Dreams, Risks and Realities:

An Economic Analysis of Plans to Dam Alaska’s Susitna River
By Gregg Erickson, Erickson & Associates

The Alaska chapter of Trout Unlimited contracted with Erickson & Associates to analyze the opportunity
costs of a decision by the state to build a proposed Susitna-Watana Hydroelectric Project (hereinafter
“Susitna”). The organization asked me to report on the policy issues confronting the state as it considers
the opportunities and risks of major investments in the multi-billion dollar project. My principal findings
are summarized below:

The Alaska Energy Authority has
underestimated the costs to build Susitna.
The Alaska Energy Authority (AEA) estimates it will
cost $5.2 billion to build the project. This estimate
excludes important costs, such as $880 million in
new transmission facilities required to move
Susitna power through or along the routes of
existing transmission facilities. Also excluded are
yet-to-be-negotiated costs of leasing or
purchasing the Native lands on which much of the
project will sit.
A well-documented history of projects managed
by AEA and its predecessor, the Alaska Power
Authority, shows a consistent pattern of
underestimated costs. There is rich literature
documenting cost overruns and their causes for
large engineering projects. There is nothing in
AEA’s Susitna proposal to suggest the agency has
changed its estimating practices to avoid its
pervasive pattern of underestimation.
The Alaska Energy Authority has
underestimated the project’s operating costs.
Even if AEA’s construction cost estimate proves
accurate, the project pencils out only within a
limited range of carefully chosen assumptions.
AEA doesn’t include in its projected operating

costs any payments to Cook Inlet regional Native
corporations. The corporations own the land on
which the dam, much of the reservoir, access roads
and power transmission towers will sit, and will
undoubtedly seek a share of the revenue stream or
other form of payment for use of their lands.

A well-documented history of
projects managed by AEA and its
predecessor, the Alaska Power
Authority, shows a consistent
pattern of underestimated costs.
Two successive studies by University of Alaska
economist Steve Colt demonstrated how
sensitive the projected cost of Susitna power is to
AEA’s changing assumptions about interest rates.
The reduced rate AEA now uses in its
calculations, 5 percent, is exceedingly optimistic
given the state of capital markets, project risks,
and the absence of a state commitment to pay
off the debt if the project can’t do so. More likely,
AEA would have to borrow money at a higher
interest rate, which would translate to
higher-than-projected costs.

The Susitna hydro
project does not
survive any plausible
market test, and AEA
has acknowledged the
project will require
additional state aid.
Another key assumption, AEA’s energy demand forecast, is based
on projections of past trends, with little or no examination of
economic factors such as long-term price elasticity, and changes
in the intensity of energy usage. For example, AEA’s consultants
ignored potential reductions in power requirements from
improved energy efficiency and demand management
The proposed in-state gas pipeline project and Susitna hydro
project compete for the same market.
An underlying question has always been whether there is enough
market demand for two large energy projects to co-exist. To
reduce natural gas shipping costs, promoters of a
500-million-cubic-feet-per-day gas pipeline from the North Slope
– a so-called bullet line – assume their gas would capture half the
Railbelt demand for electric energy. AEA’s analysis of Susitna’s
financial feasibility assumes that Susitna would capture the other
half. Both calculations assume substantial growth in aggregate
and per-capita energy consumption.
Independent experts disagree that there will be sufficient
demand to make both a “bullet line” and a large-scale Susitna
hydro project economic. Maximum scale is crucial for both, and a
zero-sum game for both.
To finance the Susitna project with borrowed money, as AEA’s
feasibility calculations assume, it will be necessary for Railbelt
utilities to agree to purchase Susitna’s entire output. Even then,
the project requires additional buyers, as yet unidentified, to be
feasible.
So far the there is no indication that the utilities have the financial
strength to make a take-or-pay commitment. And should they
make such a promise, it strains credulity to suggest the same
utilities could then commit to fulfill half their energy requirements
with bullet-line gas.

There are also competing needs for the state’s
reserves. Whatever money the state invests in
Susitna will be unavailable for other state policy
priorities. Perhaps most importantly, use of the
state’s cash to finance Susitna competes with the
alternative of using the reserves to forestall a
hard landing for the state budget and economy.

The state could induce or coerce local utilities to
make financial commitments to Susitna, a gas
line project, or both, but so far has shown little
interest in such an exercise of power.

Susitna will require substantial
state assistance, draining the
treasury of reserves needed to
forestall a hard landing for the
state budget and economy
The Susitna hydro project does not survive any
plausible market test, and AEA has
acknowledged the project will require additional
state aid. How much state support will be
needed, and what form it might take, are open
questions. AEA’s executive director said the state
would at some future time determine
“reasonable cost” of Susitna energy, and buy
down the cost of the project to reach that target.
Alaska currently has more than $14 billion in
reserves available for appropriation. Even with
big cost overruns, the state could build Susitna
with cash.
But building Susitna with state money carries
risks and opportunity costs. Depletion of the
state’s cash reserves is sure to lower the state’s
bond rating. This would raise the costs of
borrowing for projects large and small, including
those financed by Alaska local governments.

Spending in fiscal year 2015 is expected to be
about $7 billion, against general fund revenue of
$5 billion. Anticipated deficits are expected to
be balanced by drawing down the state’s
reserves. The director of the Legislative Finance
Division, David Teal, projects the state’s cash
reserves will be exhausted by fiscal year (FY)
2024:
“Then you are going to have a very hard landing.
That scenario, of course, is predicated on the
state’s reserves not being used for any other
purpose.” (See pages 9, 20-21)
In the alternative, the state could borrow the
money. Alaska has an AAA bond rating, the
highest rating for a state government, and has
relatively modest general obligation debt. The
bond markets would likely respond favorably to
a general obligation bond issue to help finance
Susitna.
Borrowing money to finance either of the gas
lines or Susitna also has costs in terms of other
infrastructure and economic development
opportunities foregone, and creates long-term
repayment obligations.
To read the full report:

