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Good morning Representative Samuels and members of the Legislative Budget and Audit and Senate Resources Committees.  My name is Marty Massey.  I am Joint Interest Manager U.S. in ExxonMobil Production Company.  In that position, which I have held since November 2001, I am responsible for the commercialization of ExxonMobil's gas resource in Alaska.

Today I have been asked by ExxonMobil, BP and ConocoPhillips to provide testimony to you on behalf of those three companies on the topic of possible State ownership in the gas pipeline project.  Joining me today is Richard Guerrant.  Richard is Vice-President Americas in the ExxonMobil Gas & Power Marketing Company.  He has been involved in worldwide natural gas marketing for 20 years.  Richard will provide testimony on behalf of all three companies on industry trends of natural gas and natural gas liquids commonly called NGLs.

Before I turn it over to Richard, let me begin with a few remarks on State ownership in the gas pipeline project.  As you know ExxonMobil, BP and ConocoPhillips submitted an application under the Stranded Gas Development Act in January of this year.  That application was accepted and the producers, now referred to as the Sponsor Group, and the State are now in negotiations on a fiscal contract. The Governor and his staff have indicated an interest in evaluating the State taking its gas in kind and owning an interest in the gas pipeline project.  This approach has the possibility of providing greater alignment between State and Sponsor Group interests.  It would also facilitate the State's use of its gas to meet in-state demand as well as provide a source of revenue should the State decide to make the investment.  At this point we are in the early stages of discussion with the State and both the Sponsor Group and the State are currently evaluating this possibility.  However, much work remains to be done regarding the feasibility of this approach and it is premature to draw any conclusions at this time.  Since this is a part of the current negotiations, it is not appropriate to comment on specifics that are being discussed.  However, the Sponsor Group is encouraged that the Governor and the Commissioners are focused on negotiating the fiscal contract with the Sponsor Group.

Let me now turn it over to Richard Guerrant for his remarks.

North American Supply and Demand

Good morning.  My name is Richard Guerrant and I am responsible for Natural Gas and NGL Marketing for the Americas region within ExxonMobil.  I welcome the opportunity to discuss the potential market for Alaska gas in North America with this joint committee.  First, I will discuss the gas supply-demand outlook for North America, and how Alaska gas fits into that picture.  I will also address the fundamental market forces that influence how gas markets work.  Lastly, I will cover the marketing of NGLs.

It is difficult to accurately forecast the supply, demand and price future across North America given all of the potential scenarios.  In 2003, the National Petroleum Council (NPC) completed a comprehensive review of the outlook for North America gas supply and demand through 2025.  The study had been requested by the US Department of Energy and has received much attention and praise for clearly describing the gas supply/demand challenges facing North America.  The NPC study was prepared by a broad cross-section of industry representatives including ExxonMobil that chaired the Supply Committee.  An important point for this committee to understand is that the NPC study highlighted that the North American market could accommodate Alaska gas.

Starting with the existing supply picture, in 2003, the US produced about 50 Billion Cubic Feet of gas per Day (BCFD) with Canada contributing 17 BCFD and Liquified Natural Gas or LNG imports supplying an additional 1 BCFD.  This total supply balanced demand of about 62 BCFD in the US and 6 BCFD in Canada.  After supplying its local demand, Canada exports about 11 BCFD to the United States.

Looking forward, the North American supply outlook has been described as a treadmill in which new supplies are needed to offset the decline of existing production.  Production from existing wells in North America declines at about 16 BCFD each year and requires continued new drilling and exploration to offset this decline.  The recent high prices in North America have encouraged substantial drilling activity such that drilling rig counts are now reaching the highest levels in the last decade.  Unfortunately, due to the maturity of North American producing fields, both reserves and production rate contribution per new well have declined in recent years.  The NPC Study Outlook is that North American production will remain broadly flat to slightly declining over the next two decades.  The geographic mix of supply will change somewhat as growth in production from the Rockies and deep water Gulf of Mexico will be offset by declines in the lower 48 states, Gulf of Mexico shallow waters and Western Canada.

Demand for gas in North America has grown from 63 to 68 BCFD over the past 10 years, and the NPC forecasts that demand will grow an additional 20% to 85 BCFD by 2015 driven in part by annual US GDP growth of 3% per annum.  Steady demand growth is forecast in commercial, residential and industrial sectors.  The residential and commercial sectors accounted for over one-third of the US natural gas consumption in 2002.  These sectors are expected to grow by 1% per annum in the NPC study.  In part, this is driven by demographic growth with new residential construction heavily weighted to natural gas heating.  In recent years, approximately 70% of newly constructed homes installed gas heat.  But the main driver of gas demand growth in North America is expected to be gas-fired power generation.  Approximately 200,000 megawatts of gas-fired generation are projected to be added by the end of 2005, representing a 31% increase in total generation capacity and a 290% increase in gas-fired generating capacity versus 1998.  The result is that gas demand is being driven higher as North American electricity requirements grow with the economy.

In 2015, as I mentioned, NPC estimates North American demand of 85 BCFD with indigenous supply of 68 BCFD, leaving a gap of 17 BCFD.  The NPC expects that this gap will be filled by a combination of new Arctic gas supplies from Alaska and the Mackenzie Delta, in addition to significant increases in imports of LNG and higher cost indigenous production.  The NPC study predicts that long-term prices will be driven by the cost of these major new supplies, and constrained by competition from alternative fuels such as oil, coal and nuclear.  The clear conclusion from the NPC work is that North America can accommodate significant supply additions from a variety of sources including Alaska gas. 

Gas Transportation, Pricing and Marketing

Next, I would like to briefly discuss how Alaska gas would likely enter the North American market.  The gas would be transported through a large diameter, high-pressure pipeline across Canada and perhaps continuing on to Chicago.  This pipeline would pass through the heart of the Western Canadian Sedimentary Basin which produces about 95% of Canada's gas production.  Alaska gas could be consumed in Western Canada or transported to other Canadian and U.S. Markets.  Five major pipeline systems currently exist in Alberta and British Columbia to take gas to markets in Canada and the Lower-48.   These pipelines feed border crossings with capacity of about 12 BCFD where gas is transferred to Lower-48 pipelines flowing ultimately to markets in the Midwest and on the East and West Coasts.  In order to determine which market the Alaska gas will ultimately serve, we need to discuss market pricing and pipeline infrastructure which I will address next.  

The key participants in the gas market include suppliers, transporters, and obviously buyers.  Suppliers include hundreds of producers and marketers, and buyers include thousands of industrial consumers, power generators, and local distribution companies.  With the large number of market participants, and the significant number of sales transactions, North America is the largest and most liquid market in the world, and has proven very efficient at matching available supplies to market demand.  These participants primarily buy and sell gas on a month-to-month basis, with a small portion of longer-term arrangements, and some daily trading to manage short-term production and demand variations.

There is a benchmark gas price - the 'Henry Hub' price, which is similar in nature to the crude oil benchmark prices like West Texas Intermediate.  Like West Texas Intermediate, gas is traded on a futures market, the NYMEX, and also trades on physical markets at specific trading points throughout North America.  Near the end of each month, deals are arranged between buyers and sellers and these trades help set the price for the following month's gas deliveries.  The very large number of transactions and multiple participants provide an efficient market, which yields a competitive market price for the product.

An important attribute of an efficient and competitive North American gas market is the high degree of price transparency. For more than a decade, industry trade publications have published price indices for physically traded gas on a daily and monthly basis, and have recently expanded their reporting to include details on number of trades and volumes.  These published indices represent actual sales transactions at about 100 locations across North America.

Prices at these locations vary by region.  The difference between the regional prices reflects the market's valuation of transporting gas between the regions to meet demand.  In regions with excess transport capacity, the price difference may be less than the actual cost of transportation. In regions where capacity is tight, the price difference may exceed the actual cost of transportation.  These pipeline balances can be further impacted by seasonal demand fluctuations.

Since deregulation beginning in the mid '80s, the North American gas market has evolved into a mature, liquid and transparent market.  Consequently, we have well established market mechanisms, which allow suppliers to sell all their production at a market price, similar to other commodities.

Natural Gas Liquids

An additional consideration in marketing Alaska gas is the saleability of the gas in meeting downstream pipeline and market quality specifications.  Field gas production can contain water, CO2, Sulphur, and other compounds.  For Alaska gas, it is expected that most of these impurities would be removed on the North Slope.  

In addition to methane - the primary component of natural gas - field gas production also includes varying amounts of ethane, propane, butane and pentane.  Currently, the majority of butanes and heavier NGLs are removed on the North Slope, added to TAPS, and moved with the crude through the pipeline system.  As a result, the gas to be moved on the Alaska Gas Pipeline will contain a light mixture of NGLs, primarily ethane and propane, which will still need to be extracted so that the remaining natural gas can meet gas pipeline and market quality specifications.

NGLs are removed by gas processing plants, with the saleable natural gas moved onto market via pipeline.  The extracted NGLs are then transported to an NGL fractionator where they are separated into their components -- ethane, propane, butane and pentane.  The North American NGL market currently consumes about 3.3 million barrels a day of these products.

The ethane is primarily used as a feedstock to chemical plants, which convert it to ethylene for further use in making plastic products like plastic bags, milk bottles, toys, etc. The pricing of ethane is primarily linked to natural gas.  The propane feedstock has multiple uses: first, as a feedstock to chemical plants to make propylene, a building block for plastics used in the production of food packaging, auto parts and carpeting, and second as a residential and commercial heating fuel principally in rural areas not supported by a natural gas pipeline infrastructure.  Butanes are typically blended into motor gasoline to enhance the fuels performance characteristics.  Pentanes are also used as chemical plant feed or in the production of motor gasoline.  The prices for propane and heavier NGLs are linked to crude and other oil products.

In addition to the facilities required to remove the NGLs from the natural gas stream to meet pipeline specifications, substantial markets and petrochemical infrastructure, including pipelines, fractionators, chemical plants, storage and complex refineries are required to consume the NGLs.  As with natural gas, the infrastructure and demand for these products is primarily available starting in Alberta and markets further south.  Western Canada and Chicago have about 15 billion cubic feet per day of existing gas processing capacity.  Current Alberta chemical plants have the ability to consume about 270 thousand barrels a day of ethane with the resulting ethylene and polyethylene production primarily sold into the Great Lakes region.  In addition, western Canada also provides pipeline infrastructure to move excess NGLs to Lower-48 markets.

The need to adequately process Alaska gas to meet market and pipeline specifications is a key part of the project, and there are adequate markets and infrastructure in Canada and the Lower 48 to handle the volumes of NGLs in the Alaska gas.

Summary

I'd like to now summarize my remarks regarding the North American natural gas and NGL markets:

· First, as detailed by the NPC Study, the supply / demand balance in North America signals the room for additional supplies, such as Arctic gas, LNG, and higher cost indigenous production in the next decade.  

· Second, the North American gas market is a mature, liquid market with well established mechanisms to ensure suppliers can sell all their product at a transparent and competitive market price. 

· Third, the NGLs will need to be removed to achieve downstream pipeline specifications, and the best approach is to take advantage of existing infrastructure close to available market for the products.  

Before closing, I would like to point out that it will take a combination of factors for an Alaska gas pipeline project to be commercially viable.  Those factors include a fiscal contract with the State of Alaska, U.S. federal enabling legislation, a clear and predictable regulatory process in Canada, a significant reduction in project costs, and a market outlook that is sufficiently encouraging over the projected life of the project.

This concludes our prepared remarks.
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