . Another condition might be 
an adequate resolution from the State 's  point of view of the issue of 
compensation to the State for the socioeconomic costs of the pro ject ,  
ce rta in ly  a condition would be that all of the other elements of the 
financing plan including commitments from other responsib le  sources be 
p ro v id ed . Now this  approach would, as my colleague has sa id , by  
exp ress in g  the support of the State for the project and g iv ing  some 
tangible ev idence  of that support and being p re p a re d , evidencing the 
State 's  w illingness to sit down and negotiate details  of this  
p artic ip at io n , would ce rta in ly  enhance the chances of the project coming 
together and the other financial p art ic ip an ts  coming forward with the 
n e cessa ry  commitments. It ce rta in ly  would indicate that this project has  
a v e ry  welcome environm ent here in the State of A laska and it ce rta in ly  
ind icates that th ings would be, would be fu rth e r  evidence that th ings  
are  falling in place in terms of the consummation of this plan.

M oreover, by taking this step I th ink Alaska would rea lly  be gaining a 
seat at the negotiating table concern ing the f inancing . I mean A laska 's  
involved in that but in a sense as a partial o u ts id e r ,  and by stepping  
up and saying we're interested in partic ipating  A laska would gain an 
opportunity  to sit down with all of the other serious p artic ipants  in the 
f inancing plan and have a say about all of the elements in the financing  
p lan , including those elements associated with m arketab ility , w hatever  
arrangem ents are  made with respect  to levelizing and that would be an 
important means by which A laska  could protect its in terest in the 
wellhead va lu e .

Now I want to conlude by saying that the rem arks we've made are  still 
tentative , and we've got to s it  down and digest some additional 
information that we've gathered during  our v is it  to Ju n eau , we've got 
to put th is  all on paper for consideration of the task force and p u b lic ,  
we are still a little general in some of the concepts that we're talking  
about, spec if ica l ly  some of the legal elements associated with the 
implementation of this suggestion have yet to be worked out in deta il , 
but work is continuing and th is  is a v e ry  high o rd er  of p rio r ity  
personally  and on the part of our firm , and we hope to be back up
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here  in a couple weeks with our w ritten  report and to again submit 
o u rse lves  to detailed questioning concern ing our recommendations.

Q. T h a n k  yo u . A ny  questions to same?

Q. A re  you . . .  (g arb le )  and I do have some q u e st io n s . Let me see if  
i can . . .  see if  I can ju s t  summarize th is  in layman's term s, what 
you 're  say ing  to us is that the examined equity  debt, some kind of 
contingency  . . .  and that you feel that equity  is inappropriate  because  
of the three or four reasons that you set a s id e , the debt might be more 
appropriate  that it 's  rea lly  not c r it ica l in terms of the entire  f in an c in g ,  
i f  that's all we're  going to get invo lved with because of the posture of 
the worldwide p rice  of . . .  for the f in an c in g , and so you 're  asking u s ,
I say  you 're  ask ing  u s ,  the idea is for us to co nsid er  contingency  
commitments, something that's  at the tail e n d , we probably wouldn't 
know what that would be until h a lfw ay , . . .  or la te r ,  I'm assuming when 
you say halfways (? )  f ive  y e a r ,  still using 1986 schedule  that Northwest  
has at th is  time, so could and probab ly  would be later than 1985 , fiscal 
y e a r  1985, is that co rrect?

Seplow: T h a t 's  c o rre c t .

Q. So we rea lly  wouldn't know the dollar amounts that we might be 
asked to consider until that time. Is that co rrect?

Seplow: No, perhaps I d idn't make that c le a r .  We would be talking
about A laska  e ither  c u r re n t ly  or w ithin the next y e a r ,  making a firm 
commitment to support a c re d it  debt up to a maximum dollar amount, 
what you wouldn't know about until 1985, 1986, or conceivably  1987, is 
w hether that commitment will be called upon,

Q . :  O r even if it's enough?

Seplow: Well, if  it isn 't enough, and if at the time that commitment,
the debt funds which that commitment is backing u p , is app arently  not
enough then the debt funds would not have to be in v e ste d , A laska  
would be taker, o ff the hook until the sponsors and p ro d ucers  could 
come up with additional funds that would assu re  that all those funds  
together would be su ff ic ien t to complete.

Cotton: T h a t 's  about the same question I h^d on the completion
g u aran te e-- !  wanted to know if there was a specif ic  amount that we 
have to lay out here and hy  tying it to whether or not the producers  
or others could come up with w hatever the additional req u ired  funds  
w ere , that would s ig n if ican t ly  lower the r isk  to the State as far as its 
partic ip at ion , is that correct?

Seplow: T h a t 's  r ig h t .

Cotton: T h a t 's  sort of the idea, and let me make sure  I understood the
marching o rd ers  that . . .  (gap)

Sep'uw ( ? ) :  . . . .  we th ink was re fe rre d  to e ar l ie r  includes more than
those a sse ts ,
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Cotton: So they  would have to make the same assum ptions about
w h iche ver  portion of the project that you were ta lk ing  about, wouldn't  
you?

Seplow: T h a t 's  t ru e .

Seplow: And that the Canadian sections is another p art  of it ,  and the
p re b il l ,  that the p art  we have focused on because of our assignm ent for  
the State is the A laskan  segment not all the rest  of it .

Cotton: O k a y ,  I d id n 't  mean to get lost , go ahead.

Seplow: T h e re 's  one other point that I'd like to make, and that is ,  if
the State w ere  to adopt the approach that we've su g g e ste d , which is
that it p rovide  a contingent c re d it  b ack u p , the State  would not be
putting any funds out so the State would not be earn ing  any fu n d s ,  a 
in te rest  ra te , because the funds a re  not in v e sted . What the State  
would be getting is some sort of compensation for having assumed that  
r i s k ,  and that would obviously be larg ely  a function of the assessm ent  
of that r i s k ,  and it might be impacted by what overall in terest  rates  
w ere.

Cotton: . . .  once they finally made the call on these funds if in fact
they made a call on them, . .  point of guarantee ing  that they'll be there  
is because they need them, r ight?

Seplow: R ig h t.

Cotton: If  V iey  d idn't need them that would become p art  of the debt?

Seplow: It's not there  in case they need them, it's th - re  to , those
funds are  going to be put up by p erhap s the same group buying some 
in surance  companies that are going to put up the funds, that are  
guaranteed by the c red its  of the p ro d u ce rs  and the pipeline companies, 
it's just  going to have a d iffe rent c r e d it ,  it's going to have the State's  
cred it  instead of Northwest E n e rg y 's  c re d it .  If  the pipeline for some 
reason is not completed then the p ro v id e rs  of the debt capital are not 
paid the ir  in terest  and principal repaym ents on time, then thsy  will call 
the ir  obligations, they will come to the State of A laska  and say you owe 
us X dollars depending on the s tra te g y  . . .  (g a rb le )  will go to the 
p ro d ucers  and the pipeline companies . . .  saying call that they have  
because they guaranteed the secu rit ie s  so there  will be no monies put 
out by the State  of A laska other than those funds which they might 
segregate to supp ort  the ir  guarantee if it e v e r  got ca lle d , whether you 
have to put up dollar for dollar that amount, make some provision that 
you put up some monies in overtime that's  invested  such  that gets the 
g u a ia n te e s  called in some future point in time there 'll be enough there  
to pay the guarantee  off. T h e re  are  all k in ds  of mechanisms which we 
haven't worked out yet to support the g u aran tee .

Cotton: O k a y ,  I was wondering , let me get back out here and let
somebody else have some questions. I want to make su re  you 
und erstand  that o u r ,  I understand what yo u r  position i s ,  you're  
working for the State and we're paying you to g ive  us adv ice  so I'm
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not t ry in g  to interrogate  you I'm t ry in g  to u n d e rsta n d , there 's  a lot of 
new th ings here  that I'm not that familiar w ith . I assume you don't 
also rep resent any of the pipeline companies or the gas p ro d u ce rs ,  is 
that co rrect?

Seplow: R ig h t. U nfor'- jnate ly  that's  c o r re c t .

(Much la u g h te r ) .

C o t t o r : T h a n k  you .

Q . :  Following that one step fu rth e r  because I th ink  R ep resentative
Cotton opened up something that I '"as interested  in ,  you mentioned 
that the S tate 's  guarantee comes on la s t ,  the question i s ,  if you get a 
call of ob ligations, is that cali also satisfied  la s t ,  in other w o rc s ,  if  
yo u 're  talk ing so many billion dollars that are supported by the pipeline  
companies as well as the oroducerii and you f ina lly  get down to the 

. State 's  c a l l ,  is that negotiated to be or recommended to be also the last  
call in that o rd er  as well?

Seplow: It  p robably  would work out so that the call occurs
sim ultaneously , there 's  probably an outside date by which the project is 
supposed to be completed, and that date may v e r y  well tie in with the  
F E R C  set date for when the prebili period commences, and there  would 
be institu tions who would be looking to be repaid the debt that they  
have provided to the pro ject , by that date if it hasn't been completed 
by that date , and some of those institutions woulc be looking to A laska  
and some of them would be looking to E x x o n , somt of them to Sohio, 
some of them to A rc o , arid some to the pipeline companies, but that 
would all happen probably s im ultaneously , now if the project is not 
completed and we're  talk ing about worst case , by that outside date then  
each of the c red it  supported parties  would have to step up and pay off  
that d eb t , and they would in effect be p urchas ing  that debt and so 
A laska  would step into the shoes of some of the senior lenders who 
have a f ir s t  lien on the pro ject , and they would be A laska 's  interest  
but at that point in time would be senior in claim to the p ipe line , to the 
equ ity  that the sponsors and producing companies have put in ,  and at 
that point in time, A laska and the other holders of the debt would have  
to w o rry  about what it would take to get the pipeline completed and 
w here those sponsors going to come from, and in the f ir s t  p lace , they  
probably  look to the producers  and sponsors who have all that eouity  
invested to see if  they could provide additional fu n d s . T h e y  wouid 
have a v e r y  powerful motivation for doing that but they wouldn't be 
legally obliged to do that, now if  for some reason they felt that the 
project had receded in economic v iab il ity  to the point that they didn't  
want to put any more money in underneath  the f ir s t  l ienho ld ers , thsn  
the holders of that debt would have to w o rry  about a ttracting  senior  
d e b t , that g iv ing  up some of the ir  senior position in o rd er  to get 
enough funds in to complete the pro ject , and you have to go through a 
ra th e r  horrendous litany of events  w hereb y A laska ended up not only  
losing some of its money or it raa lly  have to go to extremes to come up 
with a conjured up case w hereby A laska  lost ail of its money, but 
A laska  would fill the gap that in terms of taking that kind of cred it  
r is k  which app arently  the banks at th is  ju n ctu re  are  not prepared  to



take excep t for v e r y  small portion of the fu n d s ,  and I th in k  that the  
view is that A laska  would probably tak e , that the b an k s  may take the  
last few dollars' r is k  if  A laska  would take the do llars  before the b an k s .  
So b a s ic a l ly ,  before A laska  does anyth ing  the pro ject's  sponsors  and 
the p ro d u ce rs  are  on the line for th re e - fo u rth s  of the total, again  
before the State of A laska  loses anyth ing  the sponsors  and p ro d ucers  
have a lread y  lost all o f  th e ir  equ ity  sh a re . T h e y 'v e  lost the equity  
share  and th e y 've  come in for a debt sh a re  rep resenting  let's say  half  
of the cost of the p ro ject , w hich may equally  on one with A la sk a . T h e  
benefit  of th a t  approach is that it maximizes p r iva te  sector  participation  
p rio r  to p ub lic  sector p art ic ip at io n , it is intended tc be a p riva te  
p ro ject as Mr, MacKay mentioned, that's  the way they want to approach  
it and this plan fits  v e r y  n ice ly  with the ir  d e s ire  to keep it a p riva te  
pro ject .

Q . :  R ep resen tative  Cotton.

Cotton : T h e  question I get asked is . . .  w hy don't we build an all
A laskan  g a s lin e . I know that e v e ry  bit of adv ice  we've e v e r  got said  
that it is not 'aasib le  and you've  made a statement sim ilar to that that  
su g g e sts  that the ex is t in g  Northwest design is the most and probably  
the only v iab le  system  for th is  decade. Is that included in a report ' 
some p lace , I u su a lly  say  that too, but I want to be able to prove it I 
g u e ss .

Seplow: Can I ,  maybe we shouldn't be as categorical as we've been
making that statement but f r a n k ly ,  the concept of an all A laskan  line is 
v e r y  appealing to me s ix  y e a r  ago but a lot of w ater is gone over the  
dam in s ix  y e a r s .  We've had at least three  s ig n if icant problems a risen  
that may get v irtua l!' ,  impossible to conceive  of an All A laskan  pipeline  
i r r t h is  decade. F i r s t  of all you 've  had El Paso which was the sponsor  
of that project w ithdraw  from the LNG b usiness  with te r r ib le  financial 
b ru is e s ,  they have w ritten  off something like ha lf  of the corporate  
equ ity  as a re su lt  of losses that they have sustainev in the LNG  
b u s in e ss ,  and maybe those losses have nothing to do with the kind of 
r is k  that they would be exposed to in A la sk a ,  but b asica lly  they are  
out of b u sin ess  in LNG now. Second of a l l ,  you've had an inab ility  to 
get a regasification fac il ity  site on the West Coast of United S tates ,  
th ey 've  been w orking on that for p robab ly  ten y e a r s ,  or a good part of 
ten y e a rs  and it still hasn 't  come to fru it io n , and t h i r d ly ,  one of the 
g rea t  a ttractions  of the El Paso LNG pro ject was that you could use  
T it le  XI US Gove n ^ n t  sh ift  f inancing bonds to back up a lot. of the 
c re d it ,  well that program has been deminished as a resu lt  of the Reagon 
Adm inistration fiscal co n stra in ts  and as a resu lt  of some poor 
e xp e rien ce s  that the Maritime Adm inistration has had with LNG in other  
p ro je c ts ,  they are  not about to g ive  any  of the ir  now v e r y  scarce  
guarantee  au tho r ity  to an LNG project of th is  o rd er  of m agnitude, so I 
ju s t  cannot see how a p ro ject can come to . . .  even ap art  from a long 
lead time that any  such project has .

Cotton: So in addition to other th ings that Ronald Reagon, is because
of . . .  has not been able to consider that all A laska  line.

Seplow: T h a t 's  only one of three cau ses .



Cotton: T h a n k  you .

Q . :  A re  we going to tu rn  this into a partisan  d iscuss ion?

Cotton: S u re .

Q . A n y  fu rth e r  q uestions.

Q . :  M r. Ch a irm an , ju s t  so that I u n d e rstan d  about thr^e hours  ago I
t h in k ,  I th in k  it was pointed out that you would be back  in March?

Seplow: Y e s ,  when we complete our rep ort  we will submit it sn w rit ing
and then at the convenience of the committee and le g is la tu re , we'll be 
back up to d is cu ss  it .

Q . . : T h a n k  you .

Fahrenkam p : I would ju st  like to thank  the gentlem en, I know it was a
little time-consuming on yo u r  p art  . . .  to g ive  an interim report before  
you felt you were ready to go with th a t ,  and we rea lly  appreciate  yo u r  
tak ing the time to do it .

Q . J u s t  one last shot I don't know if  it was asked while I had to
b re ak  for another m eeting, to what extent have you gone into
deregulation of natural gas as fa r  as it a ffects  m arketab ility?

Seplow: We ce rta in ly  looked at the question and I want to emphasize
that <ve are not the ultimate au tho r ity  on m arketab ility . We have read  
the Jensen  A ssociates rep ort  that Northwest submitted and we've looked 
at a number of other sources on that, issue  and we th ink  it has an 
impact on m arketab ility . However you s lice  it you can make a gcod 
case for m arketab ility , but you can 't  make an absolutely  conclusive  case  
for m arketab ility  without some mechanism which backend loads the g a s ,  
the transportation  and or wellhead cost. It would appear to us that 
that is a v e r y  c r it ica l element in terms of a ssu r in g  the m arketaoility  of  
the gas arid one of the advantages of the approach that we've taken as 
I indicated e ar l ie r  is that by A laska stepping up to, as a negotiator  
about the financing p lan , A laska would have an o p p o rtu n ty  to have a 
f ir s t  hand impact on those arrangem ents .

Q . :  T h a t  will be part of yo u r  final report?

b^p.ow: Y e s .

Q . :  Just, as you went by that you said backend loads che
transportation  and the wellhead co st , of course  when I th ink  of the  
wellhead costs I th ink of the wellhead costs of the State's share  as 
w ell,  and backend loading there  and what the effect might be i ju s t .
I'd like to hear more about that and get the ,

Seplow: Well, I mean, ce rta in ly  the wellhead could possib ly  be backend
loaded and that might not be a d isadvantageous thing for A laska and 
for the p roducers  provided that they were compensated for the . . .  of 
both in terms of the time value of the money they are foregoing and ir;
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terms of additional r is k  that they are  in cu rr in g  by waiting longer for 
the payment.

Q . :  T h a n k  you .

END.
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C o m m i t t e e  A O G A ' s  c o m m e n t s  on the S t a t e ' s  5 - y e a r  l e a s i n g  
p r o g r a m .
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you;, c o m m i t t e e .

Y o u r  i n t e r e s t  in o u r  i n d u s t r y ' s  v i e w  is v e r y  m u c h  a p p r e c i a t e d .

S i n c e r e l y ,

W I L L I A M  W. IIOPKINS 
E x e c u t i v e  D i r e c t o r
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A  joint Senate-House interim status report on the Northwest Alaska 

pipeline project will be held February 17, Senator Bettye Fahrenkamp and 

Representative Rick Halford annr inced today. Fahrenkamp, chairman of 

the Senate Resources Cormittee, and Halford, co-chairman of the Special 

Joint Ccrrmittee on Gas Pipeline Financing, are the legislative members 

of the Governor's Task Force on Gas Pipeline Financing.

"The purpose of the oversight hearing is to disseminate the most 

up-to-date facts regarding the state's interest in the gas pipeline 

financing to the public and the Legislature. Since passage of the 

waiver package Congress last December, there has been very little 

information exchanged in the Legislature which ultimately will have to 

approve any participation by the State," said Halford. He added that 

thQ Task Force will focus on three major questions: "Should the State

participate in the project? If sc, how and to what extent? And what 

are other prudent and carpeting uses of the State funds.-"

Working with the two legislators are Natural Resources Carmissioner 

John W. Katz, Revenue Carmissioner Tan Williams, and Attorney General 

Wil Condon.

Earlier activities by the Task Force included an early December 

meeting with Northwest Alaska and its investment bankers, and the hiring 

of a national investment banking firm to assist the State in the 

financing evaluation. The firm has started to corpute a risk analysis



model, as well as the evaluation of the relative risks and rewards to 

the State of any proposed investments in the project. Information is 

also being gathered from the nation’s major investment banking 

institutions and the North Slope gas producers. An interdisciplinary 

staff group from the Departments of Natural Resources, Revenue, Law, 

Budget and Management, and the Legislature has undertaken in-house 

research on financing issues.

A  preliminary report will be made on key issues to the Governor and 

the Legislature on March 1, said Fahrenkamp. Under scrutiny are the 

costs and benefits to Alaska of the Northwest project, in-state use of 

gas, Alaska's financing capability, Alaska's comparative inves" ant 

opportunities, and the regulatory and -tax implications of State 

participation in a private industry project. Also under examination are 

Prudhoe Bay gas marketability, inpact of proposed gas deregulation, 

availability of investment capital, end the proposed financing structure 

of the Northwest project. "Although we may not reach a definitive 

answer within the time frame set out by the Task Force, we do hope to 

develop sufficient information to conclude whether to cant nue with a 

more indepth analysis regarding the State's interest in participation. 

This conclusion will partially be based upon the proposed financing 

package by Northwest, which is expected during the study span," said 

Fahrenkamp. "By seme time in March we should be able to reccmrend to 

the people of .Alaska, the Legislature and the Administration whether or 

not the state interest in participation in the project is feasible, cost 

beneficia] and in the overall best inter sot to the State of Alaska."
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M E M B E R S  P R E S E N T

S e n a t o r  F a h r e n k a m p  

S e n a t o r  G i l m a n  

S e n a t o r  M u l c a h y

R e p r e s e n t a t i v e  H a l f o r d  

R e p r e s e n t a t i v e  B e t t i s w o r t h  

R e p r e s e n t a t i v e  C o t t e n  

R e p r e s e n t a t i v e  R o g e r s  

R e p r e s e n t a t i v e  R a n d o l p h  

R e p r e s e n t a t i v e  B y l s m a

I n t e r i m  B r i e f i n g  o n  F i n a n c i n g  of 

A l a s k a  N a t u r a l  G a s  T r a n s p o r t a t i o n  S y s t e m

J o h n  K a t z ,  C o m m i s s i o n e r ,  D e p a r t m e n t  o f  N a t u r a l  R e s o u i c e s , s a i d  t h e  

S t a t e  s u p p o r t s  t h e  w a i v e r  p a c k a g e ,  a n d  h a s  b e e n  a d v i s e d  t h a t  t h e  

c u r r e n t  l a w s u i t  w u n ' t  p r e v a i l .  T h e  t a s k  f o r c e ,  w h i c h  is l o o k i n g  at 

r t a t e  p a r t i c i p a t i o n  in f i n a n c i n g  t h e  l i n e ,  m a r k e t a b i l i t y  of 

P r u d h o e  B a y  g a s ,  a n d  a l t e r n a t i v e  i n v e s t m e n t s  a v a i l a b l e  to t h e  S t a t e ,  

w i l l  r e p o r t  t h e i r  i n i t i a l  f i n d i n g s  a n d  r e c o m m e n d a t i o n s  i n  e a r l y  M a r c h .

D a r r e l l  M c K a y ,  N o r t h w e s t  A l a s k a  P i p e l i n e  C o m p a n y, r e v i e w e d  1 9 8 1  

a c c o m p l i s h m e n t s *  c o m p l e t i o n  of t h e  C a n a d a - t o - d a l i f o r n i a  p o r t i o n  

o f  t h e  p i p e l i n e ;  p a s s a g e  o f  t h e  w a i v e r  p a c k a g e ,  a n d  i.:?elusion o f  t h e  

c o n d i t i o n i n g  p l a n t  in A N G T S .  N o r t h w e s t  is c o n f i d e n t  A l a s k a  g a s  is 

m a r k e t a b l e .  T e n  p i p e l i n e  c o m p a n i e s  a r e  c o m m i t t e d  to e q u i t y  a n d  

d e b t  f i n a n c i n g .  F o r e i g n  a s s i s t a n c e  w i l l  b e  n e e d e d .  T h e  p r o d u c e r s  

a n d  b a n k s  a r e  w o r k i n g  to d e t e r m i n e  t e r m s  o f  t h e  f i n a n i e a l  p a c k a g e .

M r .  M c K a y  s t a t e d  t h a t  h e  t h i n k s  t h e  p i p e l i n e  is a g o o d  i n v e s t m e n t  

f o r  t h e  S t a t e ,  a n d  h o p e s  t h e  S t a t e  w i l l  g u a r a n t e e  a s h a r e  of t h e  

p r o j e c t  d e b t .  C o m p l e t i o n  g o a l  is l a t e  1 9 8 6 .  E s t i m a t e d  c c s t  ( in 1 9 8 0  
d o l l a r s )  i s  S 3 9 - A 8  b i l l i o n .

C e c i l  C h a p m a n ,  E n g i n e e r i n g  S e r v i c e s  M a n a g e r .  A l a s k a  A R C O ,  I n c . s p o k e  

f o r  t h e  P r u d h o e  B a y  F i l e d  O w n e r s .  T h e y  s u p p o r t  e a r l y  g a s  s a l e s ,  

b u t  t h i n k  a d e l a y  in s a l e s  w i l l  h a v e  l i t t l e  e f f e c t  o n  u l t i m a t e  o i l
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r e c o v e r y  a n d  n o  s i g n i f i c a n t  i m p a c t  o n  u l t i m a t e  g a s  r e c o v e r y ,  

e x c e p t  f o r  t h e  a m o u n t  o f  g a s  u s e d  a s  f u e l  f o r  r e - i n j e c t i o n  

p u r p o s e s .  D e ’a y s  i n  s a l e s  w i l l  i m p a c t  f i e l d  f a c i l i t y  a n d  

o p e r a t i o n a l  r e q u i r e m e n t s .  I n t e r e s t  i n  t h e  F i e l d  c a n  b e  b e s t  

s e r v e d  b y  s i m u l t a n e o u s  p r o d u c t i o n  o f  o i l  a n d  g a s .

K e n  S h o w a l t e r ,  D i r e c t o r  o f  S t a t e  G o v e r n m e n t  A f f a i r s ,  S O H I O , s a i d  

h e  ia i n  a c c o r d  w i t h  M r .  C h a p m a n ' s  s t a t e m e n t .

/
J o e  S c h e l l .  A l t e r n a t i v e  E n e r g y  G r o u p s  D i r e c t o r ,  K i d d e r - P e a b o d y . 

s a i d  t h e y  h a d  r e a c h e d  t h e  f o l l o w i n g  p r e l i m i n a r y  c o n c l u s i o n s :  

A N G T S  is t h e  m o s t  v i a b l e  a l t e r n a t i v e  f o r  d e l i v e r i n g  n a t u r a l  g a s  

to t h e  L o w e r  ' 4 3  i n  t h i s  d e c a d e ;  t h e  g a s  is m a r k e t a b l e ;  A N G T S  

h a s  d e f i n i t e  n e t  b e n e f i t s  to t h e  S t a t e ;  S t a t e  s u p p o r t  w i l l  

e n h a n c e  t h e  p r o b a b i l i t y  o f  A N G T S  b e c o m i n g  a r e a l i t y ;  a n d  t h e  

S t a t e  c a n  s u p p o r t  a f i n a n c i n g  p l a n  w i t h  m i n i m u m  r i s k .

K e n  S e p l o w ,  V i c e  P r e s i d e n t ,  K i d d e r - P e a b o d y , ad"\ i s e d  a g a i n s t  b o t h  

e q u i t y  a n d  d e b t  i n v e s t m e n t .  H e  u r g e d  t h e  S t a t e  to p r o v i d e  a 

c o n t i n g e n t  c o m m i t m e n t  s u p p o r t i n g  c o m p l e t i o n  o f  t h e  p i p e l i n e .

R i s k  c o u l d  b e  m i n i m i z e d  b y  " b a c k l o a d i n g "  ( S t a t e  f u n d s  c o u l d  b e  

i n v e s t e d  n e a r  t h e  e n d  o f  t h e  p r o j e c t ) ,  a n d  t h e  S t a t e  w o u l d  

r e c e i v e  c o m p e n s a t i o n  f o r  t a k i n g  t h e  r i s k .  S e p l o w  c o n c l u d e d  b y  

s u g g e s t i n g  t h a t  t h e  l e g i s l a t u r e  e x p r e s s  t h e i r  g e n e r a l  s u p p o r t  

t h r o u g h  a r e s o l u t i o n  l i s t i n g  c o n d i t i o n s  o f  p a r t i c i p a t i o n .

T h e  m e e t i n g  w a s  a d j o u r n e d  at 4 : 2 0  p'.m.
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B r i e f i n g  o n  F i n a n c i n g  o f  

A l a s k a  N a t u r a l  G a s  T r a n s p o r t a t i o n  S y s t e m

J o h n  K a t z ,  C o m m i s s i o n e r ,  d e p a r t m e n t  of N a t u r a l  R e s o u r c e s , c a l l e d  

K i d d e r ,  P e a b o d y ' s  r e p o r t  c o m p r e h e n s i v e  a n d  e x c e l l e n t ,  s t a t i n g  it 

w a s  a s o u n d ,  t h o r o u g h  a n a l y s i s  t h e  ke'’ i s s u e s .  H e  e x p l a i n e d  

t h a t  i n  t h e  n e x t  7 - 1 0  d a y s  t h e  T a s k  F o r c e  w o u l d  u ^ m u l a t e  t h e  

r e s u l t s  o f  t h e  r e p o r t  i n t o  a s e r i e s  o f  r e c o m m e n d a t i o n s  to p r e s e n t  

to t h e  g o v e r n o r  a n d  t h e  l e g i s l a t u r e .

K e n  S e p l o w ,  V i c e  P r e s i d e n t .  K i d d e r ,  P e a b c d v  & C o . , s t a t e d  t h a t  t h e  

r e p j r t  c o n c l u d e s  t h a t  A.'GTS d o e s  h a v e  t h e  p o t e n t i a l  to b e  f i n a n -  

ci.'.llv v i a b l e ,  a n d  is t h e  o n l y  n e a r - t e r m  m e a n s  w h e r e b y  A l a s k a  c a n  

r e c o g n i z e  t h e  v a l u e  o f  P r u d h o e  B a y  g a s .  H o w e v e r ,  t h e  m a r k e t a b i l i t y  

o r  A l a s k a  g a s  c o n t i n u e s  to b e  a s e r i o u s  i s s u e ,  a n d  t h e r e  is n o  

d e f i n i t i v e  f i n a n c i n g  p l a n  f o r  A N G T S  at t h i s  t i m e .  K i d d i r ,  P e a b o d y  

r e c o m m e n d s  a $3 b i l l i o n ,  or 1 / 8  o f  p r o i e c t  c o s t ,  S t a t e  j a r t i c i p  a t i o n  

b a s e d  o n  t h e  f o l l o w i n g  c o n d i t i o n s :  a m i n i m a l  r i s k  o f  l o s s ,  n o

s i g n i f i c a n t  a p p r o p r i a t i o n  of f u n d s  b e f o r e  1 9 8 8 ,  a n d  s a t i s f a c t o r y  

m i t i g a t i o n  of t h e  r i s k  o f  m a r k e t a b i l i t y .  S e p l o w  s t r e s s e d  t h a t  t h e  

S t a t e ' s  p a r t i c i p a t i o n  w o u l d  i m p r o v e  t h e  c h a n c e  of A N G T S  b e i n g  

f i n a n c e d ,  a n d  e x p l a i n e d  t h a t  t h e  r e c o m m e n d e d  $3 b i l l i o n  i n v e s t m e n t  

w o u l d  b e  d e b t  f i n a n c i n g ,  w h i c h  is a l o w  r i s k ,  l o w  e a r l y  f u n d i n g  

a p p r o a c h .  H e  a d v i s e d  a g a i n s t  e q u i t y  i n v e s t m e n t  on t h e  p a r t  o f  t h e  

S t a t e  b e c a u s e  o f  t h e  h i g h  d e g r e e  of r i s k  it w o u l d  e n t i a l ,  t h e  

l i m i t e d  i n v e s t m e n t  r e t u r n  it w o u l d  p r o v i d e ,  a n d  t h e  p o l i c v  c o n f l i c t  

it w o u l d  c r e a t e  w i t h  t h e  S t a t e  a s  b o t h  r e g u l a t o r  a n d  i n v e s t o r .  He 

f u r t h e r  s u g g e s t e d  t h a t  c h e  S t a t e ' s  g u a r a n t e e  b e  l i m i t e d  to t h e  

c o n s t r u c t i o n  p e r i o d  o n l y ,  b e  a p o r t i o n  of t h e  l a s t  $7 b i l l i o n  to b e  

s p e n t ,  a n d  b e  c o n d i t i o n e d  on t h e  f i r s t  $ 2 0  b i l l i o n  h a v i n g  b e e n  s p e n t
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1
a s  s c h e d u l e d  w i t h o :  t a n y  c o s t  o v e r r u n s .  T h e  a m  turt a n d  f o r m  

o f  t h e  S t a t e ' s  c o m p e n s a t i o n  w o u l d  b e  n e g o t i a t e d ,  a n d  c o u l d  

i n v o l v e  a l u m p  s u m  o r  a c q u i s i t i o n  of a n  e q u i t y  t y p e  s e c u r i t y .  

S e p l o w  c o n c l u d e d  b y  s a y i n g  t h a t  a l t h o u g h  t h e  S t a t e  c a n n o t  b e  

e x p e c t e d  to m a k e  a d e f i n i t i v e  a c t i o n  n o w ,  a s  it h a s  n o t  b e e n  

g i v e n  e n o u g h  d e t a i l s  a n d  f a c t s ,  t h e  w h e e l s  c a n  b e  s e t  in m o t i o n  

t h r o u g h  a l e g i s l a t i v e  o r  a d m i n i s t r a t i v e  a c t i o n  s h o w i n g  t h e  

S t a t e ' s  w i l l i n g n e s s  to e n t e r t a i n  t h e  i d e a  of f i n a n c i n g ,  a n d  

a u t h o r i z i n g  n e g o t i a t i o n s  to t a k e  p l a c e .  T h e r e  is n e e d  f o r  a c t i o n  

t o  b e  t a k e n  s o o n  if t h e  p r o j e c t  i s  to s t a y  on s c h e d u l e ,  as l o n g  

l e a d  t i m e  m u s t  b e  a l l o w e d  f or p u r c h a s e  o f  e q u i p m e n t  a n d  t h e  

F E R C  p e r m i t t i n g  p r o c e s s  m u s t  b e  e n t e r e d  i n t o .  T h i s  n e g a t e s  

t h e  o p p o r t u n i t y  f o r  a v o t e  of t h e  p e o p l e  o n  S t a t e  p a r t i c i p a t i o n .  

S i n c e  a p l e d g e  o f  s p e c i f i c  r e v e n u e  w o u l d  r e q u i r e  a p p r o v a l  o f  a 

m a j o r i t y  o f  v o t e r s  v o t i n g  in a g e n e r a l  e l e c t i o n ,  S e p l o w  s u g g e s t e d  

t h a t  t h e  S t a t e  s h o u l d  i n s t e a d  a d d  i t s  m o r a l  o b l i g a t i o n  to d e b t  

i s s u e d .  T h e r e  i s  a l r e a d y  a u t h o r i z a t i o n  f o r  a m o r a l  o b l i g a t i o n  

s t r u c t u r e  in t h e  l e g i s l a t i o n  c r e a t i n g  t h e  A l a s k a  G a s  P i p e l i n e  

F i n a n c i n g  A u t h o r i t y ,  a l t h o u g h  t h e  l e g i s l a t i o n  w o u l d  h a v e  to b e  

m o d i f i e d  in s o m e  r e s p e c t s  to b e  a u s e f u l  *re h i c  l e  f o r  t h e  

n e g o t i a t i o n  a n d / o r  i m p l e m e n t a t i o n  of t h e  S t a t e ' s  f i n a n c i n g  

p a r t i c i p a t i o n .

J o e  D o n o h u e ,  D e p u t y  C o m m i s s i o n e r  of T a x a t i o n ,  D e p a r t m e n t  of 

R e v e n u e , s t a t e d  t h a t  a l l  K i d d e r ,  P e a b o d y ' s  a l t e r n a t i v e s  f a l l  

w i t h i n  c o n s t i t u t i o n a l  p e r i m e t e r s  a n d  w o u l d  be p r o c e d u r a l l y  

p o s s i b l e .  T h e  D e p a r t m e n t  of R e v e n u e  is n o t  p r e p a r e d  to m a k e  

s p e c i f i c  r e c o m m e n d a t i o n s  at t h i s  t i m e ,  b u t  d o e s  a g r e e  t h a t  t h e

l e g i s l a t u r e  s h o u l d  m a k e  a g e s t u r e  t h i s  s e s s i o n  if t h e  S t a t e  is

w i l l i n g  to p a r t i c i p a t e  in the f i n a n c i n g  of A N G T S .  T h e r e  w a s  

u m e  d i s c u s s i o n  o f  p l e d g i n g  a r ^ r t i o n  o f  t h e  i n c o m e  f r o m  t h e  

P e r m a n e n t  F u n d  to s e c u r e  d e b t ;  it w a s  n o t e d  t h e r e  m a y  be

C o n s t i t u t i o i . a l  p r o b l e m s  w i t h  t h i s  o p t i o n .

M i l t  B a r k e r ,  F i s c a l  A r 11 y s t , L e g i s l a t i v e  F i n a n c e , s t a t e d  

t h a t  A N G T S  o f f e r s  t h e  S t a t e  a p o t e n t i a l  b e n e f i t  of $5 b i l l i o n  

( i n  t o d a y ' s  d o l l a r s )  o v e r  its 3 0 - y e a r  l i r e .  T h i s  b e n e f i t  is 

e x c l u s i v e  of a n y  i n v e s t m e n t  o n  t h e  p a r t  o f  the S t a t e .

T h e  m e e t i n g  w a s  a d j o u r n e d  at 3 : 1 5  p . m .
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Hearing -  Juneau  
February  17, 1982

Betty Fahrenkamp: I would like to call this overview to o rd er , and
first  thing off thank those of you who have agreed to participate today 
on such short notice, we really appreciate it. As most of you know, 
today's overview hearings are co-chaired by the Senate Resources  
Committee, and by the House Oil and Gas Committee, and the charge  
before us today is to gain an insight to be brought up to speed with 
regard to the progress and movement towards the possible financing of 
the construction of the Alaska National Gas Transportation System.

We approach today's hearing with a sensitiv ity  that at this point 
negotiations are ongoing between Northwest Alaskan Pipeline, the 
national and international banking community and the North Slope 
producers. Today's focus is on information and education within those 
constra ints , both of which are necessary  for all parties to understand  
their roles and actions in ultimate completion of the project. This  
hearing, in nature of an overview , will be followed by additional 
hearings dealing with broader questions of policy and mechanics of the 
financing participation of the State, and the financing of the project.

As a point of background, in late November Governor Hammond 
recognized the need for the Stata to seriously consider it" position 
v is -a -v is  the construction of the Alaska National Gas Transportation  
System. The Governor organized a *ask force to specifically  look at the 
general questions of the advisability of State participation in the 
financing of the System. The task force was constituted of 
Commissioners from the Department of Natural Resources, Revenue, the 
Attorney General, a couple of the Representatives from the House, 
representatives of A laskans, and myself.

Our first witness today will be Commissioner Katz, and it* is my 
understanding that he will be giving us overview of the task force 
basic charge and outline the task force activities to date in approaching  
the issue of State participation in the financing of the Alaska Natural 
Gas Pipeline. We also have with us representatives of Northwest to 
give us an overview of their efforts to secure a financing package and 
an update of their progress inasmuch as possible under their  
negotiation constraint. Representatives of the North Slope producers  
will address , from their perspective , just where the financ .ig package 
is ,  as well as address technical questions relrted to the question of the 
effect of continuing re-injecticn of natural gas to the Prudhoe Bay 
field, and f inally , we'll have interim report from the representatives of 
Kidder Peabody, an investment banking firm retained by the State to 
address the questions of financial feasibility of the project, and general 
questions of how the State's interests may be best served ir. the 
participation. With that out of the w ay, R ick , do you have anything to 
add?

R ick : I think I would just reiterate that we do understand the
negotiating position that most of the participants are in , and I think  
it's important that we maintain a sensitiv ity  to that negotiating position.
I would hope that we get an adequate update of where we are and
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maybe we can define some of the a lternatives without prejudicing any  
future options that may be presented at a later date in the future  
reports .

Fahrenkamp: I think the procedure we'll follow is to have each group
make their presentation, then we'll have questioning after each 
presentation, and we hope to be finished by 4:30 since the majority of 
my committee, I know, are catching planes for the coal conference in 
Anchorage and need to have me to be gone. Commissioner Katz?

Katz: Thank you , Madame Chairm an ........................................ to the current
efforts is a letter that President John McMillian
.................................. Governor in late November asking that the State
reconsider its position on participating in the financing of the gas 
pipeline project. As a product of that letter the Governor, as you 
have already indicated, is the forming of a task force of the three  
Commissioners you mentioned and asked that the President of the 
Senate, the Speaker of the House, to make acquaintance as well, which  
was accomplished. We then went back to Washington for two principal 
purposes. F irs t  was to interview a numbe: of possible investment 
cou.tselors to the State on the pipeline issue. And out of that
investigation we chose the firm of K id d er , Peabody ............................ for
the State, on contract since that period of time. We also met for the 
f irst  time with Northwest and its bankers in an effort to start the
  that is necessary  to investigate all the a lternatives . In
the midst of those discussions of the gas pipeline waiver package
passed the United States Co ng ress . That package provided a number
of waivers deemed very  important to the financing of waivers of
President C arter 's  original decision, and I think it was the general 
consensus of all concerned that while that waiver package was a 
necessary prerequisite  to financing , it was not necessarily  the only 
factor. The State examined the waiver package and felt comfortable 
with it and expressed strong support for during the congressional 
deliberatior s . We're responding in advance to questions which I think  
are likely to come. The waiver package is now the subject of litigation 
that has been filed by Senator Metzenbaum of Ohio and some other 
congressm en-senators. The principal allegations relate to the alleged 
violation of rules of the Congress and certain other technical aspects.
We are advised by our lawyers that the lawsuit is pretty frivolous on 
the merits. It is pending in the Court of Appeals, there's an expedited  
review procedure there , but that any decision of the Court of Appeals  
can be appealed to the United States Supreme Court and there's at least 
some ................  there will be more delay incident in that process.

As a product of our discussions in Washington we came back and 
formulated a work plan to govern the remainder of our activ it ies . That  
work plan addresses two principal questions. Should the State  
participate in gas pipeline f inancing , and the second question - if  so, 
how? The perspective that I th ink all of the participants in the task  
force have brought to those deliberations is one of hard-headed  
business people. We feel that we must .ook at all the same factors that 
the investment banking houses are looking at in their decision to 
participate in the financing, and then, in addition, look at certain other 
factors which are uniaue to Alaska as a State government, including the



impact on royalties, severance taxes, and secondary and tertiary  
benefits in the State's economy. We have formulated a number of 
subsid iary  questions in an effort to respond to those two principal 
questions. They  range trom questions relating to the marketability of 
Prudhoe Bay gas to alternative investment opportunities that are  
available to the State of Alciska, and the impact of any particular  
proposal on the State's crea it  rating . Sir.ce the formulation of that 
work plan which we made av?litable to both legislators and the media, we 
have been proceeding on twc parallel tracks in an effort to answer  
those questions. On the one t ra c k ,  K idder, Peabody, as they will 
indicate later, has been pursuing a number of questions. They  have  
met on several occasions and exchanged information with Northwest and 
its f inanciers , and they are branching out beyond those discussions to 
interview other people with perspectives on the pipeline.

Secondarily , we have formulated an interagency task force of technical 
people and experts  in particu lar disciplines to answer certain other 
questions which we felt were more appropriate for State's scru tin y  and 
response than they were for the help of outside adv isors . Those two 
parallel tracks  will come together in early March in the form of initial 
findings and recommendations to the legislature and the Governor. At 
this point 'n time we're not certain exactly what form those findings  
and recommendjtions will take. We have condensed what might 
otherwise have been a ve ry  lengthy process into a relatively short
period of time. I do think that the report will hit all of the major
considerations in determinants that will influence subsequent  
decision-making and at that point in time we may also identify any other 
areas that might require further scru tiny  in the future .

Fahrenkamp: Thank  you, Commissioner. Before I open this with
questions, I want to c lar ify  the record. I think everybody knows this
is Representative Halford, and not ................... we'll get tha' out of the
way right now. Sometimes I don't even know my own narre. A re  there  
questions from anyone? Go right ahead, Sam.

Sam: Thank you, Madame Chairman. I guess I had a couple
questions, I wasn't sure how definitive you were on the advice that 
K idder, Peabody has offered to us so far . That's  one question, and 
secondly, you mentioned and I think mcst of us appreciate that the 
waiver package wasn't all that was necessary as far as the hurdles that 
the builders of the pipeline had to get over . How significant was that, 
would you say that was half the battle, more than half, less than half, 
and can you define the other significant hurdles that still loom in front 
of us?

Katz: I would be interested in the perspectives of the others too, but
it is hard to quantify in percentage terms, I would say that its failure
to pass would have been a determinantive point in the process that the 
project would not have proceeded beyond that point. It does lay a 
good basis for future reference to formulate the financing package  
because it resolves a number of important concerns to financiers,  
particu larly  the issue of pre-b illing . There  is an allowance in th ir 
pre-billing prior to completion of the whole system. I would say that it 
would be r isky  to put it in percentage terms, the really key events



now, I th in k , are involved in Northwest's negotiations with the 
producers and with the other pipeline companies, another aspect of the 
waiver package was to permit producers to participate more in the 
equity financing, and that is an unfolding process where I don't think  
any one event is determinative but there is an effort to achieve sort of 
a crit ica l mass of financing which Northwest hopes to do in the 
reasonably near future .

With respect to your f irs t  question, we originally felt that oecause of 
the short timeframes involved, Kidder would not have had the time to 
really to formulate any substantive conclusions that they could share  
today with respect to the financing issue and whether the State ought 
to participate. We have met with them this morning and I think thanks  
to the ir diligence and the real cooperation they have received from 
Northwest and others, they are going to be in a position to go beyond 
merely stating what sorts of activities they have undertaken so far and 
will be presenting at least some tentative conclusions on the basis of 
the work they have done so far.

Sam: Commissioner, do you expect them to, which questions do you
expect them to get involved with? Should the State participate, or do 
you expect them to get involved with the second question, if  so, how?

Katz: Well, each of those questions involves a series of subsid iary
questions. Should the State participate does involve certain questions 
which we have asked them to express  opinions on, the marketability of 
Prudhoe Bay gas , other concerns of that k ind. Also, the question of if  
so, how, v e ry  much involves them, at least initially there were a 
number of competing possibilities or alternatives for financing, but in 
each of those questions, some of the questions are being answered by 
them, the subsid iary questions some by the State task force, for 
example, a question we fe lt, two questions that we felt we have better 
expertise on than any outside counselor might, would be, one, what 
legal constra ints , constitutional, statutory , or o thers , might exist with 
respect to any particular option, and the second one is what alternative  
investment opportunities might there be for the State. But both 
questions as your question implies involved the major policy decisions 
and of course Kidder and I in my capacity as chairman of this task 
force, view ourselves only as advisors to you and the Governor, who 
will be making the ultimate policy decisions.

Representative Randolph: Y e s , a follow-up on those questions, what
timeframe do you see this all developing in? At what point are we 
going to have the answers to those questions and be able to consider 
them.

Katz: We think that we are gving to have firm enough answers to give
you advice that we feel is creditable in early  March. Exactly  when the 
financing package may come together is anybody's guess , but Northwest 
is making a real effort to do it in the first  half of this year , and one 
of the options at least would be available for the legislature to consider 
given the fact that you may adjourn before the package has totally 
crysta ll ized , might be some sort of a statement of principle in which 
you would identify those conditions and stipulations that might govern



any State participation, should you get over the initial question of 
should the State participate at all.

Fahrenkamp: Are there other questions? Representative Cotton.

Cotton: I didn't want to take more tu rn s  than was due me, but
Commissioner, you mentioned that there might be an impact on taxes ,  
severance taxes, depending upon what kind of a decision the State 
makes on participation, I wonder if you could expand on that a little 
bit.

Katz : .Well, the crucia l question is ,  who does the value to the State if  
the natural gas remains in the ground, I guess there's some who 
believe that that might in itse lf  be a prudent investment. There  are  
many£others that feel that that's not the case ,,  that the most prudent  
utilization of that resource would be for the State as a one-eighth  
royalty owner would be to market it . Certa in ly  it is only at the time of 
production and transportation that our one-eighth royalty interest would 
quantify  itse lf  in terms of dollars and it is only at that point in time 
that the State's severance tax would become operative, so in addition to 
the factors that the banks are looking at, like the marketability of 
Prudhoe B a y , e t c . ,  that seemed to be a concern that was sort of 
uniquely A laska's  that we ought to t ry  and quantify and address in a 
report to you.

Cotton: Thank  you v ery  much.

Fahrenkamp: Other questions? Representative Rogers.

Rogers: Commissioner, you said perhaps adoption of some sort of
statement of princip les setting conditions might be appropriate, would 
that be the kind of statement that was containeJ in the gas pipeline 
financing authority legislation in 1979?

Katz: Yes  s i r ,  something like that, I'm not try ing  to prejudge the
answer to the first  question, which is whether we should, but we have  
tried to sort of predict that in our effort to create a logical sequence  
leading towards State decision-m aking, and it probably will be the case  
that the financial package despite Northwest's best efforts will not 
crysta ll ize  within a 100 or 120 d ays , the deadline for adjournment, and 
it seemed to us that if you chose to go that route that that might be a 
good way of sort of signalling A laska's in terest , the State will 
participate if , or the State will not participate unless an actual (?)  
list ing , a series of conditions, and it is my understanding that most of 
the major commercial banks that will be participating will probably  
participate on essentially the same sort of basis for the letter of 
commitment in which announced to a statement of principles that 
identifies those conditions under which we might participate. One 
advantage to that is that the State then if the State makes a decision to 
partic ipate, would be a key p layer in the process and then in our 
judgment could influence other decisions that v e ry  much relate to State 
in terests , for example the wellhead p r ice , etc.



Rogers: At the time you said by early  March you should have some
firm answ ers, at that time would you be suggesting to us what 
conditions you think we might want to consider, again if the decision to 
the f irs t  question is yes at that time or if your suggestion is y e s ,  
would you be suggesting conditions to us?

Katz: Y e s ,  the answer to your question y e s ,  I've asked K id d er,
Peabody to look at that from their informed expertise , and of course  
there'll be other issues that may well t e  of concern to the State 
government including the legislature which would not occur to outside  
adv iso rs , and we would probably also at least propose those as options 
for your consideration.

Rogers: Thank you.

Fahrenkamp: Thank you Rogers, fu rther questions so we can move on?

Q . :  I'm s o rry ,  I th ink , Madame Chairm an, that Representative Rogers
raised a v ery  significant point there , I th ink , in that what instrument, 
are you suggesting that the legislature should pass a conceptual 
conditional statement of principle that would later be able to be 
negotiated as part of the financing package?

Katz: I don't want to get out ahead of the process and my raising this
at all was an effort to respond to an earlier  question about what sort of 
sequence from here to the end of the process and at least one option 
that may not be the only option, it is not one that I am suggesting now 
because we haven't gotten there ye t. I can't honestly represent to you 
from the State's point of view this would be a good deal or not a good 
deal, from at least my personal point of v iew , because we haven't been 
exposed to the whole analysis  and we're about three weeks away from 
that, but if we were to get over all those v e ry  important preliminary  
questions one method for the State to express  its collective voice that 
would be cognizable in the financial community and would actully  be of 
value in determining what the State's role would be, would be perhaps  
a resolution that embodied a statement of principles together with 
conditions and stipulations.

Fahrenkamp: Perhaps I can help there too, Representative Cotton, in
that I may not stressed enough that this is str ict ly  an interim report 
and those decisions arc  down the road, even though he's looking at 
early  March, there's a lot of work to be done between now and then.
Is that not co rrect, Commissioner?

Katz: That's  r ig h t, and I think too, Representative Cotton, we're all
in agreement that even if the process will ultimately lead to financing, 
probably that final decision will not be known, therefore at least known 
in March or A p r i l ,  therefore I don't think anybody would want to 
suggest that the State take some final action like appropriating x 
amount of money, or establishing a fund, or whatever at that point in 
time, and it isn't necessary , ihc financial community is not asking for 
that. Northwest is not. Some lesser alternative is the one we were 
discussing would suffice for this interim period.



Cotton: Thank  you for your indulgence, Commissioner.

Q. Madame Chairm an, I'm so rry  but it seems to me that talking about 
the process, there may be fu rth er  problems, obviously this legislature  
can't bind the next legislature into any action and again, if  we were to 
pass something saying these are the conditions this legislature would 
accept or would want, the actual appropriation decision wouldn't be able 
to be made until a fte r ,  since what you're saying after financing 
agreement were reached, would that mean waiting and presenting that 
to the next legislature , or would a special session to consider the 
issue , or how would you make the transition from if  you didn't do it by  
special session, how would?

Katz: Well, you're obviously correct about the capacity of one
legislature to bind another, that is a course known to all concerned in 
this process, Northwest, the financial community, et cetera. That is 
really not a determinative problem, I don't th in k , the financial 
community and p articu larly  its public financing experts  are used to 
dealing with that in all governmental situations in a number of contexts, 
and at some point fu rther down the line, the quote moral obligation of 
the State might arise  depending on what course of action the State had 
chosen to adopt up until that point, but I don't think that's a problem 
now and judging from what we've heard and you'll judge independently  
for yourse lf  when you hear K id d er , Peabody, I don't think that there'll 
be the necessity for something like a special session. I'm hopeful that 
if  we do our homework and you all deliberate carefu lly  that we'll come 
up with a work product that we can answer the f irs t  preliminary  
question at a ll ,  a work product that's creditable enough to ca rry  the 
State forward and be a reasonable game plan for a subsequent 
legislature.

Fahrenkamp: Fu rth er  questions. Thank  you very  much. Darrell
MacKay from Northwest Alaska Pipeline Company. D arre ll ,  we 
appreciate you're being h ere , you know it was short notice, and I want 
to say thank you again.

Darrell MacKay: Thank  you. Madame Chairman and Gentlemen, we're
glad to spend some time this afternoon to tell you where we are on the 
project. I appreciate your admonition at the beginning, Madame 
Chairm an, on the sensitiv ity  of some of the negotiations that I'm not 
able to get into in any great detail, on the other hand I think I can 
shed some light on the process we're going through that might help 
remove some uncerta inties. I know it seems like we don't hear what's 
happening and what progress is being made, from your standpoint, and 
I think I can help to some extent there .

1981 was tru ly  a banner year in respect to progress toward completion 
of the Alaska Natural Gas Transportation System , and I would like to 
review a couple of the major accomplishments we felt were crit ica l in 
1981. Before I do that, though, I would like to pause and just remind 
ourselves of the objective that we mutually are try ing  to achieve and 
particu lar in light of some of the cu rre n t  world events which sure  
affect the progress we made and how rapid that progress is made. I 
just mention three things that has some impact on what we're try ing  to
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do. One, is the extreme testing period we're involved in in the
economic situation in our country , and that is certa in ly  affecting us in
our ability to put our financing together, and I'll enlarge a little bit on
that later as to how we see it p art icu la r ly , perhaps embellish on the
question that Representative Cotton asked about what does the waiver
package mean in terms of that omen financing. Secondly, there is an
apparent, and I use that word adv ised ly , an apparent world oil surp lus
and declining real oil p rices . There 's  also arguably a surp lus of
natural gas in the lower 48 states , and again I want to emphasize that
the critical thing to keep our eye on in that respect is the long-term
versus  the short-term , and I'll t ry  to enlarge on that more. i

In addition we have some strained foreign relations in the U .S .-S o v ie t
confrontation that's cu rren t ly  going on over a natural gas pipeline from
serving Western Europe from S iberia . In spite of all of these
difficulties and uncertainties there are nine major U .S .  natural gas
companies, of which we're one, three major U .S .  oil companies that
you're v e ry  familiar with here in A laska , three major Canadian natural
gas companies, the Administrations of both Canada and the United
States, and the Congress of the United States, and the Parliament of
Canada, and we assume as well, the State of A laska , who all believe
that connecting of these frontier far north reserves  is in the best
interest of the United States and to do it as qu ickly  as we can. Often,
those of us who are in the trees lose sight of the forest, that there is
a tremendous weight of support for this project in both of these
countries and while it may not be in flashy evidence to you from day to
d ay , this whole group has devotee' considerable time and resources to
companies, particu larly  money, and I'll bring you up to date on that, to
pursue the project, and that's still going on. There 's  no basic change
in the expectation that natural gas will be in short supply , particu larly
later in this decade. Just  an aside on marketability in light of this
short-term situation as we see it ,  and certa in ly  the consultant that we
have employed to look at this issue , believes Alaska gas is marketable,
even in light of the cu rre n t  oil situation. And that occurs in several
ways. One way is that with any potential upset in the Mideast there
certa in ly  could be dramatically rising oil p r ices . Again , we tend to get
lulled into a sense of complacency when there's a period of surp lus and
price reduction. Secondly, there is the aspect of what we call roll-in
capacity , that is the ability to average the cost of Alaskan gas which
we expect probably will be higher than the market clearing price when |J
we first  come on stream, but we can average that in with other lower r;
48 supplies and still market Alaskan gas. T h ird ly ,  we recently
completed some v ery  interesting work on what we call a concept of cost
levelization, and that is recognizing the real cost of Alaskan gas will
decline, forgetting inflation, because the transportation systems being
amortized over time and it's such a huge part of the cost, if  we can
move some of the earlier costs into the back y e a rs ,  we can compete
very  aggressively  with low clearing p rices , and so a combination of all
of these things lead us to believe that Alaskan gas continues to be
marketable.

It's incomprehensible to us as well, that Western Europe would be 
willing to rely on natural gas supplies from the frontier area of Russia  
while here in the United States we could not connect the largest
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domestic gas field ever discovered in the United States to our own 
markets. While as I mention it it does take a lot of dedication, it takes  
a lot of willingness to accept r isk  to pursue the project in spite of the 
delays and obstacles that we've had starting back in 1976, and these  
delays and obstacles seem to continually pop up, but we believe we're 
periodically taking care of those as they o ccu r , and we're moving 
forward. And I'm pleased to be able to say to you today that the 
commitment is still present and was considerably strengthened in 1981 
by all of these companies and parties that are try ing  to bring this  
project to fruition.

Let me just pause to give you a few facts from the Company's 
standpoint. We will have spent, including the cost of money, or have 
spent, including the cost of money, at the end of '81 over 600 million 
dollars, in engineering work and all of the other things that have gone 
into firming the project to the point it is .  In terms of the pipeline, we 
have accomplished about 35% of the detailed engineering, and that's  
v e ry  significant level of engineering . We have not encountered  
surp r ises  from the geotechnical standpoint in terms of our ability to 
construct the pipeline, and within the cost estimate that was made in 
1980. So we're pleased that the engineering work is proceeding well 
and that we have not encountered the?  ̂ su rp r ise s . About roughly a 
little less than 30% of that money has been spent in A laska , which is 
going on every  day and is again something I'm sure  you are not aware  
of all of the time. Last year we had a peak employment of about 1800 
people, an average of about 1400 during the course of the y e a r ,  and 
somewhere around 25% to a third of those people are located in A laska ,  
and of that share that's located in A laska , somewhere in the 
neighborhood of 75 -  80% were hired Alaskans to do the work. So we 
think we've done a good job in recognizing the needs of the State and 
the community in pursuing the project. The Canadians have been doing 
a similar thing with the people they have working on their aspect of the 
project, and while prior to 1981 the Canadians were generally ahead of 
us in terms of their p rogress , we believe we have now caught up and 
we're proceeding about on a equal pace. But this doesn't mean we're  
home free by any means, we're now in the midst of this extremely  
critical period of putting the project financing together, and that is a 
private financing plan with private capital. There 's  often been a 
misunderstanding that we've gone to the financial community and they 
have turned us down, and that is a misconception. The first  time we 
went to the financial community represented by four of the largest U .S .  
banks was last summer after we had reached agreement with the 
producers on the concepts of a financing plan, and in working with the 
banks we've since modified that plan and are working very  well 
together and the banks are v e ry  positive on our ability to put this 
together if everyone is motivated to do the job.

Now, let me just pause here for a moment to talk about two areas of 
accomplishment in 1981 that are important. One is the pre-bill project 
that I'm sure you have heard about previously which is the concept of 
building a portion of the system early  to transport Canadian gas until 
the rest is completed for the connection of the Alaska gas. The  
ground-breaking ceremony for the Western Leg prebuild was held in 
Fe b ru a ry , and the Eastern Leg in May last y e a r .  The Western Leg
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which is some 300 miles of pipeline in Canada and United States was 
completed and put in serv ice  October 1st, and we're now moving gas 
from Canada through those facilities to California. The Eastern Leg 
which is over 800 miles long plus another 400 in Canada, about 1200 
miles total, is somehwere about th ree-q uarte rs  completed with the 
remaining construction to be done next spring and summer, aiming to 
put that in serv ice  in the fall of 1982, to move the rest of the Canadian  
gas to market. So in total, we will have built by this fall 1500 miles or 
about a third of the total pipeline system for the Alaska gas. An 
extremely important step forward and it has r^mnifications for you in 
Alaska as well, in that's its been a time of ti I to see how the 
Government-Company interface works in this oversight responsib ility ,  
the Federal Inspector, and we think its v-.orking well in those things  
that we are uncovering that need to be improved we can apply in the 
case of the Alaska part of the fac il ity , so its a good testing ground and 
it'll be helpful to all of us to achieve coming in on schedule and on 
budget. I might add that those facilities on the Western Leg did come 
in s lightly under budget and were on schedule. We expect the same on 
the Eastern Leg as we now see it . So we are not experiencing the 
types of cost o v e rru n s . A greeab ly , these facilities are less d iff icu lt ,  
the Alaska facilities being the more d iff icu lt , but again we're learning  
from this whole experience and expect to apply that.

The next key event in 1981 that deserves some attention is the 
so-called waiver package, or the waiver of law that Congress approved  
in December and was sinned by the President which removes certain  
obstacles that permit us to take this ve ry  vigorous hard run at private  
financing of this project. The first  step was the agreement we reached  
with the producers on the concepts of a financing p lan, and then in 
June we submitted to the President our version of what we thought was 
needed in terms of a waiver of law to permit us to privately finance. 
Thereafter followed numerous discussions with Senate and House 
committee people and the Administration people who were going to be 
involved in the ultimate decision-making of that package, and a lot of 
revisions were made, and I'd be kidding you not to say that the 
package as it came out was a lot less than what we went in with. 
However we think that its still adequate subject to the final test of our 
ability to put all the financing together. The President then sent the 
waiver package to Congress in mid-October and that was followed by 
committee hearings— a committee in the Senate, two committees in the 
House, holding substantial hearings and then the vote of both the 
Senate and the House, and that was finally signed by the President in 
December.

Basica lly , what the waiver package did in three critical areas was this. 
F ir s t ,  it permitted ine producers to own equity in the pipeline system  
which prior to that was prohibited. It was prohibited, however, in the 
original President's Decision that selected this route for the project, 
and so as the financing development came to fruition, it became clear  
that to do it private ly  we had to have producer assistance and so as its 
now structured the producers can own equity in the system. Its 
subject later to Department of Justice  review upon the structure  to 
make sure that the producers don't have control of the system, but
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that is the key problem, not whether they should own equity per se.
So that was a ve ry  critical item to permit us to go forward.

Secondly , the Conditioning Plant was made part of the Alaska  
Transportation System. Prior to that it was a separate system and the 
costs of the system were to be handled separately , now the Plant is 
part of the system and we're structur ing  a tar iff  which would reflect 
the cost of that Plant in the delivered cost of the gas.

T h i r d ly ,  a change in again President's Decision was permitted to 
allow the Federal Energy  Reg otory  Commission to establish a tar iff  
which would provide assurance that debt lenders would receive payment 
when a segment of the system that they were investing in was 
completed. T h is  was the pre-billing concept that Commissioner Katz 
referred  to. From a lender's standpoint this was extremely critical to 
permit us to go forward, even though we don't expect this event to 
ever o ccu r , and we're disappointed that it was taken so out of context 
down in the lower 48 and all k inds of misconceptions as what it meant, 
but we think the r isk  of it occurring is v e ry  s lig ht , but, bankers are  
not in the business of taking any r isk s  and we had to accommodate 
those concerns as best we could.

Those were the two key activities in 1981 that have really helped move 
us forward substantia lly , the pre-bu ilt  project, its status , and the 
waiver package. But where are we now, and perhaps I need to 
embellish a little on the background from a financing standpoint because  
I know that's what you're most interested in . I mentioned the Producer  
Pipeline Plan that was agreed to in last spring was used. Basica lly ,  
that plan provided for what we call "project financing", that is ,  that 
there would be no independent cred it underly ing the dr jt and the 
equity would be supplied by the partic ipants. The producers in their 
part would have been responsible under than plan for 30% of both the 
debt and the equity of the project, and the course of conditions 
precedent to the whole thing working was that the Plant was going to 
be part of the system, which ultimate!/ was done through the waiver  
package. There  were other te rn s  and conditions surrounding the plan 
but that was essentially some o< the key features.

We then went to the banks to sa y , "look here's our p lan, help us
stru ctu re  what needs to be changed in the law, (which ultimately came 
out as the waiver package) to make this thing w ork ."  Because of the 
early  nature of the work, they were unable to say that they could 
assure  that we could privately finance if the changes were made but 
they were able to say that without the waiver package as it was 
passed, they knew we could not probably finance it , and that's the
posture we took at the time and have taken and now are working on
try ing  to implement that. Now the banks in addition said, "you're  
going to have to make some changes to your original plan. The concept 
that you don't have to have c red it ,  p articu larly  during construction, 
will not work. In order to pull this off the sponsors involved, both 
the pipeline companies and the producers, are going to have to put 
their existing company cred it behind the debt, or let's say most of the 
debt, in order to make this w ork ."  They  also said that there's enough 
money worldwide in order to finance this project, which was a very



positive thing !n the ir  report, and this is crit ica l because even with 
participation ot' sa y , the 100 largest U .S .  b an k s , lending . . .

. . .  was v e ry  cr it ica l that, once construction is completed, we go into 
operation, then the ta r if f  under which the charges are made and the 
ultimate gas consumer pays those ch a rg e s , is enough that cred it  for the 
project to move ahead su cce ssfu l ly ,  so it's only during this period of 
construction, or what we call the completion r i s k ,  that the banks were  
saying you've got to have more cred it  behind the project. Well, we got 
busy behind that situation and our companies were v ery  disappointed of 
course , *hat the concept of project financing as we had originally  
proposed, was not going to f ly .  B u t ,  we regrouped ourselves and 
these companies have agreed that they 're  willing to support some 
portion of this project debt with company cred it  in a way that so long 
as it does not impinge on the ir  other activ ities to do business in their  
regions and in. a way that the banks can live w ith , and we are sure  
because of the experience on the Eastern  Leg , which had similar 
problems, that this can be done. Well, the waiver passed and during  
that process I th ink it's important fo»* you to know that in terms of not 
only the difficu lties we had with somt of the concepts in the waiver  
package, another continually nagging question we faced when we visited  
congressmen and senators and the committees that addressed the issue ,  
was where's the State of A laska , is the State supporting th is ,  how are  
they going to support It , what meaning is there to attach that the 
State's not supporting It, and we're v e ry  concerned about that, 
hopefully , the Governor car.ve down and helped support the waiver  
package, testified before the committees and Congress in a positive  
w ay, although there had been nothing, of co urse , put together at that 
point. I might ju st  read one b r ie f  illustration of what I'm speaking  
about and this is in the House En erg y  and Commerce Committee report  
following all of the hearings, and so on. "The committee encourages  
the State of Alaska to examine the benefits of this project to its citizens  
as well as to the rest of the nation, to recognize the enormous positive  
effect that any contribution of capitc.l or of cred it security  would have 
ori the chances of the project to be financed, (and I would add 
private ly  which is our charge deal, and notiling's changed in that 
regard) and to act as promptly as possible n accordance with the 
conclusions of such an investigation."

I'll come up av»in ta c k  to the State's role and its importance to u s ,  but 
this is v e ry  crit ica l aspect, as a resu lt  we're pleased that the Governor  
established this task force and that the progress that Commissioner 
Katz just described has been made and is proceeding expeditiously. 
Following the passage c f  the waiver package then as Commissioner Katz 
described to you , there's been a court suit filed. We agree , as well, 
that this suit will not p reva il ,  our lawyers are in the middle of this  
right now, but the grounds that have been raised are not, in our v iew ,  
substantial enough to result In any change. However, we are 
concerned about the potential of delay and particu larly  in relation to 
the possibility of an appeal to the Supreme Court.

That is the background in terms of f inancing, now what's going on 
right now — there's several things on simultaneous fronts that are  
moving forward, one is that the pipeline companies, and there are nine



U .S .  companies, and one Canadian company, by the way, the nine U .S .  
companies transport 40% of the gas handled in the lower 48, so f we're 
marketing roughly 20 trillion cubic feet a y e a r ,  these companies are 
handling d irectly  about 8 trillion cubic feet a year of that, and their  
sales to their customers either d irectly  or indirectly  will go to all of the 
lower 48 states except Vermont in some manner. The percentage of 
Alaskan gas varies but it's spread v e ry  widely which is a v e ry  helpful 
thing to us again in terms of m arketability. But these companies are  
determining and have determined and we now have in writing  
individually the commitments they're willing to make both in terms of 
equity and the amount of debt support that they're willing to stand 
behind. Now the four banks that are working with us to develop this  
plan, those banks being the Bank of America, C it ibank, Chase  
Manhattan, and Morgan, are evaluating each of those companies to 
satisfy  themselves that they can make that commitment. The banks are 
v e ry  concerned that, as the companies a re , that they're able to ca rry  
out their ob'gations and still meet this commitment. So that process is 
going on right now. We're also working with the producers and will be 
as this pipeline work is completed on their commitment and how high 
that could be. We're also working with the banks to determine what 
portion of the debt would not have to be supported by the credit of the 
sponsors. We know there's some amount, the banks have told us that 
most of the debt will have to be supported, but there is some portion, 
particu larly  the monies spent late in the project when certain conditions 
have been met, such as being on schedule, on budget, those sorts of 
things. Late in the project we expect the banks could put a 
substantial amount of funds in on a noo-recourse basis. But they're  
examining that and we're working with them. That involves a lot of 
schedule and engineering review to review that. The banks are also 
addressing the overall v iability of the financing and now to structure  it 
to best assure the chance of success, a r rl so in a short period of time 
they'll be giving us their view of the terms and conditions they would 
attach to their commitmei as banks to loan money to the project. All 
those things are going on right now and as you can appreciate there  
are going to be several knotty negotiation problems that will grow out 
of that, that we're pleased and I can tell you that there is a strong 
move on the sponsors' p art, the pipeline sponsors, the producers, and 
the banks to get this job done and to get it done as quickly as 
possible.

How does the State fit into all of this? I was pleased to hear 
Commissioner Katz's description of how the State is going about its 
work and we certainly support that approach. We have tried to 
respond as quickly  as we can to provide information to K idder, Peabody 
that's necessary for them to make their ana lys is , and we believe we've 
been responsive in that area and will continue to be in as open a way 
as we can, again within the constraints of the negotiations that arc  
going on. We think that this is the best way for the State to determine 
its role, and it's not better for us to be coming in and pushing some 
particu lar plan— we think it's better for you to address the question of 
should the State invest, and if so how. and for us to be responsive to 
be sure we supply everyth ing that's necessary .



Now, I should c lar ify  because it n ay  come to your attention anyway,  
we're proceeding in our planning on the assumptions that the State 
might not participate, that it may be somewhat d iff icu lt , whether the 
State's participation was critical or not, we're really not phasing (?)  on 
until we put the whole thing together, but we think that really begs 
the question. We believe that the correct approach is to answer this'1 
key question of should the State be an investor, as any business  
venture . We're confident we can demonstrate that it is an attractive  
investment, and that we can make it attractive to the State to do that. 
In that way the State's participation will grow naturally  and we think  
would grow in the right way in such that the important psychological 
impact of the State being part of this will have been accomplished in 
the best way possible. But we're working hard to finalize this final 
financing plan and then to get the final regulatory approvals that are  
necessa'-y in order to start construction. We hope that you 
participating with the Administration will decide that the State.should  
be a prv't of this and that this would be an important piece of your  
realizing the huge benefits that will accrue in the connection of 
transportation, sale of Alaskan gas.

Let me close and describe v ery  generally what kind of help we think  
would be the most beneficial to the project, without in any way trying  
to usurp  because it's not appropriate for u s ,  presumrtious of us to in 
any way t ry  to tell the State what the best thing to do is ,  but from 
s tr ic t ly  a project's standpoint, the type of assistance that we think  
would be most helpful would be some appropriate guarantee of a su re ,  
of project debt, either during the construction period which would be a 
shorter time period or State funding of a sure of long-term debt, which 
could go on for any period of time that could be worked out. There  
are ways that such a guarantee might not have to be drawn upon and 
I'm v ery  interested tc hear what some of the work Kidder Peabody is 
doing in this area , and further we think that the State could be paid 
an attractive  and appropriate return on any problems without committing 
to the project to make it an attractive business deal. All of those 
things however are best left to the State with our prov’ding information 
to determine.

Madame Chairman, that completes my rem arks, and I'd be glad to try  
and answer any questions you might have. I might say I brought along 
our last Alaskan Newsline which has some pretty good summary material 
and goes through all of the things that occurred in 1981, and I'll leave 
copies of this with you. Some of you may have it but I'll leave that 
with you.

Fahrenkamp: Thank you very  much Mr. MacKay. Are there questions
on the part of?

Q . :  \ e s ,  Mr. MacKay. I have something I would like to have clarified
in my own mind. Th is  is marketability situation, and maybe a brief  
description from you on just what the pre-billing entails fo" consumers 
outside and how serious that is ,  and how significant that is in total 
value.

MacKay: Okay.



Q . :  T r y  to, . . .  question that is that ail the information I have is ,  you
mentioned the supply of natural gas on a shortrun basis and . . .  
su rp lus  and a . . .  do not h ave , but a lot of good information indicates  
that there is for a good long time in the fu tu re , not a shortage of 
natural g a s ,  and that fits into marketability question also, would you 
ju s t  . . .

MacKay: All r ig h t ,  let me tackle the last part f irs t  p erhap s, including
in context. One v e ry  s ignificant example to me that our consultant has  
raised in respect to his question of the shortage of gas or the su rp lu s  
of g as , is the amount of reserves  in one area of the United States , ju st  
to use an example, or to make a point of how rapidly existing reserves  
are declining and how difficult the job is just to keep up with those 
declines, the South Louisiana area of the United States has about 35% of 
the re se rv e s ,  excuse me, that's turned around , it's 25% of the 
re se rv e s , but we're taking 35% of our annual production from those 
reserves  in just  one small geographic a re a , that's 7 trillion feet out of 
the 20 approximately each year  is being produced out of South 
Louisiana. That  rate of depletion is about 16% per year  of the reserves  
that are there , so it's a q u arte r  of our reserves and we're producing at 
that high rate . Now that'll decline, you know at that rate it would be 
gone in five years  unless it's a huge amount of re se rv e s , but it's only 
declined fo r, ' ut it's nevertheless an example of the v e ry  important 
decline. A lot of the reserves that are being added, such as the well 
known o verth ru st  belt are v e ry  low producible re se rv e s ,  so you have to 
add a lot more reserves  to replace what you're taking from South 
Louisiana, than what's in South Louisiana from a reserve  standpoint.
So there is a v e ry  precipitous decline p articu larly  in the latter part of 
this decade, and that creates a good part of the need that I'm 
discussing here.

The marketability question, as I nenti ned we feel confident that 
through a combination of those three things that f i r s t ,  e ither the gas 
may be incrementally saleable anyw ay, that there 's , you know we had 
three major d isruptions in Mideast in the decade of the 70's and it only  
takes one of those to add 50% or 100% to the price of oil, and so we're  
still in that tenuous situation, and that price affects clearing price for 
gas in the United States, whereas oil prices rise so does the clearing  
price for gas .

Secondly , we have this ability to average the cost of Alaskan gas in 
with other supplies , and then , th ird , we have this levelization method 
to move costs from the early  years  to the back y e a rs .  Now we're not 
the only ones that have to be satisfied on m arketability , the sh ip p ers ,  
the people that are committing themselves to buy this gas have to be 
satisfied , the banks have to be satisf ied , and so on. So all of this will 
be reviewed, but we're confident that we have the tools to assure  that 
Alaska gas will be marketable.

Your last point, and I think f irs t  question in terms of the pre-billing  
issue , perhaps, to put that in context the f irs t  of a l l ,  nothing can 
happen under the legislation as it has been passed before a date certain  
and that date certain is the expected date of completion of the whole 
project, Canada and A laska . That date is to be set by the Federal



Energy Regulatory Commission consulting with the Federal Inspector.
So it's an independent objective outside look, it's not the project people 
setting the date. So they're  going to be v e ry  concerned to assure  that 
that date is set at a time that can be met. R ight now we're talking late 
1986 or 1987, then nothing could happen in terms of billing to present  
consumers before that date. Now after that date, if one of three of the 
major segments of the project is completed, but others are not, the 
three segments are the Conditioning Plant, the Alaska pipeline, and the 
Canadian pipeline as a whole. If  one of those is completed, let's say 
Canada's complete on the target date, but for some reason we've had a 
delay in Alaska on Conditioning Plant, then present consumers at that 
time could be charged for the cost of the Canadian system, because it 
is now complete and ready for se rv ice . As I mentioned early  on, we 
think the chances of this kind of thing occurring are remote because we 
will be close to coordinating the schedule, we know a lot now about 
what is schedule sensitive and how we can accommodate problems as 
they o ccu r , so we think the chances of this occurring are remote.
Now, however if you took that illumination of that r isk  to get this 
project done on a private basis , we're try ing  to do that, that seems to 
us to be a small r isk  for the consumer to take in order to assure  the 
v e ry  large benefits that he will get over the life of the project to get 
this gas sup p ly , and that was the ultimate decision that a lot of the 
Congressmen decided was important from their perspective .

Fahrenkamp: Are  there further questions? Representative Cotton.

Cotton: I have a couple questions, if  you're try ing  to get this thing
over with in a h u rry  I won't ask any questions.

Fahrenkamp: I'm not, I'm just smiling, I have a 4:30 deadline and we
have three other people to hear from.

Cotton: Okay I got a couple questions, I'll t ry  to make them real
brie f . You mentioned as of end of 81 the company had spent 600 
million dollars on the project, does that figure include the cost of the 
so-called prebill in the Western and Easter Legs so that prebill?

MacKay: No it does not. That's  s tr ic t ly  the Alaskan partnership  that
includes none of the lower 48 systems.

Cotton: None of the Canadian?

MacKay: None of the Canadian.

Cotton: So of that money and all the people you're talking about that
were working, the 1400 average, the 1600 workforce peak, that was ai. 
dealing with the Alaskan portion?

MacKay: C o rrec t , does not include the Canadians or does not include
all the work going on on the prebill .  That's  all separate. And the 
prebill itself 'nterestingly which between the two countries is between 
two and three billion dollars, two and a half say , the Eastern Leg in 
the United States which was a total of about one and a half billion 
dollars is the largest private again financing ever done on the gas
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pipeline in the United States, where again we tend to forget the 
magnitude of some of the things we're dealing w ith, but that was done 
and done successfu lly  on the part of the . . .

Cotton: I've been playing around with your figures here , correct me if
I'm wrong, 25 to 33% of those jobs were in Alaska and of those jobs 80% 
were A laskans , so I get down to about 1 of 8 of the jobs that have 
been associated with the pipeline in Alaska have been Alaskans who 
have been h ired , would you say that I've unfa ir ly  manipulated your  
figures by saying that 1 of 8 jobs are given to A laskans?

MacKay: Well, I th ink yes it is unfa ir  and I think the fair way to look
at it is what have we done in respect to the people that are located in 
A laska . You know it's tough to say you can attract A laskans as much 
as they love this country up here to California or Utah or Washington 
to work on the project, or Houston, but of the people that have been
brought on of the total complement in A laska , the key figure is this
75-80% have been A laskans . We think that's darn good performance.

Cotton: Of the jobs that are in Alaska?

MacKay: That's  r ight.

Cotton: A couple of real quick questions, right now the Western l.eg is
sending Canadian or Alberta gas to Californ ia , is that co rrect, as it's 
operating as of the f irst  of October?

MacKay: That's  correct.

Cotton: And the other Leg will be operating this fall, last thing that
the National Energy Board in Canada has allowed, as only a certain  
timeframe for a commitment of Alberta gas that you're able to use, I 
understood it's about five y e a rs ,  is that correct?

MacKay: The  licenses under which that gas is moving varies  between
the two legs but it's about an average of s ix .

Cotton: O kay , so what would happen if the National Energy Board
didn't allow any further export from Alberta to the West Coast of the 
United States, would that pipeline then have to just wait until the 
Alaskan section got through, or I suppose you'd pursue other 
a lternatives , but that would be the point it would be empty until 
Alaska's gas came on board, is that correct?

MacKay: That could happen, we don't expect it to happen, the
National Energy Board is r ight this year having what they call an 
omnibus export proceeding to look at all exports to the United States 
and our group is back in looking for an extension c f  those licenses to 
go further because companies in our group need both the Canadian and 
Alaskan gas which comes back to the question of need and marketability  
that they're really pursuing both supplies . The contracts are for 12 
y e a rs ,  initial term of the contracts is 12 years  and we're try ing  to 
extend the licenses.
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Cotton: O kay , so probably then your goal is to get Alaskan gas to
where in Alberta is the hookup there?

MacKay: A place called James R iver .

Cotton: James R iver ,  so you want to get Alaskan gas to James R iver
probably sometime in 1987 or 1988, is that what you're still shooting at?

MacKay: Well our cu rrent schedule is late 1986, we're really currently
about reevaluating that in light of where we a re , what happened on the 
waiver package and we'll be able to address substantially where we are  
on that schedule next month.

Cotton: Do you expect to have it later than late 86 then?

MacKay: That's  v e ry  t ight. That schedule is v e ry  tight.

Cotton: Late 86 is very  tight, does that mean that you still expect to
really meet that?

MacKay: It could be met but it's very  improbable at this point.

Cotton: You don't want to, your most probable date — if I step over
these provinces of sensitiv ity  please let me know.

MacKay: Y e s , no we really are v e ry  thoroughly re-evaluating that in
terms of the steps on financing, regulatory steps and construction, and 
we will be in a position to lay that out particu larly  to the Federal 
Energ y  Regulatory Commicsion next month.

Cotton: In terms of other re-evaluations, when somebody asks you
these day what is the total cost of the project, what are you saying  
these days?

MacKay: Well, let me try  to put that in context, and I'll t ry  to deal
with some ranges because I think that's the best way to get a feel for 
th is ,  there's a lot of ways to present capital costs so one must be sure  
they understand what is being presented. The  f irs t  figures I'll give  
you are 1980 dollars so we are not including either contingency or 
interest on debt during construction in these figures.

Cotton: Without contingency -

MacKay: Excuse me, not contingency, inflation or the interest on debt
during construction.

Cotton: Without interest on debt during construction?

MacKay: The total project, including Canada and the lower 40 and
including the facilities now under construction, the prebill ,  varies  from 
about 17.5 billion dollars to 23 billion dollars with and without 
contingencies, in other words, in the lower figure there are no 
contingencies and in the higher f ig u .°  /ve have provided both what we 
call normal contingency and abnormal events.
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Cotton: 17 to 23 is the range without inflation and without interest on
debt during the construction period?

MacKay: That's  r ight.

Cotton: So you're gonna add those to, just  putting it in perspective ,
what you're doing?

MacKay: That's  r ight. Now to bring those figures in , of course one
has to assume inflation rates and interest costs which is at best a 
difficu lt  thing to prophecy.

Cotton: Excuse me, just one real quick . . . ,  since the Conditioning
Plant is now part of the System, I assume you're adding the cost of the 
Conditioning Plant in with the figures you have just given me?

MacKay: Y e s ,  the Conditioning Plant is included in those figures.

Q . : Excuse me.

MacKay: Y e s .

Q . :  In the 17 and a half to 23, does that, did you say that that
included the Eastern Leg and the Western Leg and the prebuilt system?

MacKay:

Q . :  . . .  I think that's what you said for the Eastern Leg, or over a
billion anyw ay, that somewhere between a billion and a half, two billion 
dollars has been already spent or committed?

MacKay: Y e s .  That's  r ight, and now when I get to inflated numbers
it's easier to deal with that because those facilities are being built early  
so I'll put that in perspective with you on the total project. Now, if 
we look at inflation rates in the range of say 7 to 11% and interest 
rates in the range of 10 to 14%, the costs of the total project again 
would vary  from roughly 39 billion dollars to 48 billion dollars. I want 
to stress  there that you can, to see the importance that inflation and 
interest have on the total project costs , as you can see it's over half of 
the cost, now of that range about two and a half, or a little over to 
2.7 billion, depending on the ultimate cost of the Eastern Leg will have 
been the prebill, so the net cost after prebill for the completion is in 
the range of say 36 billion to 45 billion dollars, and I'm sure you have 
seen publicized the figure of around 40 which is generally in the middle 
of that range. Again that's inflated dollars and including interest on 
debt and its important to recognize how big a share of the total cost 
that is.

Cotton: Is that a recent estimate and do you expect to have a
re-evaluation of those numbers any time soon?

MacKay: We are as a group of sponsors very  carefully  addressing what
amount of money needs to be financed and that involves eslimates and 
inflation and so on. I don't expect that that would be outside of this
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range that I just  presented, that that's pretty good part of the overall 
financing act iv ity . T h is  estimate by the way, was the base behind this  
estimate particu larly  the pipeline was made in 1980 was filed with the 
F E R C  in mid-1980 and we filed some recent adjustments to that base but 
that base has held very  well during the course of the additional field 
programs that we've done and engineering work we've done, so we're 
confident in our cost estimate.

Cotton: One final question, you finished your remarks with a
discussion of what forms the State's participation might take and you 
were v e ry  careful to phrase it in a way that wouldn't offend the 
legislators up here , I suppose, but you suggested though both times 
that the debt was the area that the jta te  should consider if we were 
wanting to know what your preference was, and you didn't mention 
equ ity , and maybe I just misunderstood what you had to say but you 
considered short term or project debt the first  p reference, long term 
debt the second preference, and please correct me if  I'm wrong, and 
then you didn't make any mention of an equity investment by the State, 
maybe you could expand on that a little bit as to why you left out 
equ ity , or in fact did you leave that out, as more -

MacKay: In terms of our preference, y e s ,  and there are a couple of
reasons, one, we are able to raise the equity with the present group's  
sponsors that are supporting the project that we're able to include the 
producers as we may now do in the, under the waiver package that was 
approved, so our d ifficu lty  in putting the plan together is not with 
equ ity , we can put together the equity appropriate ly .

Secondly, we see some difficulty  from the State's standpoint in 
participating in equity because of its dual role as regulator as well as 
investor. Now there may be some ways to get around that that could 
w ork, and we're certa in ly  open to discussions of any nature , I don't 
want to foreclose any discussion that may be fru itfu l in this area.

T h ird ly ,  we had observed and this was back in 79 but when Governor  
Hammond at that time was writing the President describing the status of 
things he said th is , he said "I must note that in my travels through  
the State I have seen little support for the concept of equity  
participation in the line because Alaska's citizens believe that the 
project is strong enough it will be able to attract equity in private  
capital markets. So putting all that together we just haven't pursued  
that.

Fahrenkamp: Are  there ott j r  questions. Thank you very  much Mr.
MacKay.

MacKay: Thank you.

Fahrenkamp: Cecil Chapman, Engineering Serv ices Manager for A laska ,
Atlantic Richfield Company.

Chapman: Madame Chairman, my name is Cecil Chapman and I'm with
Arco Alaska in Anchorage. Just by way of background I've been 
Alaska since 1969 and have followed the development, initial



development . . .  startup in production and now forward planning for 
Prudhoe Bay fie lds. My purpose in being here today is to share with 
you a statement which has been prepared by the Prudhoe Bay working 
interest owners regarding the effect of delay gas sales on Prudhoe Bay  
performance and development. Copies of the statement have been 
furnished to you , it's a three page statement, I would like to 
paraphrase from the statement at this point. Prior to the field going 
on production in June 1977, a gas sales of 2 billion cubic feet per day 
were anticipated starting as early  as 1982. All of the studies done by 
the major working interest owners indicate that the optimum operating  
plan for Prudhoe Bay includes early gas sa les , and that the reservo ir  
can be managed such that the gas offtake will have little or no effect 
on ultimate oil recovery . Considering that the Prudhoe Elay unit gas 
and associated liquids are approximately equivalent to one third of the 
total recoverable hydrocarbon reserves of the producing reservo ir  and 
that simultaneous oil and gas sales can allow lower econorric production 
limits in abandonment, the unit owners certa in ly  v e ry  strongly support 
early  gas sales. With regards to reservo ir  performance and plans and 
the impact on these areas the performance of the Prudhoe Bay  
Sadlerochit Reservo ir  is and will be for some time dominated by the 
expansion of the large gas tap. Assuming that gas sales occur by 
early  87 production of gas will have increased to the point that the 
entire production volume to support 2 billion cubic feet per day of =;ales 
can be produced from the oil wells, and I might c la r ify  that the w 
the expansion of the gas cap into the oil rim area we're seeing 
increases in gas/oil ratios and wells such that the producing oil w t „ .  
will actually allow the production of the gas volumes that will be 
required in order to satisfy the gas pipeline demands.

The associated gas production that is produced in excers of ti'e fuel 
and other consumption requirements is cu rre n t ly  being re-injected into 
the gas cap by use of the central compressor plant and this will 
continue to be the case until the start of gas sales. Now with the 
startup of sales the field gas handling capacity will increase by 
approximately 500 million cubic feet of gas per d ay . The central 
compressor plant as it sits there today and incidentally , this past 
summer we just brought up a 13th compressor unit there which allows 
us to achieve an inlet volume to the gas compression plant facilities of 
approximately 2.1 to 2.2 billion cubic feet of gas per day. With the 
startup of sales we would add a field offtake of about 2.7 billion cubic  
feet per day and this is specified in the field rules for Prudhoe Bay 
un its , and this would allow us to increase up to this additional level of 
500 million cubic feet of gas per day. Now this increase is significant 
in that it does allow an increase in oil production from high ratio wells 
and initially this increase in oil production would be something on the 
order of a hundred thousand barrels of oil per day . Now the benefit 
will erode of course wit!', further increases in gas production, but 
expanion of the gas handling capacity will allow us to provide  
incremental oil production for some period of time. A delay in the 
commencement of gas sales is not really expected to have a significant  
effect on the ultimate recovery of Prudhoe B ay . In previous public 
testimony the unit working interest owners have stated that delay in 
gas sales until substantially all of the orl has been recovered could 
increase the oil recovery approximately one percent of th° original oil in



place. Less drastic  delays on the order of say one to three years  will 
have an even smaller effect. Also gas sales timing impacts on o?' 
recovery are tempered by the initiation of a major water flood ; . . ..34 to 
which the unit owners are already committed and this project is very  
much on schedule at this point.

With regard to operating in facility impacts significant delays in gas 
sales can have a major effect on field facility  and operational 
requirements. In the absence of gas sales in the 1987 timeframe 
additional facilities would be necessary to provide the equivalent field 
gas handling capacity again due these increased gas/oil ratios if we're 
to maintain the productioi. of -  these additional facilities and these  
would be compressors and lines and additional wells and so on, would 
result in extra capital operating and maintenance costs of about 150 to 
200 million dollars for the producers. More importantly continued 
injection of gas back into the gas cap consumes more forms of e n erg y ,  
each year the gas sales are delayed would require  approximately 30 
billion cubic feet of fuel g; or the energy equivalent of over 3 million 
b arre ls  of oil.

By way of summary t1, . :ve of the Prudhoe Bay field producers is
to achieve the maximum e co i,^  >c recovery of oil, gas and gas liquids. 
Studies have shown Lhav. with sound reservo ir  management which  
includes this very  large commitment to water flood in 1984 all of the 
interests » i the field car. be best served by simultaneous production of 
oil and gas. T h is  can be achieved by early  gas production through  
facilities installed for oil production and a long term .by prolonging the 
oil production while gas production operations continue to be v iable . 
These combined effects can be maximized by ti.e early  realization of gas 
sales. Delays in gas sales ca rry  penalties associated with the fuel 
consumed in re-injecting the gas which cannot be sold and with the 
potential burden to provide extra gas handling facilities to sustain oil 
production at ecor imically optimum rates.

I guess by way of summary the feeling and certa in ly  the conclusion of 
the producers is that we v e ry  definitely support early  gas sales and 
appreciate ve ry  much the interest that this committee has and we 
appreciate all the support too. I think it was stated in the outset that 
I would also be speaking to financing, that had not been pa^t of my 
plan today, so at this point I tender myself for questions.

c ahrenkamp: V ery  well, are there questions from members of the
committee.

Q . :  So your point is, you favor construction of the gasline, you don't
think it's going to hurt your oil production, is that your point?

Chapman: Yes s i r ,  that is correct.

Q . :  Thank  you.

Q . :  Madame Chairm an, if I could?

Fahrenkamp: Senator . . .



Q . :  In the prepared tex t ,  I'm assuming that this was what you were
reading from?

Chapman: Yes s ir .

Q . :  T he re  are several references in here, the gas liqu ids, and gas,
and in your summary, oil/gas and gas l iqu ids , and of course we've all 
heard the studies about the gas liquids through the Dow-Shell S tu d y ,  
and the producers were a major part of that s tu d y , and because of the 
reference in here , has there been some decision reached in the design 
of the facility  where there would be a . . .  attempt to separate gas 
liquids as this financing goes forward in the line?

Chapman: As part of the gas conditioning facilities for the pipeline?

Q . :  Y e s ,  in other words the gas conditioning facility  now is part of
the pipeline, and what, I gues what I'm saying is ,  what's the status , is
that gas conditioning facility going to be set up so that gas liquids can 
be extracted at Prudhoe B ay , Fa irb anks , or has that decision been 
reached, and maybe I'm even asking the wrong g u y , I don't know.

Chapman: Yes s i r ,  I think I would really rather refer that question to
Mr. M acKay, he can probably speak more effectively to that particu lar  
aspect of . . .  .

Fahrenkamp: Are  there further questions?

Q . :  Madame Chairm an, with your indulgence I would like to ask that
question of Mr. MacKay.

MacKay: I'm s o r r y ,  could you repeat that, I couldn't quite hear all of
it , in b ack ,

Q . :  In the producer's statement here, t-hey make references to not
only oil and g as , but gas liqu ids, and my specific question is ,  has 
there been or is there an attempt to be a design of the conditioning  
plant, so the gas liquids may be extracted at Prudhoe B a y , or 
F a irb an k s , or has it been addressed yet?

MacKay: . . .  (gap on transcription) additional material out of the gas
stream, but the initial design of the plant to extract what's necessary  
to make the gas transportable through the pipeline.

Q . :  Through  the pipeline?

MacKay: R ight.

Q . :  O k ay , what happens to the rest of it , because obviously not all
the gas liquids can be transpo sed  down the pipe, is that re-injected  
under the scheme now?

MacKay: The present design in , and I might say that all of the
contractual arrangements surrounding this situation has yet been put in 
place as between the producers, the sh ip p ers , and the plant itself , but



the design contemplates that some of the liquids would be blended with 
the fuel gas stream that's used on the North Slope, some of the liquids  
would be transported or blended with the oil and go through the oil 
pipeline.

Fahrenkamp: Representative Bettisworth.

 ( ? ) :  I'm through for a second, I want to think about that last
one.

Bettisworth: O k ay , thank you Madame Chairm an, in regards  to the gas
liqu ids, as a percentage of the gas liquids in the gas that will be 
extracted , what percent's going to go down the pipeline? If your gas 
volume runs 16-18% gas liqu ids, how much of that, those liquids are 
going to go into the gas stream, or go down the pipeline?

MacKay,: Oh, I'm so rry  I can't answer that question. I don't have in
mind the , how that is ,  how those volumes are shared.

Bettisworth: If  I may pursue this just a ,  just a touch, Madame
Chairman. Most A laskans and myself included are particu larly  
interested in the gas liquids because of the value added possib ilit ies, 
even for just minor manufacture, and the gasline ihat's going into the 
States is a d ry  gasline so those liquids are going to come out 
somewhere, and apparently they are going to come out somewhere in 
A lberta , and they're  gonna be should be in such volume that the large 
percentage goes down the pipeline to create a substantial petro-chemical 
in d u stry , and recognizing that they a ll,  there is an existing industry  
in Alberta that could probably handle it , A laskans would v e ry  much like 
to have something like that up here, and that's going to I'm sure  be 
weighing heavily in the minds of those legislators who are looking at 
any possibility of help in the financing field as to what happens to 
those liq iuds, and I for one feel quite strongly that way and I think  
there probably are others.

Fahrenkamp: Representative Bettisworth, I'm so rry  that we did not in
our invitations to them or in any way prepare them for the questions 
that they're  getting now, (babble), are there further questions?

MacKay: Just one quick comment, there will be no liquids extracted in
Canada, I can assure  you that. T h is  will be a separate system and the
contractual arrangements and the tariff  arrangements will assure  that 
that does not happen. It is contemplated that what would happen is 
that the g as , the heating value that's oresent will be sold in the form 
that is delivered.

Q . :  Madame Chairm an, if I may?

Fahrenkamp: Representative Ray (?)

Ray : Recognize that the gas liquids increase in BTU value , cubic foot
gas considerab ly , your suggestion that is not going to be then d ry  gas 
exported from Canada into the lower 48, that it will have a liquid gas
mixture in it that will increase the BTU's?
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MacKay: No, technically it's d ifficult to d irectly  address what you're
getting at, if the stream can be gaseous or vapor and still have 
hydrocarbons in it that could be liquified, for example the component 
that's most valuable for petro-chemical development is ethylene, in 
ord- -  to make ethylene, well that's a v e ry  common part of natural gas 
stream delivered every  day in the lower 48, and it doesn't take a liquid 
form unless it's specifically extracted and used as a separate product, 
so I th ink the answer is y e s ,  the material stays in a gaseous form, it's 
still d ry  gas in that sense, it's not in liquid form as it's delivered to 
the consumers in the United States. Does that help somewhat?

Ray : To a degree. Okay if I may just one more and then I'll be
quiet. I wouldn't expect that you'd probably answer this right now, 
but somewhere hopefully in the very  near future somebody will answer  
it ,  but it's been rumored and I will concede that at this point it is 
s tr ic t ly  a rumor and there's lots of talk and hearsay about what's going 
to happen to this fabulous gasline, that liquid rich gas from Alaska  
which is supposedly a lot higher BTU content will be traded for d ry  
gas in Canada for a largely increased volume, in other words a cubic  
foot of rich gas for less rich gas to expand the volume that will be 
exported to States for sale.

MacKay: I can tell you that there is no substance to that at all with
one v e ry  minor exception, and that is that we do expect to work out 
some arrangement with the Canadians to provide gas serv ice  to some 
small communities in the Yukon and that not now receive serv ice , but it 
would not be for the purpose of liquid extraction, volume is very  small 
so that would be the only exchange of . . .  ever been d iscussed , and I'm 
sure I would know about any such discussions as that heat content of 
gas is a v e ry  critical thing to shippers (garble)

Q . :  V ery  good, thank you.

MacKay: Right.

Fahrenkamp: Thank you very  much, are there further questions of
Mr. Chapman? Thank you very  much for participating, we appreciate  
it. Ken Showalter from Sohio.

Showalter: Thank you, Madame Chairman. I'm Ken Showalter, Director
of State Government Affa irs  for Sohio, and the previous witnesses have 
pretty well covered the subjects at hand and most of what I might have 
said was covered in more detail and probably with more expertise  than I 
could have done, and I'm sure that Kidder Peabody panel will do the 
same on the financing issue from their perspective , so I'll keep it very  
short and try  to respond to any questions you might have and help you 
along on your 4:30 schedule.

I do want to emphasize that Soiiio is seriously pursuing this project and 
that's evidenced by an expenditure by our company to date of some 40 
million dollars in studies for the project and we've been active in the 
various negotiations and hearings in various forms regarding the 
project. A lot of hard work has been done by a lot of people and is 
ongoing to make the project a reality . We intend to pursue those



efforts to an ulltimate conclusion which we hope is the completion of 
this transportation system that will allow us to sell the sizeable volumes 
of gas reserves that we have at Prudhoe B ay . Whether or not the 
State participates in the project obviously is a question that can only 
be answered by this body, the legislature. Sohio can't answer that 
question for you. We recognize that the State must follow th's v e ry  
important matter in the manner that they're  doing and we wculd only 
counsel that if you come to the conclusion that it is a prudent thing for 
the State to participate in one manner or another that it be done in a 
pure investment sense comparing it with other investments that you 
might have and comparing the benefits and the costs of all of those 
projects. Beyond that I don't have a lot to say , our invitation included  
the same question that Mr. Chapman responded to, Sohio is fully in 
accord with the position that he laid out, our engineers participated iri 
working up that response some time ago and all of the unit owners are  
in fact in agreement with that statement. With that I'll t ry  to respond 
to any questions, I'm not a finance man nor a petroleum engineer, but 
I'll t ry  to respond.

Fahrenkamp: Thank you, Ken, are there questions from members of
the committee?

Cotton: Madame Chairman, I think that he answered my questions by
saying that he had the same position that the other producers had, so 
that answers the question I might have had.

Fahrenkamp: Thank you Representative Cotton. I would like to invite
the full team of Kidder Peabody at this time, that will be Ken Seplow, 
Joseph Sche ll , Otto Lowell, Roger Powell, as you speak identify  
yourse lves  for the record , and welcome to Juneau.

Q . :  Madame Chairman, suppose we take five?

Fahrenkamp: Five minutes, yeah. We're ready and in good shape.

Co-chairm an: As the House Co-chairman I'll call the meeting back to 
o rd er. Senator Fahrenkamp had to go and take care of another matter, 
hopefully she'll be back in a few minutes. If you would go ahead with 
your presentation.

Joe Sche ll: Thank you Mr. Co-chairm an, and members of the Joint
House/Senate Committee on Oil and Gas Resources. I am Joe Schell, I'm 
Director of Kidder Peabody and Director of our Alternative Energy  
Group within our Corporate Finance Department. With me today are  
Ken Seplow to my right who is the Vice President of Kidder Peabody 
and Co-d irector of our Project Finance Group, and Otto Lowell, also a 
Vice President of Kidder Peabody whose enviable job is to look after  
our business in A laska. One of the other members of our team who is 
in Alaska today but has left Juneau for Anchorage is Roger Pyle (?)  
who is the Vice President of our Municipal Finance Croup and also a 
member of our Task  Force dealing with our assignment for the State of 
Alaska.
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F irs t  of all we thank you for the opportunity to come today and present  
you with our preliminary findings and I stress  the word preliminary  
from the analysis  that we have been doing over the last 45 days since  
we received the assignment for the State . As Commissioner Katz 
mentioned our assignment has been prim arily focused on two questions. 
One, should Alaska participate in the financing plan for the Alaska  
Natural Gas Transportation System , and if the pnswer to that question 
is y e s ,  then how should they partic ipate . What is the most appropriate  
form for the State of Alaska to partic ipate , given its other in terests .

To date Kidder Peabody has been, my associates and I have been v e ry  
active in holding meetings, reading all the various information that has 
been available on the pipeline and its progress to date. To give you 
an idea of what has been accomplished, we have had 4-5 meetings with 
the sponsors to d iscuss such things as their financing plan, the status  
thereof, the cost estiimte and when that might be rilooked at, the 
marketability of gas , their financial model which shows the returns  
available to the various equity sponsors of the project if everything  
goes according to olan, and also had d iscussions with their offices in 
Washington concerning the schedule for the F E R C  proceedings which  
will be upcoming later this y e a r .

We have also met with the design eng ineers , being Fluor and Pardons, 
Fluor on the pipeline and Parsons on the Gas Conditioning Plant to 
discuss in greater detail the cost estimate to assure  ourselves that the 
cos' estimate procedures were rea lis t ic , based on our knowledge of how 
you go about that, and in determining how much sensitiv ity  there is to 
the number which Mr. (? )  . . .  out for the cost of the Alaskan portion 
of the pipeline. We have also and most importantly, had constant 
interaction over the last month and a half with other members of the 
task force from Commissioner Katz's office and Commissioner Williams' 
office particu larly .

Our preliminary conclusions are as follows: F i r s t ,  our belief, based on
our analysis to date is that the Alaskan Natural Gas Transportation  
System is the most viable alternative available to deliver Prudheo Bay  
gas to the lower 48 within this decade. That there really are no other 
alternatives available, and it by itself is a viable alternative. We do 
not see any significant technical problems in l. lilding the pipeline, we 
believe the cost estimate procedures which have been followed and the 
cost estimate which has resulted appears reasonable at this time given  
the amount of engineering which has been accomplished, and although 
we an less certain of <his conclusion it appears to us that the gas is 
marketable in the lower 40 states, that there may be a requirement to 
pursue such items as levelized tar iffs  to accomplish that fu lly .

We have been struck  with the fact that all parties are working on the 
financing plan are doing just that, they're working very  diligently to 
put together the financing plan. When we first  received the assignment 
we were very  hopeful that we could talk to the sponsors in our f irst  
meeting and have a full financing plan laid out before us . I think we 
became more understanding of the d ifficu lty  of that and you should be 
aware of that, that with ten project sponsors pipeline companies as 
project sponsors and three producer companies, it is a very  d ifficu lt
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task to get thirteen people to agree to anything . A financing plan is a 
v ery  difficu lt procedure as was explained earlier by Mr. MacKay, the 
bank reaction to their f irst  plan has altered their approach that they  
have taken, the project debt was not appropriate for the project, that 
the need for credit support to be provided by both the producers and 
the sponsors, that increases to a great extent the potential liability and 
potential investment of the various participants and it takes a great  
dea! of time for them to come to an understanding internally within each 
company and agree among all thirteen companies as to how they want to 
proceed. That is one of the reasons I th ink it's taken as long as it 
appears to have to put together a financing plan, but it's v e ry  c lear to 
us that everyone has diligently worked and could do that.

The third item among our preliminary conclusions are the following that 
we believe that the transportation system has definite net benefits to 
the State Measuring those benefits is a d ifficu lt procedure and is not 
part of our assignment at this point, but from the work that we have 
studied on the national net benefits analysis which had been done 
before and some of the state net benefits analysis which is onqaing 
right now, we believe they're  v e ry  significant benefits to the State in 
seeing that the Alaskan Natural Gas Transportation System becomes a 
reality .

The sponsors and producers in the ultimate financing pJan when it does 
come to the forefront will be committing huge amounts of their capital, 
both on an absolute basis, talking about numbers that are in tne 20 
billion dollar range, 20 to 30 billion dollar range for the total pjpeline 
system, most of that both in the form of equity and credit supportted  
debt will come from the sponsors and producers. So the absolute 
amount is huge, the relative amount of financing that they would be 
responsible for relative to their existing businesses, their existing asset  
ba , is also v e r y ,  very  large. However, it is also apparent to us that 
wim thoue huge commitments made by those thirteen companies in their  
pro-rata share there may be and most likely be a need for additional 
financing beyond that as was mentioned earlier by Mr. MacKay, a 
portion of that financing may be accomplished on the basis of the 
project itse lf , provided that financing «s put in towards the end of the 
project, and the issue wnich we will be addressing shortly , the State 
may have a role to play in closing that financing gap over and above 
the significant commitments made by the sponsors and the producers.

We feel that support for a financing \olan by the State of Alaska at this 
early  point can only serve to enhance the probability that the 
transportation system will go forward and become a reality . That that 
form of support not only the dollar amount, but the statement of an 
expression of interest in seeing that this becomes a reality , is very  
important to the pipeline's success at this point in time.

And last ly , we believe that Alaska can support the financing plan with 
v ery  minimal r isk  on the part of the State, and my associate Ken 
Seplow will d iscuss our preliminary thoughts along these lines and we 
will be obviously available to answer any of your questions as they 
come up . I would again s tress  that what we are trying 'o do today is 
verbalize  what we will be putting in writing shortly at iiie direction of
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the task force so in the next three or four weeks try ing  to give you a 
sense of where we are today in our analysis  of what options the State  
has available to it.

Seplow: In the course of our analysis  we've looked at a number of
d ifferent alternative modes of investment or involvement in the pipeline 
financing plan on the part of the State of A laska , most p art icu la r ly , we 
have looked at the possibility of Alaska providing equity to the project, 
and our tentative view although I would stress  that I see little on the 
horizon to chsr.ge that v iew , would be that p ,uity would be an 
inappropriate vehicle for Alaska in terms of this project, and there are  
quite a number of reasons for that. When you assess the 
appropriateness of investment, one of the first  things yo j have to do is 
evaluate the capacity of the investor to bear r is k ,  then you have to 
evaluate r isk  and see whether or not the investor can stand the loss 
that would result if  th irg s  don't work out. Now in these terms I think  
we have to acknowledge that an equity investment is the risk iest part  
of this project and given the posture of Alaska as a State, and given  
our understanding of A laska's financial resources and future prospects,  
A laska , we th ink , would find it v e ry  d ifficu lt to bear that r is k ,  and it 
would seem to us to be inappropriate to ask Alaska to bear that r isk .  
Another element of inappropriateness about equity investment is that 
equity investment. I}as to be made up front. Indeed the financing plan 
that has been advanced that may even be required by the terms of the 
Presidential Decision requires that the anticipated equity funds be 
invested in the project before any debt funds are invested which would 
require  of an equity investor that it have available the cash to pui in 
almost immediately, and as we review the financial position of the State  
and its projections for the next several years  and the other cails upon 
its resources , that various members of the State Government have in 
mind and have perhaps even tentatively committed the State to, there  
just doesn't seem to be any cash up front for that equity investment. 
Now even if  Alaska were to make an equity investment there's some 
serious question as to whether this would be the most appropriate  
investment in terms of the kind of return  that Alaska could get. After  
a ll ,  investment in this pipeline conditioning plant !s investment in a 
regulated enterprise  and as such the upside return potential is 
dist inctly  limited indeed over a fine-eyed (? )  period of time as that 
investment is amortized the actual cash flow return declines. In 
addition to that we carefu lly  analyzed the projected return to the 
system owners and we find that a major portion of the return appears  
in the tax benefits that accrue to those owners, and those are tax 
benefits which Alaska as a public body cannot share , and indeed the 
presence of Alaska as an equity owner were the owner of a segment of 
the transportation system rrkght in fact fr itte r  away tax benefits, 
several tax benefits that would otherwise be usefully  employed in 
attracting capital. In addition, of course , we heard Mr. MacKay say 
today that apparently the sponsors have lined up the equity , they don't 
need Alaskan equ ity , vhere are concerns that have been expressed not 
only by Northwest, but people within State Government about the 
appropriateness of Alaska being both the regulator and taxer of this 
system , and an equity investor in the system.
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All in a ll,  it ju st  does not seem that there are sufficient real benefits  
associated with an equity investment and there seem to be quite a 
number o. drawbacks to an equity investment so we have as I said 
tentatively but probably approaching co n c lu s ive ly , we see a conclusion 
that we should recommend against any consideration of equity  
investment. I might just make one footnote this equity investment 
concept, a number of people have suggested that Alaska should own a 
segment of the system, for example, the conditioning plant. I've heard 
it frequently said here that Alaska should own the conditioning plant 
and I th ink that presupposes that ownershin of a segment such as the 
conditioning plant would vest Alaska with some degree of control over  
that fac il ity . I think that that's a misleading notion because I do not 
think any of the other parties to this project, e ither the producers or  
the sponsors, the pipeline companies, or the banks that will be 
supplying funds are prepared to see an independent party operate a 
segment of the plant in a way that is not consistent with the overall 
purpose of that p lant, o ' the entire  system , and indeed that was the 
theory underlining the whole waiver provision with respect to including  
the conditioning plant in the transportation system. The need to join
the conditioning plant to the pipeline in order to create a satisfactory
financing base, so I think the illusion that there would be some 
opportunity to exercise  control through ownership is one that probably  
should be dispelled.

Now, another consideration that we gave to another mode of financing  
on the part of Alaska that we considered wr the possibility of Alaska
providing debt. And this is certa in ly  a more acceptable approach in
our view than equ ity , but still comes up with a number of drawbacks.  
The principal drawback is that again debt 'inancing has to be funded 
early  on, and some of the same considerations that I mentioned before 
about funding equity and the problems of finding room within the 
State's cu rren t  and future budgets as projected p articu larly  in light of 
spending limitations which may be enacted by the voters really make it 
v e ry  difficu lt to find a place where the State is going to come up with 
the cash to fund debt in the ne. . seve ra1 years  when the debt would 
have to be funded in order to provide a source of fu rd s  for 
construction.

Another consideration _bout debt financing is has been alluded to 
ear lie r . If the completion r isk  can be covered by cred't-worthy  
p arties , the world capital markets appear to be adequate to meet the 
debt financing needs of the project, so in terms of making a 
contribution to the project coming together and getting done, A laska's  
participation while it might be usc .u l is not a te rr ib ly  critical thing in 
order to increase that probability of A N G TS becoming a rea lity . What 
really seems to be needed and which also seems to fit in best with 
Alaska's capability and r isk-bearing  position, would be to call upon 
Alaska to provide some of that contingent commitment supporting  
completion of the pipeline, supporting the debt funds that would be 
contributed towards construction. As has previously  been disc: ,ed
when the banks last summer looked at the project they said that they 
would need credit-worthy parties backing up the debt that they supply  
with respect to construction and completion issue , we've already heard 
that the producers and sponsors are making determinations, to some
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extern have made determinations as to the amount of credit they can 
provide to support that completion problem, there are some questions as 
to whether or not the producers and sponsors collectively w.H be able 
to pool enough credit to meet the bank's requirements, there is a r isk  
chat the project may fall short in that respect there is a possibility of a 
so-called gap in terms of that cred it support and we think thai the 
most critical need on the part of the project in terms of this financing  
plan is to fill that gap and Alaska seems to be particu larly  well suited 
to do that if  Alaska is +o do anything . Although the completion r isk  is 
the most r isk y  part of tl e project perhaps there are ways in which to 
minimize that completion n s k  with respect to any particular party  
backstopping that r is k ,  and a principal way of doing that is to what we 
call backload the responsit ! i t y , and essentially what that means is ,  that 
any funds that any commitments Alaska would make which would be 
designed to support the infusion of debt into the project, would be 
invested at a later stage of construction, toward the back end of 
construction at a point in time when it would be far easier than it is 
now to assess the problems that may have arisen that may arise  in the 
course of construction and to assess what funds are necessary to 
achieve completion, and if the debt funds that Alaska backstops, 
investment of those funds are conditioned upon, assurances that those 
funds plus other funds that are available, are sufficient to provide  
completion, that r isk  is very  significantly reduced. . Now one of the 
other important benefits of this approach is that this approach requ ires  
a minimal up front cash commitment by A laska , and consequently it 
provides a minima! interference with the State's other investment and 
expenditure plans. To give you an example of how this might w ork , if 
\laska backed up , provided a back up to debt funds which were only 
required to be invested after the equity in the project had been 

- 'ended, and after a debt funds backed up by the producers and
s .  the funds that Alaska would be backing up woulo probably  

not l ». ~ s '\ .a  upon until fiscal year 1985, at a point in time when a 
projected th ree -q ’n r te r s  of the cost of construction would have been 
expended, and as t indicated before, A laska-backed funds would then 
be invested only after receipt of assurances that sufficient funds were 
provided by the system owners to complete and that the gas would be 
marketable. Of course once completion has been accomplished the State 
would have nc further liability on its credit backup. Now we've been 
assured that if Alaska entertained this type of commitment that Alaska  
would receive a market rate type of compensation for its commitment and 
that presumably that compensation could either be paid in a lump sum 
or over a period of time, it presumably could be negotiated either in a 
fixed amount or in a variable amount depending on the inflation rate in 
tne fut' re ,  or cou d it could be pegged to the equity earnings of the 
sponsors in the p ( oj'Ct. There  are a great number of alternatives as 
to how that could be designed.

Fundamentally, as we have indicated, we think 'hat this approach does 
the most for getting the project done, and yet places a minimal r isk  on 
Alaska and a minimal call on its cu rre n t  funds. There  has been some 
discussion and Commissioner Katz testified earlier  about the approach  
that Alaska ought to take at chis time. We recognize that the details of 
the sponsors' financial plan will not be available until probably the 
spring of this year which is really out of sync with the consideration
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that this legislative session can address that plan. Now the State could 
waiv' until the sponsors develop all of the details of the plan but in view 
of t'Vie fact that the legislature wifi be going out of session the State 
will ,not really be in a v e ry  effective position to deal with that after it 
goes out of session. Consequently we would suggest that if something 
positive is to be done that there be some sort of expression of support  
in general for the concept that we are recommending enacted by the 
legislature or otherwise developed by the legislature and the executive  
body of the State, and this would perhaps be in a form of a resolution 
expressing general support for this concept attaching condition? to 
Alaska's participation and such conditions might include satisfactory  
assessment by Alaska of all of the r isk s  including the cost and 
completion r is k s ,  and marketability as well as the satisfactory  
structuring  of the commitment to minimize the specific r isk  on Alaska's  
p art, number two, assurance that an adequate compensation of the, 
provided for Alaska for undertaking these r is k s ,  number three , that 
there be adequate assurances associated with the problem of A laska's  
interest in the wellhead value of the gas. Another condition might be 
an adequate resolution from the State's point of view of the issue of 
compensation to the State for the socioeconomic costs of the project, 
certa in ly  a condition would be that all of the other elements of the 
financi .g plan including commitments from other responsible sources be 
provided. Now this approach would, as my colleague has said , by 
expressing the support of the State for the project and giving some 
tangible evidence of that support and being prepared, evidencing the 
State's willingness to sit down and negotiate details of this 
participation, would certa in ly  enhance the chances of the project coming 
together and the other financial particiDants coming forward with the 
necessary commitments. It certa in lv  would indicate that 'his project has 
a v e ry  welcome environment here ir. the State of Alaska b w it certa in ly  
indicates that things would be, would be further evidence hat things  
are falling in place in terms of the consummation of this plan.

Moreover, by taking this step I think Alaska would really be gaining a 
seat at the negotiating table concerning the financing. I mean Alaska's  
involve 1 in that but in a sense as a partial outsider, and by stepping 
up and iaying we're interesteo in participating Alaska would gain an 
opportunity to sit down with all of the other serious participants in the 
financing olan and have a say about ali of the elements in the financing 
plan, including those elements associated with marketability, whatever  
arrangements are made with respect to levelizing and that would be an 
important means by which Alaska could protect its interest in the 
wellhead value.

Now I want to conlude by saying that the remarks we've made are still 
tentative, and we've got to sit down and digest some additional 
information that we've gathered during our v is it  to Juneau, we've got 
to put this all on paper for consideration of the task force and public , 
we are still a little general in some of the concepts that we're talking 
about, specifically some of the legal elements associated with the 
implementation of this suggestion have yet to be worked out in detail, 
but work is continuing and this is a v e ry  high order of priority  
personally and on th* part of our firm, and we hope to be back up
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here in a couple weeks with our written report and to again submit 
ourselves to detailed questioning concerning our recommendations.

Q. Thank  you. Any questions to same?

Q. Are you . . .  (garble,' and I do have some questions. Let me see if 
I can . . .  see if I can ju s i  summarize this in layman's terms, what 
you're saying to us is that the examined equity d eb :, some kind of 
contingency . . .  and that you feel that equity is inappropriate because  
of the three or four reasons that you set aside, the debt might be more 
appropriate that it's really not crit ica l in terms of the entire financing,  
if  that's all we're going to get involved with because of the posture of 
the worldwide price of . . .  for the financing , and so you're asking u s ,
I say you're asking u s , the idea is for us to consider contingency  
commitments, something that's at the tail end, we probably wouldn't 
know what that would be until halfway, . . .  or later, I'm assuming when 
you say halfways (?)  five y e a r ,  still using 1986 schedule that Northwest 
has at this time, so could and probably would be later than 1985, fiscal 
year 1985, is that correct?

Seplow: That's  correct.

Q. So we really wouldn't know the dollar amounts that we might be 
asked to consider until that time. Is that correct?

Seplow: No, perhaps I didn't make that c lear. We would be talking
about Alaska either cu rren t ly  or within the next y e a r ,  making a firm 
commitment to support a cred it debt up to a maximum dollar amount, 
what you wouldn't know about until 1985, 1986, or conceivably 1987, is 
whether that commitment will be called upon,

Q . :  Or even if it's enough?

Seplow: Well, if it isn't enough, and if at the time that commitment,
the debt funds which that commitment is backing up, is apparently not
enough then the debt funds would not have to be invested, Alaska  
would be taken off the hook until the sponsors and producers could 
come up with additional funds that would assure that all those funds 
together would be sufficient to complete.

Cotton: That's about the same question I had on the completion
guarantee— I wanted to know if there was a specific amount that we
have to lay out here and by tying it to whether or not the producers
or others could come up with whatever the additional required funds  
were, that would significantly lower the r isk  to the State as far as its 
participation, is that correct?

Seplow: That's right.

Cotton: That's sort of the idea, and let me make sure I understood the
marching orck -s that . . .  (gap)

Seplow ( ? ) :  . . . .  we think was referred  to earlier includes more than
those assets ,
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Cotton: So they would have to make the same assumptions about
whichever portion of the project that you were talking about, wouldn't 
you?

Seplow: That's t ru e .

Seplow: And that the Canadian sections is another part of it , and the
p reb il l ,  that the part we have focused on because of our assignment for 
the State is the A laskan segment not all the rest of it.

Cotton: O kay, I didn't mean to get lost, go ahead.

Seplow: There's one other point that I'd like to make, and that is ,  if
the State were to adopt the approach that we've suggested, which is 
that it provide a contingent cred it backup, the State would not be 
putting any funds out so the State would not be earning any funds, a 
interest rate, because the funds are not invested. What the State 
would be getting is some sort of compensation for having assumed that 
r is k ,  and that would obviously be largely a function of the assessment 
of that r is k ,  and it might be impacted by what overall in terest rates  
were.

Cotton: . . .  once they finally made the call on these funds if in fact
they made a call on them, . .  point of guaranteeing that they'll be there  
is because they need them, right?

Seplow: Right.

Cotton: If thev didn't need them that would become part of the debt?

Seplow: It's not there in case they need them, it's there to, those
funds are going to be put up by perhaps the same group buying some 
insurance companies that are going to put up the funds, that are  
guaranteed by the cred its  of the producers and the pipeline companies, 
it's just going to have a different c red it ,  it's going to have the State's 
cred it  instead of Northwest En erg y 's  cred it . It the pipeline for some 
reason is not completed then the providers of the debt capital are not 
paid their interest and principal repayments on t ine , then they will call 
the ir  obligations, they will come to the S^ate of Alaska and say you owe 
us X dollars depending on the strategy . . .  (garble) will go to the 
producers and the pipeline companies . . .  saying call that they have 
because J iey  guaranteed the securities so there will be no monies put 
out by the State of Alaska other than those funds which they might 
segregate to support the ir  guarantee if it ever got called, whether you 
have to put up dollar for dollar that amount, make some provision that 
you put up some monies in overtime that's invested such that gets the 
guarantees called in some future point in time there'll be enough there  
to pay the guarantee off. There  are all kinds of mechanisms which we 
haven't worked out yet to support the guarantee.

Cotton: O kay, I was wondering, let me get back out here and let
somebody else have some questions. I want to make sure you 
understand that o u r , I understand what your position is ,  you're  
working for the State and we're paying you to give us advice so I'm
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new things here that I'm not that familiar w ith. I assume you don't 
also represent any of the pipeline companies or the gas p roducers , is 
that correct?

Seplow: Right. Unfortunately that's correct.

(Much laughter).

Cotton: Thank you.

Q . :  Following that one step further because I think Representative
Cotton opened up something that I was interested in, you mentioned 
that the State's guarantee comes on last, the question is ,  if you get a 
call of obligations, is that call also satisfied last, in other words, if 
you're talking so many billion dollars that are supported by the pipeline 
companies r.s well as the producers and you finally get down to the 
State's ca ll ,  is that negotiated to be or recommended to be also the last 
call in that order as well?

Seplow: It probably would work out so that the call occurs
simultaneously, there's probably an outside date by which the project is 
supposed to be completed, and that date may very  well tie in with the 
F E R C  set date for when the prebill period commences, and there would 
be institutions who would be looking to be repaid the debt that they 
have provided to the project, by that date if it hasn't been completed 
by that date, and some of those institutions would be looking to Alaska  
and some of them would be looking to Exxo n , some of them to Sohio, 
some of them to A rco , and some to the pipeline companies, but that 
would all happen probably simultaneously, now if the project is not 
completed and we're talking about worst case, by that outside date then 
each of the credit supported parties would have to step up and pay off 
that debt, and they would in effect be purchasing that debt and so 
Al; ska would step into the shoes of some of the senior lenders who 
ha /e a f irst  lien on the project, and they wo J  be Alaska's interest 
but at that point in time would be senior in claim to the pipeline, to the 
equity that the sponsors and producing companies have put in , and at 
that point in time, A laska and the other holders of the debt would have 
to worry about what it would take to get the pipeline completed and 
••'here those sponsors going to come from, and in the first place, they  
probably look to the producers and sponsors who have all that equity  
invested to see if they could provide additional funds. T h e y  would 
ha^e a v e ry  powerful motivation for doing that but they wouldn't be 
legally obliged to do that, now if for some reason they felt that the 
project had receded in economic v iability  to the point that they didn't 
want to put any more money in underneath the first  lienholders, then 
the holders of that debt would have to worry about attracting senior 
debt, that giving up some of their senior position in order to get 
enough funos in to complete the project, and you have to go through a 
rather horrendous litany of events whereby Alaska ended up not only 
losing some of its money or it really have to go to extremes to come up 
with a conjured up case whereby Alaska lost all of its money, but 
Alaska would fill the gap that in terms of taking that kind of credit  
r isk  which apparently the banks at this juncture  are not prepared to
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view is that Alaska would probably take , that the banks may take the 
last few dollars' r isk  if Alaska would take the dollars before the banks. 
So b as ica lly , before Alaska does anything the project's sponsors and 
the producers are on the line for three-fourths of the total, again 
before the State of A laska loses anything the sponsors and producers  
have already lost all of their equity share . They 've  lost the equity  
share and they've come in for a debt share representing let's say half  
of the cost of the project, which may equally on one with A laska . The  
benefit of that approach is that it maximizes private sector participation  
prior to public sector participation, it is intended to be a private  
project as Mr MacKay mentioned, that's the way they want to approach  
it and this plan fits v e ry  nicely with their desire to keep it a private  
project.

Q . :  Representative Cotton.

Cotton: The question I get asked is . . .  why don't we build an all
Alaskan gasline. 1 know that every  bit of advice we've ever got said 
that it is not feasible and you've made a statement similar to that that 
suggests that the existing Northwest design is the most and probably 
the only viable system for this decade. Is that included in a report 
some place, I usually  say that too, but I want to be able to prove it I 
guess.

Seplow: Can I ,  maybe we shouldn't be as categorical as we've been
making that statement but f ra n k ly ,  the concept of an all Alaskan line is 
v e ry  appealing to me six  year ago but a lot of water is gone over the 
dam in s jx ,y e a r s .  We've had at ieast three significant problems arisen  
that may get v irtua lly  impossible to conceive of an All Alaskan pipeline 
in this decade. F ir s t  of all you've had El Paso which was the sponsor 
of that project withdraw from the LNG business with terrib le  financial 
b ru ise s , they have written off something like half of the corporate  
equity as a result of losses that they have sustained in the LNG 
business , and maybe those losses have nothing to do with the kind of 
r isk  that they would be exposed to in A laska , but basically they are 
out of business in LNG now. Second of a ll,  you've had an inability to 
get a regasification facility site on the West Coast of United States, 
they've been working on that for probably ten y e a rs , or a good part of
ten years  and it still hasn't come to fru it ion , and th ird ly ,  one of the
great attractions of the El ^aso LNG project was that you could use 
Title  XI US Government shift financing bonds to back up a lot of the 
cred it ,  well that program has been dim inished as a result of the Reagon 
Administration fiscal constraints and as a result of some poor 
experiences that the Maritime Administration has had with LNG in other 
projects, they are not about to give any of their now very  scarce  
guarantee authority to an LNG project of this order of magnitude, so I 
just cannot see how a project can come to . . .  even apart from a long 
lead time that any such project has.

Cotton: So in addition to other things that Ronald Reagon, is because
of . . .  has not been able to consider that all Alaska line.

Seplow: That's  only one of three causes.
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Q . :  A re  we going to turn  this into a partisan discussion?

Cotton: S u re .

Q. Any further questions.

Q . :  Mr. Chairm an, just so that I understand about three hours ago I
th in k , I th ink it was pointed out that you would be back in March?

Seplow: Y e s ,  when we complete our report we will submit it in writing
and then at the convenience of the committee and legis lature , we'll be 
back up to d iscuss it.

Q . : Thank  you.

Fahrenkamp: I would just like to thank the gentlemen, I know it was a
little time-consuming on your part . . .  to g ive an interim report before 
you felt you were ready to go with that, and we really appreciate your  
taking the time to do it.

Q. Ju st  one last shot I don't know if it was asked while I had to
break for another meeting, to what extent have you gone into
deregulation of natural gas as far as it affects marketability?

Seplow: We certa in ly  looked at the question and I want to emphasize
that we are not the ultimate authority  on m arketability. We have read 
the Jensen Associates report that Northwest submitted and we've looked 
at a number of other sources on that issue and we think it has an 
impact on m arketability. However you slice it you can make a good 
case for m arketability , but you can't make an absolutely conclusive case 
for marketability without some mechanism which backend loads the gas, 
the transportation and or wellhead cost. It would appear to us that 
that is a v e ry  crit ica l element in terms of assuring  the marketability of 
the gas and one of the advantages of the approach that we've taken as 
I indicated earlier is that by Alaska stepping up to, as a negotiator 
about the financing plan, Alaska would have an opportunity to have a 
f irs t  hand impact on those arrangements.

Q . :  That will be part of your final report?

Seplow: Yes .

Q . :  Just  as you went by that you said backend loads, the
transportation and the wellhead cost, of course when I think cf  the 
wellhead costs I think of the wellhead costs of the State's share as 
well, and backend loading there and what the effect might be I just .
I'd like to hear more about that and get the,

Seplow: Well, I mean, certa in ly  the wellhead could possibly be backend
loaded and that might not be a disadvantageous thing for Alaska and 
for the producers provided that they were compensated for the . . .  of 
both in terms of the time value of the money they are foregoing and in



38

terms of additional r isk  that they are incurr ing  by waiting longer for 
the payment.

Q . :  Thank  you.

END.
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Senator Bettye M. Fahrenkamp 
Pouch V
Juneau, Alaska 99811 

Dear Senator Fahrenkamp:

We have received with interest your notice of hearing on an 
interim status report on the Northwest Alaska pipeline project. 
As we understand the scope of your hearing, the Task Force will 
be continuing its investigation into the possibility of state 
involvement in the pipeline project and updating information 
regarding the status of the financing package for the project.

We have also learned from your staff of your interest In 
producer response to general questions relating to:

1.) where the producers stand on financing of the line
2.) the long-range plans for the line
3.) the effect of lack of gas production on the Prudhoe 

Bay reservoir

The first two of these questions do not directly pertain to 
Exxon's involvement in the ANGTS project as a natural gas 
producer and we feel that any responses we would have to the Task 
Force would not be productive to the objectives of the hearing. 
To briefly respond to your questions as we understood them from 
yov~ staff:

1.) Q. Where the producers stand with regards to financing 
of the l i n e ...

R. As you know, the waivers package signed in December 
by President Reagan allows the Prudhoe Bay 
producers t:o have up to a 307, equity interest 
the pipeline and, correspondingly, finance tnat 
much of the project. Producer financial 
participation is defined by law in the waiver 
package and by the limits committed to as a matter 
of public record by the individual producers. We 
have no additional information to provide on the 
subject.

A DIVISION OF EXXON CORPORATION
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2.) Q. The long range plans for the line...

R. Other than to observe that the question is highly
speculative, Exxon, as one of the Prudhoe Bay 
producers, would not be in a position to respond 
to questions regarding the operations of the 
pipeline. We would suggest the gas transmission 
companies as the appropriate source for a response.

3.) Q. The effect of lack of gas production on the Prudhoe
Bay reservoir...

R. We have indicated in the past that the Prudhoe Bay 
field can be managed so as to produce the reserves 
with or without gas sales. It has been shown 
that given the capability for gas injection and 
waterflood, the same level of ultimate oil recovery 
can be achieved with appropriate modifications to 
the reservoir management plan. Further information 
regarding the question of ultimate recovery of 
reserves of the Prudhoe Bay field was addressed 
in some detail by ARCo, Sohio and Exxon at the 
public hearings May 7 and 8, 1980 held by the 
Alaska Oil and Gas Conservation Commission for 
"Conservation File Number 165, Prudhoe Oil Pool."

Please consider our Juneau representative, Mr. Robert J. 
Walker, at your disposal to further discuss the previous points 
or to coordinate responses to any other questions you or your 
staff may develop.

Very truly yours,

R. H. Weaver
Operations Manager

R K W / DSE/006/es
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the Commissioner 
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Dear Mary:

You have asked for an analysis of whether a proposed 
investment by the State of Alaska in the financing of the 
Alaska natural gas pipeline might give rise to a "conflict 
of interest" that would interfere with Alaska's regulatory 
responsibilities with respect to the ANGTS.

To analyze this issue, we start by examining what 
legally is a conflict of interest, the State's interests and 
regulatory responsibilities in the ANGTS, and the relation­
ship between possible forms of State participation in fi­
nancing the ANGTS and the possibility of conflicting interests.

Legally, what ic a conflict of interest varies 
with the situation. First, there are often statutory re­
strictions on employees of State regulatory agencies in 
decisionmaking capacities having a personal interest which 
conflicts with their regulatory duties. Second, where one 
is acting as a fiduciary or trustee with respect to the 
management of particular property, he may be barred from 
being subject to conflicting loyalties in the discharge of 
his duties. Third, the term conflict of ‘interest has some­
times been used —  but not in the legal sense, in our judg­
ment —  to describe a situations where a party making a 
public policy decision on behalf of the State must resolve 
competing interests in discharging his responsibilities.
Thus, there can be situations which are loosely referred to 
as "conflicts of interest" but which do not fall afoul of 
any legal prohibition. It is well to bear these differences

□
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in mind. We believe only the first and third uses of the 
term could be applied to an Alaskan investment.

Turning to the State's interests with respect to
the ANGTS, any serious study of this issue must recognise
that the State of Alaska has numerous financial interests in
the ANGTS regardless of whether it directly participates in 
the financing of the ANGTS. The State will receive revenues 
from severance taxes for gas shipped through the ANGTS and 
from the use or sale of the State's one-eighth royalty share 
of North Slope gas production. In addition, the State will 
receive revenues from property taxes and corporate taxes, 
and, to a lesser extent, from the various state permits 
needed for the ANGTS (including the conditioning plant) 
although these revenues may not cover increased admini­
strative and other costs that the ANGTS may impose on the 
State. Thus, the State can be said to have a pecuniary 
stake in the success of the ANGTS regardless of any interest 
arising from its direct participation in financing. In a 
certain sense, and in particular circumstances, this pecu­
niary interest may be opposed to each of the interests 
described below.

Second, the State, under its police power, regu­
lates production from the Prudhoe Bay field. Historically, 
the State has exercised its police power to prevent waste of 
its mineral resources and has premised approval of operating 
plans on the condition that the plans prevent waste and 
maximize recovery of hydrocarbons. Conceivably, the State's 
responsibility to protect the f^eld against waste could 
conflict with a governmental need for revenue from the field 
in a particular year. Since the State receives a large 
percent of its operating budget from petroleum revenues, the 
conflict could be viewed as particularly acute if the Prudhoe 
Bay field had to be shut down for conservation reasons. But 
it is important to note that the State conservation respon­
sibilities are not exercised by a State official subject to 
other responsibilities but by an independent oil and gas 
conservation commission whose decisions must be based on the 
record and are subject to judicial review.

Third, the State must decide whether to issue to 
the ANGTS a right-of-way lease across State lands for the 
pipeline, as well as easements across State lands for an­
cillary construction activities. The Commissioner of Natu­
ral Resources, who will issue these leases, cou.ld theore­
tically be faced with a conflict between the desire to
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protect the State's investment (assuming it makes one) and 
the need to protect the State's lands and receive fair value 
for the lease thereof.

Fourth, the State controls to a certain extent 
access to its highways by construction vehicles. The State's 
desire to secure and maintain decent highways in Alaska 
potentially conflicts with the needs of Northwest to con­
struct the project on an expeditious schedule. The State 
has been pursuing an arrangement with Northwest to obtain 
compensation in advance for anticipated damage to the high­
ways. Again, a conflict could be said to arise between the 
State's pocketbook interest in obtaining revenues from the 
ANGTS and its need to protect the highways.

Fifth, several State statutes relating to environ­
mental protection and health and safety are applicable to 
any large operation in Alaska, including the ANGTS. Various 
subordinate State officials are in charge of enforcing these 
statutes, which may improve restrictions that conflict with 
the State's monetary interest in the ANGTS.

Sixth, the State has a distinct interest in the 
Alaskan economy and, in particular, in the direct and in­
direct economic effects of the ANGTS. A State government 
interested in economic growth would encourage pipeline 
activities even at the expense of additional government 
services and short term disruption. Conversely, a State 
government not interested in rapid expansion of the Alaskan 
economy would discourage or be indifferent to the ANGTS.
Thus, depending on the philosophy of the State government, 
the construction of the ANGTS could be said to "conflict" 
with the philosophy and plans for growth of the State govern­
ment.

Thus, without regard to an investment by Alaska in 
financing the pipeline, the State has numerous and competing 
interests in the ANGTS as well as in any other major energy 
project in Alaska. Generally, the State is presumed to act 
impartially and in good faith for the public welfare in 
resolving these competing interests. The' question thus 
becomes whether Alaska's interest in assisting the financing 
of the pipeline would create a conflict, or sharpen an 
existing "conflict" to the extent that the impartiality of 
individual State officials charged with the resolution of 
competing interests would be undermined.
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Despite the State's competing interests in encour­
aging and in regulating certain aspects of the ANGTS, the 
State does not suffer from a "conflict of interest" in a 
strict legal sense. The conflict of interest doctrine 
applies when a State official "who stands to gain or- lose 
personally by a decision either way [participates] in the 
exercise of judicial functions." Davis, Administrative Law 
Treatise § 19.6. For example, a conflict of interest would 
arise if an individual official involved in the decision­
making process with respect to environmental regulation of 
the ANGTS had a pecuniary ownership interest in the ANGTS. 
When a State, acting as a sovereign, balances competing 
interests (such as protecting the environment and increasing 
State revenues) to determine what is best for the general 
welfare, it is not disqualified because of a "conflict of 
interest."

In other words, prohibitions against conflicts of 
interest apply only to individuals who have a personal stake 
in a decision made in their official capacity, not to a 
State which has conflicting purposes nor to responsible 
State officials who are charged with balancing competing 
State interests in carrying out their official functions.

Alaska's statute on conflicts of interest illus­
trates this focus on the individual decisionmaker; it speaks 
only to the need "to discourage public officials from acting 
upon a private or business interest in the performance of a 
public duty". Alaska Stat. § 39.50.010. "No public official 
may use his official position or office for the primary 
purpose of obtaining financial gain for himself, or his 
spouse, child, mother, or father, or business with which he 
is associated or owns stock." Alaska Stat. § 39.50.090. A 
specific conflict of interest provision applicable to the 
Alaska Royalty Oil and Gas Development Advisory Board also 
addresses only the conflicting interests of individual 
members. "No member of the board may act upon a matter in 
which his relationship with any person creates a conflict of 
interest." Alaska Stat. § 38.06.035. These restrictions 
are the only relevant ones we have found in the Alaska 
statutes that apply to "conflicts of interest."

An argument could be made that the State appears 
to have a "personal stake" in the construction and operation 
of the ANGTS arising from its financial investment in the 
project. Sometimes legal distinctions have been drawn 
between proprietary and governmental acts by State govern­
ment, the former being subject to greater scrutiny. We do
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not think, however, that this argument withstands analysis.
The argument would be that, in investing in the ANGTS,
Alaska is acting as a private person, not in its sovereign 
capacity, and that the State's "public" interests would thus 
conflict with its "private" interests. However, this argu­
ment rests on the fallacious assumption that a State can act 
as a private person to further its private interests. By 
definition, the State, if acting properly, always acts for 
the general welfare. The real issue is whether the State's 
use of taxpayer monies to assist the financing of the ANGTS 
is a proper investment for the general welfare. If so, then 
the State is furthering a valid interest such as raising 
revenues, by investing in the ANGTS, and that interest is no 
more a "private" interest than the State's interest in 
collecting taxes from the ANGTS.

Conflicts between two governmental interests, such 
as the interest in protecting the environment, health and 
safety, and the interest in safeguarding the investment of 
public monies, often arise. For example, a government may 
finance certain low-income housing developments; at the same 
time, it may set safety and building code standards. Simi­
larly, local governments often own utilities. These con­
flicts are commonly resolved by a balancing of the various 
interests. It would be helpful for the State to document 
the public interest in an investment before proceeding with 
one so as to avoid charges of conflict, but such documentation 
would probably occur naturally as part of the process of 
securing legislative approval.

There are analogies in legal precedent that could 
be applied here but it is not clear whether they should be 
applied. One consideration is whether the State wants to 
appear free from a charge of conflict of interest no matter 
how that term is defined or only to be free from legal 
problems. Fcr example, although the State may perform a 
wide variety of functions to further competing interests 
without creating a "conflict of interest," the State's 
decisionmaking process, on regulatory matters which are 
required to be decided upon a record, should insure impar­
tiality. Under the separation of functions doctrine, "an 
individual who tries to win for one side should not parti­
cipate in the judging." Davis, supra at § 18.1. This could 
be done by isolating those responsible for making the deci­
sion from competing responsibilities. Thus, the particular 
individuals who decide the rate of production for the field 
should not also be responsible for the State's financial 
investment in the pipeline. Because of the independent
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status of the Alaska Oil and Gas Conservation Commission, 
this appears to be only a hypothetical concern.

Other precautions could be developed if the State . 
wants to be super-sensitive to charges of conflict, -even if 
not soundly based. Precautions could be taken to isolate 
those (below the Governor) responsible for deciding police 
power enforcement questions from those managing the invest­
ment. This would avoid any appearance of an improper 
conflict of interest. For example, employees in a regu­
latory capacity should not have off-the-record contacts 
regarding the performance of their duties with, or be super­
vised by, employees having responsibility for the invest­
ment. Of course, if this type of procedure is followed, the 
decisionmaker in the regulatory area need not ignore the 
State's interests in protecting its investment; he must 
simply ensure that input from the investment section is 
placed on-the-record. This would be a relatively extreme 
precaution and would come at the cost of straightjacketing 
your administrative process, perhaps unnecessarily.

Of course, if the Governor were finally called 
upon to resolve these conflicting interests, lie would not be 
subject to the separation of functions rule. His respon­
sibility would be to consider all competing interests, 
balance them against each other, and reach the decision that 
he thought would best further the general welfare. Other 
cabinet level officers may be in a similar position.

We do not believe any form of State participation 
in financing is per se objectionable. Each form, as illus­
trated below, can give rise to "conflict" issues but legally 
objectionable conflicts do not appear likely to occur and 
other "conflicts" can be addressed as suggested above if the 
State deems it necessary. If the State provides a loan 
guaranty for completion of construction which limits its 
financial interest to the construction period, the State 
would not have any investment interest after construction 
which might conflict with any governmental relationship it 
might subsequently have with respect to the ANGTS, such as 
later taxing or conservation regulations. But this form of 
participation does not prevent all "conflict" problems the. 
Many of the State's governmental relationships with the 
ANGTS will be strongest during construction since the State 
decisions that must be made during this period (environmental 
protection requirements, rights-of-way leases, etc.) could 
affect the schedule, cost and financing of the ANGTS. And, 
these decisions, in turn, might affect whether a guaranty 
would be called upon.
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Nor does choc sing debt instead of equity for the 
State's investment automatically avoid problems. The inden­
tures under which df.bt is issued typically carry restrictions 
on how the enterprise is managed and, ultimately, the right 
to take over the enterpri.se if it is managed badly. Equity, 
at least initially, provides for a direct vote in the manage­
ment of the enterprise but whether that vote is meaningful 
depends upon the voting power held and the corporate charter 
or partnership agreement. Tiius, it is not clear that a debt 
rather than an equity investment is to be preferred as per 
se avoiding conflict questions.

In sum, when and if the State decides to invest, 
the State may wish to consider whether to establish special 
arrangements for insulating regulatory officials who will 
decide issues relating to the ANGTS. On the other hand, we 
believe that the State's participation in the financing of 
the ANGTS in any of the ways that have been seriously put 
forward would not give rise to a conflict of interest that 
would legally bar an investment in the ANGTS. Assuming that 
the investment meets the standards for expenditure of public 
funds, it should also satisfy the public purpose doctrine

RHL:c
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Mary Halloran 
Special Assistant to 

the Commissioner 
Department of Natural Resources 
State of Alaska 
Pouch M, State Capitol 
Juneau, Alaska 99811

Dear Mary:

This is in response to your request for our opin­
ion as to the lxkelihood of the Alaska Natural Gas Trans­
portation System ("ANGTS") meeting its announced in-service 
date of the winter heating season of 1986-1987 in view of 
the current status of proceedings related to the ANGTS at 
the FERC.

We begin on the premise that predictions of this 
kind are fraught with uncertainty because they depend on the 
number of events beyond the control of the FERC, most notably 
the submission of a financing plan after some form of fi­
nancing agreement has been reached among the parties and 
with the financial community. Even when events are within 
FERC's control, it almost never meets its announced schedule 
and this is especially true when matters are controversial, 
complex, or important. From a historical ’-.rspective, one 
must remember that the President's Pecisio,. contemplated 
that the ANGTS wouxd be in service this past fall. Thus, 
announcements of firm schedules must be viewed with a cer­
tain decree of skepticism.

The ground rules are clear. ANGTS must receive a 
final certificate of public convenience and necessity from 
FERC. It is a basic premise of large project financing that 
all major permits ard authorizations must be secured before 
financing is completed and, in most cases, arranged, Further, 
judicial review of the permits muse be completed. Finally, 
no substantial construction can begin before financing is 
o b t a i n e d .
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The degree of detail in a financing plan necessary 
to secure a certificate from the Commission is less than 
clear. The Commission i,ould approve a "conceptual" financing 
plan for ANGTS and give Northwest a definite time period 
after issuance of the final certificate to make a compliance 
filing indicating that financing had been arranged in accord­
ance with the terms of the conceptual plan. This could be 
accomplished by attaching a condition subsequent to the 
c e r t i f .cate of public convenience and necessity requiring 
Northwest to file its actual financing arrangements with the 
Commission six months after issuance of the final certificate 
of public convenience and necessity. Further, the lending 
institutions would want to be sure that judicial review will 
not upset the Commission's action issuing a certificate, so 
one must allow a period of a maximum of 150 days from the 
issuance of the final certificate before judicial review 
would be concluded (i . e ., 60 days to bring the action; 90 
days for the court to hear and decide the case).

With these rules in mind, let me turn to what is 
before the Commission. The proceedings currently pending 
before the FERC include:

1. The final certification proceeding for the 
Alaska segment.

2. Production related costs rulemaking for 
Prudhoe Bay gas.

3. The Alaska segment cost estimate proceeding.

4. Rate base proceedings for Alaska segment and 
Northern Border pre-1930 costs.

5. The Northwest Canandian Gas Sales Company 
certificate and import applications in lieu 
of Northest Alaskan Pipeline Company.

Others to be instituted include:

6. Rulemaking on shipper tracking of ANGTS 
transportation charges.

7. In the more distant future, final certifi­
cation of the non-prebuilt sections of Northern 
Border and Western Leg, and certification of . 
shippers of Alaska gas.
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It is noteworthy teat the cost estimate proceeding 
(CCE) (number 3 above) has been going on for nearly 2 years 
and should be nearing its end. Nonetheless, just on the few 
issues that Alaska is pursuing in the CCE proceeding, the 
record will not close and briefs will not be filed before 
the beginning of April. Beyond that, when the Alaska Gas 
Office and Federal In s p e c t o r’s Office finish their report on 
the cost estimate, by Commission order there will be a 
comment period of 45 days (30 days for comments and 15 days 
for reply comments) before the Commissioners take up the 
subject. Thus, unless the Commission drastically changes 
the procedure in the critical cost estimate proceeding, the 
Commission is unlikely to finish its work just on this one 
matter before late June or July at the earliest. As you 
know, the cost estimate is the foundation for the application 
of the incentive rate of return formula. The cost estimate 
also could affect the financing efforts if the FERC reduces 
the estimate excessively or is critical of the engineering 
behind the estimate.

There are other major issues to be addressed by 
the FERC. According to testimony presented by the Chairman 
of the FERC to thi Senate Energy Committee during its hearings 
on the Senate waiver package, such issues include:

1. The financing plan, including tariff issues.

2. Cost of service of ANGTS and its net national 
economic benefit.

3. Marketability of the gas.

4. Cost allocation between gas and liquids for 
the conditioning plant.

5. Any remaining design questions.

6. Any issues deferred from the Alaska segment 
cost estimate proceeding.

What the Chairman did not list was another critical 
proceeding: the setting of the target completion date for
purposes of the billing commencement provisions of the 
waiver package. This date will be the trigger by which the 
billing commencement provision kicks-in and could generate 
much controversy from consumer groups ar.d consumer-minded 
state utility commissions. Also, antitrust review by the 
De p artmer4- of Justice on producer equity ownership must
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occur and FERC then must approve the form of producer equity 
participation.

Based on my experience with the FERC, both generally 
and with respect to the processing of the ANGTS applications, 
it is highly unlikely that work could be completed on these 
issues before early fall. In addition, the FERC trial staff 
has indicated that it will take an aggressive posture with 
respect to these issues and that it will seek to raise other 
complicated issues, most notably those raised by the Report 
of the House Committee on Energy and Commerce. If so, the 
proceedings could take considerably longer.

The one bright spot is that the Commission has 
designated Commissioner Sousa to preside over a technical 
conference on March 16 where the timing of the project and 
the status of the financing and other issues will be addressed 
A more definitive indication of the timing of the project 
either from the sponsors or from the Commission may emerge 
at this conference.

How does this FERC schedule relate to the announced 
completion date of the ANGTS? At technical conferences at 
the FERC, representatives of Northwest Alaska said that to 
permit completion of the project by the winter heating 
season of 1986-87, major commitments with respect to procure­
ment for the conditioning plant had to be made by May of 
this year. The May date was arrived at by backing off from 
the time when those items must be on the North Slope the 
lead time for procurement and the number of barge seasons 
necessary to ship those items by barge to Prudhoe Bay. May 
is slightly more than two months away and as of this date, 
certain substantial elements of the Northwest application 
are missing. Most notably these include the financing plan, 
p r o forma cost of service, net national economic benefits 
study, marketability study, and gas contracts.

Given the work that must be completed at the FERC, 
if the timing considerations relating to May commitments 
that have been announced by Northwest cannot be altered, it 
is my judgment t >iat it is nearly impossible for the project 
to adhere to an in-service date of 1986-1987. Thus, a 1987- 
88 schedule becomes the earliest likely schedule. The March 
conference may give us furth ir guidance.
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If you have any questions with respect to this 
matter, please let me know.

RHL: c

cc: Kenneth F. Seplow
Kidder, Peabody & Co.

r

any questions with respect to 
know.

VI


