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North Slope Central Gas  Facility
• On the Alaska North Slope the Central Gas Facility is a 

gas processing plant, which sends natural gas liquids 
which are produced at the TAPS inlet:

• AS 4 3 .5 5 . 0 0 9  (2 7 ) “point of production” means (A) for oil 
... the device through which the oil enters into the 
facilities of a carrier pipeline...in a condition of pipeline 
quality...”

• AS 4 3 .5 5 . 0 0 9  (1 0 ) “oil” means (A) crude petroleum oil: 
and (b) all liquid hydrocarbons that are recovered...by 
gas processing in a gas processing plant.
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North S l o p e  Central G a s  Facility

• On the Alaska North Slope the Central 
Gas Facility is a gas processing plant,

• AS 43.55.020 (e)"... gas used in the 
operation of a lease or property in the 
state in drilling for or producing oil or gas 
or for repressuring.Js not considered...as 
... gas produced from a lease or property.”
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A n s w e r  to the Question:

• If C G F  remains a separate plant and 
sends gas to a Gas Treatment Plant 
(GTP), gas would be produced as it is 
metered out of plant. The GTP would be 
downstream of the point of production for 
the gas and thus associated operating and 
capital costs would not qualify as lease 
expenditures under AS 43.55.165 (a) nor 
would capital costs qualify for credit 
treatment under AS 43.55023 (a).
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A n s w e r  to the Question:

• If CGF becomes integrated into a Gas 
Treatment Plant (GTP) (produced gas is not 
metered), then the gas would be produced 
within that integrated facility, at the furthest point 
upstream of the beginning of gas treatment or 
the end of gas processing. If the plants are 
integrated, the risk is that some gas processing 
will move downstream of the point of production, 
not that gas treatment will move upstream of the 
point of production.
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• We are trying to determine how attractive an 
investment this pipeline is. Antony Scott, 
Commercial Analyst, DNR, Oil and Gas, in his 
April 11, 2007 presentation shows that using the 
IRR metric this project can have very high rates 
of return, particularly with a third party line. 
However we believe he does not include the 
cost of shippers’ firm transportation 
commitments in his numbers when comparing 
an independent pipeline with a producer owned 
pipeline. How might this affect his results?
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Firm Transportation

• Shipper makes a Firm Transportation 
commitment (FT) to pay the capital portion 
of the tariff whether it uses the pipeline or 
not.

• It is that financial commitment that 
underwrites the pipeline:
- Required by FERC before approving a project
- Requir'd by lenders before lending money to 
a project.
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Producers5 returns as b o t h  

shippers + pipeline owners

N P V  p e r

N P V I R R P / I B O B

$ 3 . 5 0 3 . 0 1 2 . 6 % 1 . 3 $ 0 . 3 7

$ 4 . 0 0 5 . 0 1 4 . 0 % 1 . 4 $ 0 . 6 0

$ 4 . 5 0 6 . 9 1 5 . 4 % 1 . 6 $ 0 . 8 3

$ 5 . 0 0 8 . 7 1 6 . 7 % 1 . 7 $ 1 . 0 6

$ 5 . 5 0 1 0 . 6 1 7 . 9 % 1 . 9 $ 1 . 2 8

$ 6 . 0 0 1 2 . 4 1 9 . 0 % 2 . 0 $ 1 . 5 0

$ 6 . 5 0 1 4 . 2 2 0 . 1 % 2 . 2 $ 1 . 7 2

$ 7 . 0 0 1 6 . 0 2 1 . 1 % 2 . 3 $ 1 . 9 3

$ 7 . 5 0 1 7 . 7 2 2 . 1 % 2 . 5 $ 2 . 1 4

$ 8 . 0 0 1 9 . 3 2 3 . 0 % 2 . 6 $ 2 . 3 3

$ 8 . 5 0 2 0 . 8 2 3 . 9 % 2  7 <K7 5 1  :



<

Producer Upstream Returns 
Base case cost = $20.5B

The A la ska  Gasline  in d u cem en t A ct

N P V I R R N P V  p e c  B O E

$ 3 . 5 0 4 . 1 2 9 . 8 % 3 . 2 $ 0 . 4 9

$ 4 . 0 0 6 . 1 3 9 . 7 % 4 . 3 $ 0 . 7 4

$ 4 . 5 0 8 . 1 4 8 . 7 % 5 . 3 $ 0 . 9 8

$ 5 . 0 0 1 0 . 1 5 6 . 3 % 6 . 4 $ 1 . 2 2

$ 5 . 5 0 1 2 . 1 6 2 . 9 % 7 . 5 $ 1 . 4 6

$ 6 . 0 0 1 4 . 0 6 8 . 9 % 8 . 5 $ 1 . 7 0

$ 6 . 5 0 1 6 . 0 7 4 . 2 % 9 . 5 $ 1 . 9 3

$ 7 . 0 0 1 7 . 8 7 9 . 2 % 1 0 . 5 $ 2 . 1 5

$ 7 . 5 0 1 9 . 6 8 3 . 9 % 1 1 . 5 $ 2 . 3 7

$ 8 . 0 0 2 1 . 3 9 0 . 4 % 1 2 . 4 $ 2 . 5 7

$ 8 . 5 0 2 2 . 9 9 5 . 6 % 1 3 . 2 $ 2 . 7 6 7



C a l c u l a t e d  I R R  a t  v a r i o u s  p r i c e  l e v e l s

3 .5 4 .0 4 .5 5 .0 5 .5 6 .0 6 .5 7 .0 7 .5 8 .0 8 .5

—  U p s t r e a m  &  P i p e l i n e 1 2 .6 1 4 .0 1 5 .4 1 6 .7 1 7 .9 1 9 .0 2 0 .1 2 1 .1 2 2 .1 2 3 .0 2 3 .9

—  U p s t r e a m  O n l y 2 9 .8 3 9 .7 4 8 .7 5 6 .3 6 2 .9 6 8 .9 7 4 .2 7 9 .2 8 3 .9 9 0 .4 9 5 .6

________ L
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• *

Internal R a t e  of return

S t e p  O n e :  M o d e l  A n  O w n e d  P r o j e c t

C a p C o s t s O p  C o s t s R e v e n u e s C a s h  F l o w s

U n i t s : 1000 1 0 0 0

D o l l a r s 0.1 5

P r o d u c t 100 5 0 0 0

Y e a r

0 ! (2 0 ,0 0 0 ) (2 0 ,0 0 0 )

1 ( 1 0 0 ) 5 ,0 0 0 4 ,9 0 0

2 ( 1 00 ) 5 ,0 0 0 4 ,9 0 0

3 ( 1 0 0 ) 5 ,0 0 0 4 ,9 0 0

4 ( 100 ) 5 ,0 0 0 4 ,9 0 0

5 ( 10 0 ) 5 ,0 0 0 4 ,9 0 0

6 ( 1 0 0 ) 5 ,0 0 0 4 ,9 0 0

7 ( 1 0 0 ) 5 ,0 0 0 4 ,9 0 0

8 ( 1 0 0 ) 5 ,0 0 0 4 ,9 0 0

9 ( 10 0 ) 5 ,0 0 0 4 ,9 0 0

10 ( 1 0 0 ) 5 ,0 0 0 4 ,9 0 0

I R R : 2 1 %
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•  •

Internal Rate of
S t e p  Tw o :  M o d e l  Ca p i ta l  C o m p o n e n t  o f  Tariff

U s i n g  P A Y M E N T  func t ion

U n i t s :

Dol lar s B a l a n c e Interes t P a y m e n t B a l a n c e

P r o d u c t 10%

Y e a r i
0 i 20 ,000.00

1 20 ,000.00 2 ,000.00 (3 ,254 .91) 18,745.09

2 18,745.09 1,874.51 (3 ,254 .91) 17,364.69

3 17,364.69 1,736.47 (3 ,254 .91) 15,846.25

4 15,846.25 1,584.63 (3 ,254 .91) 14,175.97

5 14 ,175.97 1,417.60 (3 ,254 .91) 12,338.66

6 12,338.66 1,233.87 (3 ,254 .91) 10,317.62

7 10,317.62 1,031.76 (3 ,254 .91) 8 ,094.47

8 8 ,094.47 809.45 (3 ,254 .91) 5 ,649.01

9 5 ,649.01 564.90 (3 ,254 .91) 2 ,959.01

10 2 ,959.01 295.90 (3 ,254 .91 ) 0.00

!

I
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of Return

S t e p  T h r e e :  M o d e l  T h i r d  P a r t y  L i n e

w i t h  n o  F T  b u t  w i t h  t a r i f f

T a r i f f R e v e n u e s C a s h  F l o w s

U n i t s :

D o l l a r s

P r o d u c t

Y e a r

0

1 (3 ,3 5 4 .9 ) 5 ,0 0 0 .0 1 ,6 4 5 .1

2 (3 ,3 5 4 .9 ) 5 ,0 0 0 .0 1 ,6 4 5 .1

3 (3 ,3 5 4 .9 ) 5 ,0 0 0 .0 1 ,6 4 5 .1

4 (3 ,3 5 4 .9 ) 5 ,0 0 0 .0 1 ,6 4 5 .1

5 (3 ,3 5 4 .9 ) 5 ,0 0 0 .0 1 ,6 4 5 .1

6 (3 ,3 5 4 . 9 ) 5 ,0 0 0 .0 1 ,6 4 5 .1

7 (3 ,3 5 4 . 9 ) 5 ,0 0 0 .0 1 ,6 4 5 .1

8 (3 ,3 5 4 . 9 ) 5 ,0 0 0 .0 1 ,6 4 5 .1

9 (3 ,3 5 4 .9 ) 5 ,0 0 0 .0 1 ,6 4 5 .1

10 (3 ,3 5 4 .9 ) 5 ,0 0 0 .0 1 ,6 4 5 .1

I R R : ' # N U M !

Internal R a t e
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•  •

Internal Rate of Return
S t e p  F o u r :  M o d e l  T h i r d  P a r t y  L i n e

w i t h  s o m e  a d d i t i o n a l  c a p i t a l

T a r i f f R e v e n u e s C a s h  F l o w s

Y e a r

0 ( 1 0 0 .0 )

1 (3 ,3 5 4 . 9 ) 5 ,0 0 0 .0 1 , 6 4 5 .1

2 (3 ,3 5 4 .9 ) 5 ,0 0 0 .0 1 ,6 4 5 .1

3 (3 ,3 5 4 .9 ) 5 ,0 0 0 .0 1 ,6 4 5 .1

4 (3 ,3 5 4 .9 ) 5 ,0 0 0 .0 1 ,6 4 5 .1

5 (3 ,3 5 4 . 9 ) 5 ,0 0 0 .0 1 ,6 4 5 .1

6 (3 ,3 5 4 .9 ) 5 ,0 0 0 .0 1 ,6 4 5 .1

7 (3 ,3 5 4 .9 ) 5 ,0 0 0 .0 1 ,64 5 .1

8 (3 ,3 5 4 . 9 ) 5 ,0 0 0 .0 1 ,6 4 5 .1

9 (3 ,3 5 4 . 9 ) 5 ,0 0 0 .0 1 ,6 4 5 .1

10 (3 ,3 5 4 .9 ) 5 ,0 0 0 .0 1 ,6 4 5 .1

1 6 4 5 %
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•  •

Internal Rate of Return
S t e p  F i v e :  M o d e l  T h i r d  P a r t y  L i n e

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

T a r i f f R e v e n u e s C a s h  F l o w s

Y e a r

0 (2 ,0 0 0 .0 )

1 (3 ,3 5 4 .9 ) 5 ,0 0 0 .0 1 ,64 5 .1

2 (3 ,3 5 4 .9 ) 5 ,0 0 0 .0 1 ,645 .1

3 (3 ,3 5 4 .9 ) 5 ,0 0 0 .0 1 ,645 .1

4 (3 ,3 5 4 .9 ) 5 ,0 0 0 .0 1 ,645 .1

5 (3 ,3 5 4 .9 ) 5 ,0 0 0 .0 1 ,645 .1
6 (3 ,3 5 4 .9 ) 5 ,0 0 0 .0 1 ,645 .1

7 (3 ,3 5 4 . 9 ) 5 ,0 0 0 .0 1 ,645 .1
8 (3 ,3 5 4 .9 ) 5 ,0 0 0 .0 1 ,645 .1

9 (3 ,3 5 4 .9 ) 5 ,0 0 0 .0 1 ,645 .1

10 (3 ,3 5 4 .9 ) 5 ,0 0 0 .0 1 ,64 5 .1

8 2 %
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Internal R a t e  of Return

S t e p  S i x :  M o d e l  T h i r d  P a r t y  L i n e

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

T a r i f f R e v e n u e s C a s h  F l o w s

Y e a r

0 (6 ,7 5 0 .0 )

1 (3 ,3 5 4 .9 ) 5 ,0 0 0 .0 1 ,6 45 .1

2 (3 ,3 5 4 .9 ) 5 ,0 0 0 .0 1 ,645 .1

3 (3 ,3 5 4 .9 ) 5 ,0 0 0 .0 1 ,64 5 .1

4_ . (3 ,3 5 4 .9 ) 5 ,0 0 0 .0 1 ,645 .1

5 (3 ,3 5 4 .9 ) 5 ,0 0 0 .0 1 ,64 5 .1

6 (3 ,3 5 4 .9 ) 5 ,0 0 0 .0 1 ,6 45 .1

7 (3 ,3 5 4 .9 ) 5 ,0 0 0 .0 1 ,6 4 5 .1

8 (3 ,3 5 4 .9 ) 5 ,0 0 0 .0 1 ,645 .1

9

10

(3 ,3 5 4 .9 ) 5 ,0 0 0 .0 1 ,6 4 5 .1

(3 ,3 5 4 .9 ) 5 ,0 0 0 .0 1 ,645 .1

<
i I R R : 2 1 %
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• This statement requires that an enterprise 
disclose its commitments under 
unconditional obligations that are 
associated with suppliers’ financing 
arrangements. Such obligations often are 
in the form of take-or-pay contracts and 
throughput contracts.

F A S B  4 7  D i s c l o s u r e  o f  L o n g  T e r m

O b l i g a t i o n s  ( 1 9 8 1 )

M a y  2  2 0 0 7 D a n  E .  D i c k i n s o n  C P A 4 7



Obligations (1981)

• Example 2

• 2 7 . C Company has entered into a throughput 
agreement with a natural gas pipeline providing that C 
will provide specified quantities of natural gas 
(representing a portion of capacity) for transportation 
through the pipeline each period while the debt used to 
finance the pipeline remains outstanding. The tariff 
approved by the Federal Energy Regulatory Commission 
contains two provisions, a demand charge and a 
commodity charge. The demand charge is computed to 
cover debt service, depreciation, and certain expected 
expenses.

F A S B  4 7  D i s c l o s u r e  o f  L o n g  T e r m
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F A S B  47 Disclosure of Long T e r m  

Obligations (1981)

• 27. (cont.) The commodity charge is intended to 
cover other expenses and provide a return on 
the pipeline company’s investment. C Company 
must pay the demand charge based on the 
contract quantity regardless of actual quantities 
shipped, while the commodity charge is applied 
to actual quantities shipped. Accordingly, the 
demand charge multiplied by the contracted 
quantity represents a fixed and determinable 
amount.
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Obligations (1981)

• 28. C’ disclosure might be as follows:
- C company has signed an agreement 
providing for the availability of needed 
transportation capacity through 1990. Under 
that agreement, the company must make 
specified minimum payments monthly. The 
aggregate amounts of such required 
payments at December 31, 19X1 is as follows 
(in thousands):

F A S B  4 7  D i s c l o s u r e  o f  L o n g  T e r m
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F A S B  4 7  D i s c l o s u r e  o f  L o n g  T e r m

O b l i g a t i o n s  ( 1 9 8 1 )

• 28 (cont).
•19X2 $ 5,000
• 19X3 5,000
• 19X4 5,000
• 19X5 4,000
• 19X6 4,000
• Later years 26,000
• Total 49,000
• Less: Amount representing interest (9,000)
• Total at present value $ 40,000
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• 28 (cont).

• In addition the company is required to pay 
additional amount depending on actual 
quantities shipped under the agreement. 
The companies total payments under the 
agreement were (in thousands) $6,000 in 
19W9 and $5,000 both in 19X0 and in 
19X1.

F A S B  4 7  D i s c l o s u r e  o f  L o n g  T e r m

O b l i g a t i o n s  ( 1 9 8 1 )
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Contractun] Com m itm ents '

The following table summarizes Ibe Group's principal contractual obligations aL December 31, 2003. Further 
information on borrowings and capital leases is given in Item  18 —  Financial Statements —• Note 29 on page F-47 and 
further information on operating leases is given in Item IS —  Financial Statements —  Note 17 on page F-29.

Payments due by period

Expected paym ents by period  imrlcv 
contractual obligations and 
com m ercial com m itm ents

Total 2004 2005 2006 2007 2008
2009 and 
thereafter

($ million)
Borrowings (a) 20,143 9,366 2,674 2.7SG 1,299 945 3,073
Finance lease obligations 4,634 127 243 248 240 248 3,528
Operating leases 8,115 1,275 1,066 895 799 728 3,352
Decommissioning liabilities 7,504 86 156 173 154 156 6,779
Environmental liabilities 2.430 465 441 402 276 186 660
Pensions (b) 26,682 633 649 652 659 6 6 6 23,423
Other post-employment benefits (c) 31,768 242 252 259 263 264 10,483
Unconditional purchase obligations (d) 67.828 45,491 7,076 3,133 1.388 1,655 8,585

(a) Expected payments exclude interest, payments on borrowings.

(b) Represents tin*, expected future contributions to funded pension plans and payments by unfunded pension plans.

(c) Represents the expected future payments for postretirement benefits.

(d) Represents any agreement to purchase goods or acrvices that is enforceable and legally binding and that specifies all 
significant terms. The amounts shown include arrangements to secure long-term access to supplies o f crude oil, natural 
gas, feedstocks and pipeline systems. In addition, the amounts shown for 2004 include purchase commitments existing 
at December 31, 2003 entered into principally to meet the G roup’s short term manufacturing and marketing 
requirements. The price risk associated with these crude oil, natural gas and power contracts is discussed in Item 11 — 
Quantitative and Qualitative Disclosures about M arket R isk on page 170.

The following table summarizes the nature o f the Group’s unconditional purchase obligations.

Payments due by period

Unconditional purchase  obligations 
paym ents due by x>eriud

Crude oil and oil products 
Nntural gas
Chemicals and other refinery feedstocks
Utilities
T ra n sp o r ta t io n
U se  o f  fa c ili tie s  m id  s e rv ic e s

2009 and
Total 2004 2005 2006 2007 2008 thereafter

22,043 19,350 344
($ million) 

4 5 2 422 374 601
19,439 13,189 2,575 1,141 489 398 1,647
10.049 2,277 1,666 753 563 543 4,245
11,612 9.622 1,231 239 62 54 354
2.814 73S 510 365 247 204 750
1,871 315 250 133 105 SO 98S

5 3Total 6 7 , 8 2 3  4 5 , 4 9 1  7 .0 7 (5  3 , 1 3 3  1 .S 8 8  1 ,6 5 5  8 ,5 8 5



B P S  2 0 0 3  20(f)

• Unconditiona1 purchase obligations (d)
• (d) Represents any agreement to purchase 
goods or services that is enforceable and legally 
binding and that specifies all significant terms. 
The amounts shown include arrangements to 
secure long-term access to supplies of crude oil, 
natural gas feedstocks and pipeline systems.

• Obligations set out for five years, after five years 
and in total
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W h y  d o e s  this matter?

• Moody’ Investors Service
• Authors (or “Contacts”):
• Barbara Havlicek, Kevin Stoklosa, Greg Jonas, 
Laura Levenstein, Pamela Stumpp, Michel 
Madelain, Trevor Pijper, Wofgang Draak,
Waylon Iserhoff, Brian Cahill, Thomas Keller, 
Takohiro Morita

• The Analysis of Off-Balance Sheet Exposures, A 
Global Perspective

• July 2004
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• •

M o o d y ’s Rating M e t h o d o l o g y

• Take-Or-Pay Contracts
• Take or pay contracts are another form of 
purchase commitment typically found in the ... 
energy industry. ... Such contracts can be 
problematic if market conditions and raw 
material prices change or if the price of the end 
product drops. Regardless of whether of not the 
contract becomes problematic, Moody’s factors 
payments under take-or-pay contracts into the 
analysis of future cash flows and may also 
adjust the balance sheet if necessary. (Havlicek 
page 7)
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W h y  d o e s  this matter?

• Standard & Poor’s

• Authors (and “Analytical Contacts”):

• Solomon B. Samson, Scott Sprinzen, 
Emmanuel Dubois-Pelerin, Kenneth C. 
Pfeil

• Corporate Ratings Criteria

• 2006
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Methodology

• Off balance-sheet financing
-Analysis of liabilities is not limited to those 
shown on the company’s balance sheet. Off 
balance-sheet items factored into the 
leverage analysis include the following:
• Operating leases
• Guarantees, debt of joint ventures and 

unconsolidated subsidiaries
• Take-or-pay contracts and obligations under 

throughput and deficiency agreements...
- (Samson pgs. 28-29)

S t a n d a r d  a n d  P o o r ’s  R a t i n g
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•  •

S t a n d a r d  a n d  P o o r ’ s  R a t i n g  

M e t h o d o l o g y

• Various methodologies are used to 
determine the proper adjustment value for 
each off-balance-sheet item. In some 
cases, the adjustment is straightforward. 
For example, the amount of guaranteed 
debt can simply be added to the 
guarantor’s liabilities. Other adjustments 
are more complex or less precise. 
(Samson pg. 2 9 )
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C l o s i n g  T h o u g h t :

• E.C. Capen and D.F.Casev The 
Economics of Creative Financing

Society of Petroleum Enqineers 1 1 6 6 4  

(1 9 8 3 )
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C l o s i n g  T h o u g h t :

•  N o w  a n d  th e n ,  s o m e o n e  c o m e s  in  a n d  
a n n o u n c e s  t h a t  h e  h a s  d is c o v e r e d  th e  b u s in e s s  
m a n ’s  e q u iv a le n t  to  t h e  F o u n ta in  o f  Y o u th  -  a  
c o r p o r a t e  m o n e y  t r e e .  T h e  p e r s o n  w i l l  in s t r u c t  
u s  t h a t  h is  p e t  p r o je c t  (P P )  n e e d  n o t  c o m p e te  f o r  
c a s h  in  th e  b u d g e t in g  p r o c e s s  b e c a u s e  h e  h a s  
f o u n d  a  b e n e fa c to r ,  M r .  S . C la u s ,  w i l l in g  to  p u t  
u p  th e  m o n e y  a t  n o  c o s t  s a v e  s o m e  “ s m a ll  
m o n t h ly  p a y m e n ts ” to  b e  w o r k e d  o u t  la te r .

T h e s e  p a y m e n ts  s h o u ld  c o m e  f r o m  P P ’s  p r o f i t s  
a n d  r e p r e s e n t  n o  re a l d r a in  o n  th e  c o m p a n y .

M a y  2  2 0 0 7 D a n  E .  D i c k i n s o n  C P A 6 1



C l o s e  o f  C l o s i n g  T h o u g h t

•  T o  b e  s u r e  w e  s e ld o m  s e e  r e q u e s ts  a s  b la ta n t  

a s  p o r t r a y e d  a b o v e ,  b u t  w e  n e v e r th e le s s  s e n s e  

s o m e  m is u n d e r s ta n d in g s  a b o u t  h o w  to  e v a lu a te  

p r o je c ts  t h a t  h a v e  a l t e r n a t iv e s  to  o u t r ig h t  

p u r c h a s e  o f  g o o d s  a n d  e q u ip m e n t .  H a s  th e  o ld  

m a x im  p r o h ib i t in g  f r e e  lu n c h e s  s o m e h o w  b e e n  

s e t  a s id e  w ith  r e g a r d  to  s o  c a l le d  c r e a t iv e  

f in a n c in g ?  N o , m o r e  l ik e ly  th e  lu n c h  c o s t s  m o r e  

th a n  n o r m a l,  b u t  w e ’ re  n o t  a lw a y s  s u r e  w h o  

p a y s .  ( C a p e n  &  C a s e y  p g .  2 4 1 )

M a y  2  2 0 0 7 D a n  E .  D i c k i n s o n  C P A 6 2
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•  •

F E R C ’ s  R e g u l a t i o n  o f  

I n t e r s t a t e  N a t u r a l  G a s  

P i p e l i n e s

W i l l i a m  A  M o g e l  

S a u l  E w i n g  L L P

S e n a t e  F i n a n c e  C o m m i t t e e  

M a y  8 ,  2 0 0 7

1



«

T H E  F E R C 'S  R E G U L A T O R Y  R E G I M E ,  

W H I C H  I S  D E S I G N E D  T O  P R O T E C T  

C O N S U M E R S ,  P R O H I B I T S  A N  

I N T E R S T A T E  N A T U R A L  G A S  P I P E L I N E  

F R O M  A C T I N G  I N  A N  A N T I ­

C O M P E T I T I V E ,  D I S C R I M I N A T O R Y  O R  

P R E F E R E N T I A L  M A N N E R  T O  A N Y  

S H I P P E R .

2



•  •

QUALIFICATIONS
o  3 0  y e a r s  a s  a  F E R C  p r a c t i t i o n e r .

o  A u t h o r / E d i t o r  o f  1 7  b o o k s  o n  e n e r g y  l a w .

o  W r i t i n g s  c i t e d  a s  a u t h o r i t y  b y  t h e  U S  

S u p r e m e  C o u r t .

o  A d j u n c t  l e c t u r e r  a t  l a w  s c h o o l  o n  e n e r g y  

l a w .

o  R e g u l a t o r y  p r a c t i c e  i n c l u d e s  e n e r g y  

p r o j e c t s  i n  f o r e i g n  c o u n t r i e s .

3



•  •

CERTIFICATES OF PUBLIC 
CONVENIENCE AND NECESSITY

o  U n l i k e  o i l  p i p e l i n e s ,  b e f o r e  a  n a t u r a l  g a s  p i p e l i n e  

c a n  c o m m e n c e  c o n s t r u c t i o n  a n d  o p e r a t i o n  i t  m u s t  

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

p u b l i c  b e n e f i t .

o  F E R C  c a n  c o n d i t i o n  t h e  c e r t i f i c a t e  o n  n u m e r o u s  

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

c o m p l e t e d .

o  A  p i p e l i n e  c a n n o t  e x p a n d ,  t e r m i n a t e  o r  " a b a n d o n "  

s e r v i c e  w i t h o u t  p r i o r  a p p r o v a l  o f  F E R C .

4



RATES AND TERMS AND 
CONDITIONS OF SERVICE
o  F E R C  m u s t  a p p r o v e  a l l  r a t e s ,  r a t e  c h a n g e s  

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

p i p e l i n e ' s  t a r i f f .

o  F E R C  h a s  a u t h o r i t y  t o  i n v e s t i g a t e  e x i s t i n g  

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

o  R a t e s  t h a t  a r e  n o t  " j u s t  a n d  r e a s o n a b l e "  

m a y  b e  r e j e c t e d  a n d  r e f u n d s  c a n  b e  

o r d e r e d .

5
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IN T E R S T A T E  N A T U R A L  G A S  P IP E L IN E S  

A R E  R E Q U IR E D  T O  B E  “ O P E N  A C C E S S ”

o  C a p a c i t y  m u s t  b e  a l l o c a t e d  o n  a  n o n -  

d i s c r i m i n a t o r y  b a s i s  t o  a f f i l i a t e d  a n d  n o n ­

a f f i l i a t e d  s h i p p e r s .

o  R a t e s  c h a r g e d  a n d  t e r m s  a n d  c o n d i t i o n s  f o r  

c a p a c i t y  m u s t  b e  j u s t  a n d  r e a s o n a b l e  a n d  m a y  

n o t  d i s c r i m i n a t e  o r  g r a n t  a  p r e f e r e n c e  t o  

s h i p p e r s  s i m i l a r l y  s i t u a t e d .

o  C a p a c i t y  r e l e a s e  p r o g r a m s  m u s t  b e  n o n -  

d i s c r i m i n a t o r y  a n d  t r a n s p a r e n t .

6



IN T E R S T A T E  P IP E L IN E S  A R E  R E Q U IR E D  

T O  A D H E R E  T O  C O M P R E H E N S IV E  

S T A N D A R D S  O F  C O N D U C T

o  N o  p r e f e r e n c e  i n  s h a r i n g  o f  i n f o r m a t i o n ,  s e t t i n g  

r a t e s ,  a n d  t e r m s  a n d  c o n d i t i o n s  b e t w e e n  t h e  

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



F E R C  H A S  B E E N  G R A N T E D  A D D I T I O N A L  

P U N IT IV E  A U T H O R I T Y  B Y  T H E  E P A c t  o f  2 0 0 5

o  T o  p u n i s h  v i o l a t i o n s  o f  i t s  s t a t u t e s  a n d  

r e g u l a t i o n s  b y :

•  F i n e s  o f  u p  t o  $ 1  m i l l i o n  p e r  v i o l a t i o n  p e r  

d a y .

• D i s g o r g e m e n t  o f  u n j u s t  p r o f i t s .

• R e f e r r a l s  t o  t h e  J u s t i c e  D e p a r t m e n t  f o r  

c r i m i n a l  p r o s e c u t i o n .

8
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#

The FERC’s regulatory regime for 
interstate natural gas pipelines is 
significantly different from oil pipelines 
and changes since 1 9 8 5  insure that 
pipeline’s will not act unlawfully or 
discriminate against shippers.

9
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i n t r o d u c t i o n
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O u t l i n e

■  W h a t  i s  P r o j e c t  F i n a n c e ?

■  R i s k  A l l o c a t i o n  a n d  M i t i g a t i o n

■  T h e  C u r r e n t  P r o j e c t  F i n a n c e  M a r k e t

■  B u i l d i n g  B l o c k s  o f  a  T y p i c a l  P r o j e c t  F i n a n c i n g

■  P r o j e c t  F i n a n c e  f o r  O i l ,  G a s  a n d  P i p e l i n e s

S U L L I V A N  &  C R O M W E L L  L L P
1
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I n t r o d u c t i o n
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■  I n t r o d u c t o r y  l e v e l

■  T h e  p r o b l e m  o f  p r e c e d e n t

US$ Billions

92% of closed 
projects in 
Dealogic data 
base have 
financings of 
under S1 billion

Largest previous 
pipeline 
financing: 
Alliance Gas, 
$2.6 billion of 
debt

Largest previous 
oil & gas financing: 
Qatargas 2 LNG 
Complex, $6.5 
billion of debt

Largest previous 
financing:
Taiwan High 
Speed Rail Project, 
$6.7 billion of debt

ANGP

S U L L I V A N  &  C R O M W E L L  L L P

P r e m a t u r e  t o  
t a l k  a b o u t  
s p e c i f i c  
f i n a n c i n g  f o r  
A N G P
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I n t r o d u c t i o n
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K e y  P o i n t s

■  P r e m a t u r e  t o  d i s c u s s  a n y  s p e c i f i c  A N G P  f i n a n c i n g  

b e c a u s e  p r o j e c t  d e s i g n  a n d  s c o p e ,  i d e n t i t y  o f  s p o n s o r s ,  

n a t u r e  o f  c o m m e r c i a l  c o n t r a c t s ,  s p o n s o r  f i n a n c i n g  

o b j e c t i v e s ,  r u l e s  f o r  u s e  o f  F e d e r a l  g u a r a n t e e s ,  m a r k e t  

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

u n k n o w n

■  C a n  t a l k  a b o u t  m a i n  d r i v e r s  o f  o i l ,  g a s  a n d  p i p e l i n e  

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

d e v e l o p m e n t  o f  A N G P  m i g h t  i n f l u e n c e  f i n a n c i n g

S U L L I V A N  &  C R O M W E L L  L L P 3
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W h a t  i s  P r o j e c t  F i n a n c e ?
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1 . W h a t  is  P r o je c t  F in a n c e ?

S p o n s o r s
E q u i t y  P o r t i o n  o f  

C a p i t a l  C o s t s

L e n d e r s  i »
D e b t  P o r t i o n  o f  

C a p i t a l  C o s t s

P r o j e c t

P r o d u c t

o r

S e r v i c e

B u y e r s

Portion of Sales 
Proceeds Used 
to Repay Debt

S U L L I V A N  a  C R O M W E L L  L L P
5
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1 . W h a t  is  P r o je c t  F in a n c e ?
■ H ffl «  E  B ■ ■ ■ ■ I I  a  D ■ R E  E  id £2 H 0 BB 63 B3 S2 H Sf □ 13 0 E  0 □ 0 0 Ei E3 3 13 tt f ; 3 ::.

■  A t  o n e  p o i n t  v i r t u a l l y  s y n o n y m o u s  w i t h  p o w e r  p l a n t  f i n a n c i n g

■  T o d a y ,  p r o j e c t  f i n a n c e  i s  n o t  a  s i n g l e  f i n a n c i a l  p r o d u c t ,  

b u t  d i f f e r e n t  p r o d u c t s  f o r  d i f f e r e n t  m a r k e t s :

■ e.g., airplanes, toll-roads, upstream oil, power plants -  
all very different products, markets and practices

Beware of generalizations

S U L L I V A N  &  C R O M W E L L  L L I>
G
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1 . W h a t  is  P r o je c t  F in a n c e ?
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■  W h a t  d o  t h e s e  d i f f e r e n t  “ p r o j e c t  f i n a n c e ”  p r o d u c t s  a n d  

m a r k e t s  h a v e  i n  c o m m o n ?  

N O T  c o r p o r a t e  f i n a n c e  

■  I n  c o r p o r a t e  f i n a n c e :

■ The borrower is usually a diversified enterprise whose future net 
cash flows can be difficult to predict

■ The lender has full recourse to all present and future assets and 
revenues of the borrowing group

■ The structure and covenants of the major corporate finance debt 
products are highly standardized

S U L L I V A N  &  C R O M W E L L  L L P
7



I n s t e a d ,  P r o je c t  F in a n c e  i s . . .
■ a  a  ss ■ ■ h  a  sa a  h  «  □ a  u  e  10 a  h  bb □ s  ei ss □ s  m □ h  □ a  cj □ □ m □ L; q i:. b  n  • ’ .• ■< ;

■  A  t a i l o r e d  p r o d u c t

■  A  h i g h l y  s t r u c t u r e d  p r o d u c t

■  A  n o n - d i v e r s i f i e d  c r e d i t

■  O f t e n  “ g r e e n f i e l d ”

■  A  c a s h - f l o w - b a s e d  c r e d i t

■  U s u a l l y  b a s e d  o n  c o n t r a c t u a l  c o m m i t m e n t s

■  L i m i t e d  r e c o u r s e

■  A  t o o l  w h o s e  p u r p o s e  i s  s o m e t i m e s  r i s k - s h a r i n g  a n d  

r i s k - m i t i g a t i o n ,  a s  w e l l  a s  f u n d - r a i s i n g

^ ^ i o n  1: What is Project Finance?

S U L L I V A N  a  C R O M W E L L  L L P
8
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1 cfion 1: What is Project Finance?

P r o je c t  F in a n c e  is...
a b ■ ■ ■ ■ ■ ■ ■ b a a a s a n a b a s 0  a sa a ss 0  s  is 0  e b a s a a a rj h n u u a  r:

■ A tailored product
■ Debt structure and terms crafted to reflect the risk and economic 

profile of the specific project

■ In contrast, most other financial products (e.g., high yield debt, 
investment grade bonds, private placement debt) have highly 
standardized features and covenants

Even in the most active parts of market, e.g. U.S. 
private power, all attempts to standardize terms 
and conditions have failed.

S U L L I V A N  a  C R O M W E L L  L L P
9



ion  1: What is Project Finance?

P r o je c t  F in a n c e  i s . . .
B B B B B B B B B B B B B B B B H H B B B H t s i a E H a i a i a H s a r s E i n s a H r a t a i a c j r . i  •

h A highly structured product
m Project loans typically involve structural elements such as

■ completion support
■ account structures
■ off-take commitments
■ security interests
■ project covenants and
■ structured remedies

that differ from those commonly found in corporate credits.

a These structural elements are crafted to satisfy sponsor 
objectives and credit concerns and to match the risk profile of 
the specific project

S U L L I V A N  S . C R O M W E L L  L L P



ion 1: What is Project Finance?

P r o je c t  F in a n c e  i s . . .
a  b s  a  b b ■ n a  d a  a  a  tn b *  d g a  b d u i ? d n  i ..

A non-diversified credit
•  One business, one product, one committed source of cash flows

■ But, also indirectly a function of the value chain that lies “ behind” 
the project:

■ contractual commitments by customers
■ and all the real-world factors that determine if those commitments 

will be met

I

S h i p p e r s

Transportation 
Agreement Tnrilr. .

P i p e l i n e

Debt
Service
£ s s s ?

I

S U L L I V A N  &  C R O M V / E L L  L L P
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P r o je c t  F in a n c e  i s . . .
■  ■  B ■  ■  ■  H H 0 H B H ■  0 0 H H H 0 0 0 S3 □  [2 13 El 13 E3 L2 Gel Cl uJ P K] LH □  F5 D3 G R ' : "

■ Often “greenfield”
■ When loan is disbursed, business does not exist

■ In “greenfield” project — threshold risk is whether the project 
can get

a built on time,
n within budget, and
■ will work as promised, minimizing likelihood of force majeure events

% Lenders generally unwilling to take entire unmitigated completion 
risk — sponsors always bear primary, or “ first layer” of risk 
through equity and/or completion support

■ Many projects fail because adequate completion support is not 
available

^ W i o n  1: What is Project Finance?

S U L L I V A N  a  C R O M W E L L  L L P



ion 1: What is Project Finance?

P r o je c t  F in a n c e  i s . . .
is ii ■ ■ ■ ■ n ■ e ■ a ■ d n d h □ b a m m □ □ n ca bi m m s in m □ □ e □ a s □ a ra r..

A cash-flow-based

E q u i t y  L o a n s

C o n s t r u c t i o n  C o s t s  +-

O p e r a t i n g  C o s t s  
a n d  T a x e s

D e b t  S e r v i c e

P r o j e c t

T
d i s t r i b u t i o n s  
t o  O w n e r s

S a l e s
P r o c e e d s

■ Primary credit metrics are cash-based:
ratio of “cashflow available for debt service” to debt service

Di ft  -  v .

P r e - c o m p l e t i o n

P o s t - c o m p l e t i o n

S U L L I V A N  &  C R O M W E L L  L L P
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* •  •ion 1: What is Project Finance?

P r o je c t  F in a n c e  i s . . .
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■ Usually based on contractual commitments
■ Contractual commitments are generally in an amount 

suffic ient to cover debt service and an agreed “ cushion,” and 
fo r a term no shorter than term of debt

u Examples
■ Power plant: power purchase agreement
■ Pipeline: transportation agreements 

■ Exceptions
■ Projects that produce “terminal market” commodities 

(copper, market crude oil)
■ There is a limited appetite for “merchant risk” (market risk) in 

deep and well understood markets (principally electric power)
■ Contractual commitments are only as good as the parties 

behind them.

S U L L I V A N  &  C R O M W E L L  L L P



1: What is Project Finance?

W W W W W W V . V W W W

P r o je c t  F in a n c e  i s . . .
B f l B B f l B f l f l B B B B B B B f l B B f l B I B E S H B Q B B B B E S B l E g B I E l B I I Z m  U □  H E  -'■

■ Limited recourse
•  “ G e n e ra l R e co u rse ” -  means all of the present and future 

assets and revenues of the borrowing group are available to 
satisfy the debt.

■ “ L im ite d  R e c o u rse ” -  means that only specified assets or 
revenue streams are available to satisfy the debt -  neither 
borrower nor its affiliates “ owes” the debt if it cannot be satisfied 
from the agreed assets or revenue stream.
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1: What is Project Finance?
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■ A tool whose purpose is sometimes risk-mitigation and 
risk-allocation, as well as fund-raising

■  A s  s u c h ,  i t  s o m e t i m e s  e n a b l e s  t h e  p r o j e c t  b y

■ providing some partners with necessary funds,

■ lowering financing costs,

■ mitigating or sharing risks,

■ strengthening the project through involvement of financing 
“ partners”
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Section 1: What is Project Finance?

S u m m a r y  o f  M a in  P o in t s
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■  H a r d  t o  g e n e r a l i z e  -  d i f f e r e n t  f o r  d i f f e r e n t  t y p e s  o f  p r o j e c t s

■  T a i l o r e d  a n d  s t r u c t u r e d  f o r  t h e  p a r t i c u l a r  p r o j e c t

■  F o l l o w i n g  c o m p l e t i o n ,  l o a n s  f o r  r e p a y m e n t  l o o k  o n l y  t o  

p r o j e c t  c a s h  f l o w s ,  t y p i c a l l y  b a s e d  o n  c o n t r a c t u a l  

c o m m i t m e n t s

■  O f t e n  s e r v e s  i m p o r t a n t  p u r p o s e s  i n  a d d i t i o n  t c  s i m p l y  

r a i s i n g  f u n d s
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ction 2: Risk Allocation and Mitigation

K e y  p o i n t
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■  S p o n s o r s  a l w a y s  b e a r  a l l  r i s k s  o n  e q u i t y  i n v e s t m e n t

■  S p o n s o r s  b e a r  p r i m a r y  r i s k  o f  l o s s  - 1 0 0 %  l o s s  o f  e q u i t y  

i n v e s t m e n t  b e f o r e  f i r s t  d o l l a r  o f  l o s s  o n  d e b t

The sponsors’ economic stake is the foundation 
of the credit — not just a cushion against loss, 
but the basis for the lenders’ expectation that 
the sponsors will be well-motivated to make the

S U L L I V A N  a  C R O M W E L L  L L P
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K e y  p o i n t  ( c o n t ’ d )
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■  T r a d i t i o n a l  m a x i m :  “ P r o j e c t  f i n a n c e  i s  a  b e t  o n  t h e  

s p o n s o r s . ”

■ Lenders expect “voluntary” fix of post-completion problems 
because of financial (equity) stake, strategic factors and/or 
reputational risk.

■ This leads to lender focus on
■ Size of equity stake and leverage
■ Operating experience
■ Financial strength 
n Strategic story

2: Risk A llocation and Mitigation
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tion 2: Risk Allocation and Mitigation

2 . R is k  A l l o c a t i o n  a n d  M i t i g a t i o n
h  ■ ■ ■ ■ n  is n  ■ d  s i  a  ■ ■ ■ e  a  □ s s  0  a  0  s  a  □ □ i s  23 i s  e  Era i s  ca co d  m □ ta □ □ □ □ u  - : J ...

W i t h i n  t h e  d e b t  p o r t i o n  o f  t h e  i n v e s t m e n t ,  p r o j e c t  f i n a n c e  

s o m e t i m e s  a l l o c a t e s  r i s k  o f  l o s s  t o  t h o s e  b e s t  a b l e  t o  b e a r  i t  

E x a m p l e s :

■ P r ic e /m a rk e t r is k  — often borne by buyers under committed off­
take contracts, then borne by lenders

■ Po l i t ic a l — sometimes borne by political risk insurers

■ T a x /re g u la to ry  — often mitigated by host government through 
stability assurances

■ C o n s tru c tio n /c o m p le tio n  — primarily borne by project sponsors

■ O p e ra tio n a l — primarily borne by project company

Consistent with general market practice, the legislation 
authorizing federal guarantees for the Alaska Natural 
Gas Pipeline specifically contemplates some form of 
completion support from project sponsors

’•I
H
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2 . R i s k  A l l o c a t i o n  a n d  M i t i g a t i o n
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■  E x a m p l e s :  M i t i g a t i o n  a n d  A l l o c a t i o n  o f  C o m p l e t i o n  R i s k

Q u a l i t y  o f  f e a s i b i l i t y / b u d g e t  w o r k

Section 2: Risk A llocation and Mitigation

C o n t r a c t i n g  s t r a t e g y  ( i f  a v a i l a b l e )

Q u a l i t y  o f  p r o j e c t  e x e c u t i o n

i
B u d g e t e d ' c o n t i n g e n c y

i

A n y  t h i r d - p a r t y  p r e - c o m m i t t e d  o v e r - r u n  f i n a n c i n g  

S p o n s o r  c o m p l e t i o n  s u p p o r t

S U L L I V A N  &  C R O M W E L L  L L P
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ion 2: Risk Allocation and Mitigation

T h e  P r o je c t  F in a n c e  R is k  M a t r i x
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Risk Identification How Mitigated? How Allocated?

What could go wrong 
with the project that 

might result in inability 
to pay debt service?

How can the project 
and commercial 
arrangements be 

structured to make this 
event less likely?

Who bears the loss 
if debt service cannot be 

paid because the 
event occurs?

■ M ost o f  t h e s e  m it ig a n ts  

e q u a l ly  m it iga te  risk o f  l o s s  

on d e b t  and  equity , an d  are  

im p le m e n te d  by s p o n s o r s  a s  

part o f  projec t  d e v e lo p m e n t

■ C h o ic e  o f  m it ig a n ts  d e p e n d s  

on c o s t  and  feas ib i l i ty

P r e -c o m p le t io n

■ P o s t -c o m p le t io n

m o s t  d e b t  risk
b o r n e  by

s p o n s o r s
und er

c o m p le t io n
s u p p o r t

d e b t  risk  

u s u a l ly  b o rn e  
by le n d e r s
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Section 2: Risk Allocation and Mitigation

R is k  A l l o c a t i o n  T a k e s  P la c e  in  a  
T h r e e  S t e p  P r o c e s s
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I n  A  P r o p e r l y  S t r u c t u r e d  P r o j e c t :

Reserves and Market 
Are Necessary, BUT

Decisions regarding

which in turn allows
define ^  _  development o f ^  _

Project Structure |§ iiiiiiip >  Project Credit rs^r.^a-- Finance Terms
and Commercial ^ and Conditions
Arrangements
(especially
contractual
commitments)

The Federal guarantee legislation recognizes primacy 
of commercial decisions by providing that no credit 
supports shall be required other than those resulting 
from commercial requirements of project owners.

S U L L I V A N  a  C R O M W E L L  L L P
24


