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Section 2: Risk Allocation and Mitigation

S u m m a r y  o f  M a in  P o in t s
■  B H H B B l H B B B B I H H H B n H H H r a H H f f l B H E i B I E i i E I E H E I E l E I G S G i r a K f S f i J n t S  l-: ••"■! ■'■«

■  P r o j e c t  f i n a n c e  i n v o l v e s  s h a r i n g  r i s k  o f  p r o j e c t  f a i l u r e ,  

b u t  e q u i t y  s p o n s o r s  a l w a y s  b e a r  f i r s t  r i s k  o f  l o s s

■  P r o j e c t  d e v e l o p m e n t  a n d  o p e r a t i n g  e x p e r i e n c e  o f  s p o n s o r s ,  

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

p r o j e c t ,  s i z e  o f  t h e  s p o n s o r  e q u i t y  i n v e s t m e n t ,  a n d  s t r e n g t h  

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

c o n s i d e r e d  b y  l e n d e r s

■  S o m e  r i s k s  a r e  m i t i g a t e d  o r  a l l o c a t e d  t o  o t h e r s  t h r o u g h  

p r o j e c t  a g r e e m e n t s

■  F i n a n c e  t e r m s  a n d  c o n d i t i o n s  m u s t  f o l l o w ,  a n d  n o t  p r e c e d e ,  

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

S u l l i v a n  &  C r o m w e l l  l l p





* m
tion 3: The Current Project Finance Market

Who uses PF?
P r o je c t  D e b t  b y  I n d u s t r y :  2 0 0 6
■  ■  ■  m*m ■  ■  ■  n n sa a sa m a  b ib  e  o  a  e  d ra m a r a  is m m 0  ra u  m □  □  o  □  £> > 1.1

2 0 0 6  G l o b a l  V o l u m e  o f  P r o j e c t  D e b t :  

U S $  1 8 6 . 8  b i l l i o n

Other
Power Telecom Infrastructure

3 0 %  2 %  3 0 . 8 %

Industrial
1 %

Mining
3 . 3 %

Source: Dealogic

Petrochem
1 5 . 3 % Oil/Gas Other 

1 5 . 9 %
Oil/Gas Pipelines 

1 . 4 %

v_/ v_y

S U L L I V A N  &  C R O M W E L L  L L P
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•  •  •Section 3: The Current Project Finance Market

T o t a l  P r o je c t  F in a n c e  D e b t  M a r k e t
E  B E ffl H H ffl B 0 0 0 □ K 0 B 0 0 13 E  0 E2 E£ ra !3 0! 23 0 ts 0 El □ f2 £3 12 □ i^i'S ;■-! $1 (.3 12 U<. .

U S $ B illions

250

2 0 0

150

1 0 0

1998 1999 2000 2001 2002 2003 2004 2005 2006 

■ Oil & Gas Project ■ All Other Projects
S o u r c e :  D e a l o g i c

S U L L I V A N  &  C R O M W E L L  L L P
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^ ^ o n  3: The Current Project Finance Market

3 . T h e  C u r r e n t  P r o je c t  F in a n c e  M a r k e t
■  ■ ■ H e B B H H B l l l l f l l l l B l E E i E S E E E E l E E S i a E a i a & S I M M i a u n  i'1 Cl £.; i'.i :

U S $ B illions

I f  p r o j e c t  
f i n a n c e d ,
A N G P  c o u l d  b e  
s u b s t a n t i a l l y  
l a r g e r  t h a n  
t h e  l a r g e s t  
p r o j e c t  
f i n a n c i n g  
c o m p l e t e d  
t o  d a t e .

ANGPLargest 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

92% of closed 
projects in 
Dealogic data 
base have 
financings of 
under $1 billion

S U L L I V A N  a  C R O M W E L L  L L P
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§ •  •on 3: The Current Project Finance Market

3 .  T h e  C u r r e n t  P r o je c t  F in a n c e  M a r k e t
BBBBBBBBBBr aHBHBBHE I 20HH0BE3®l 3BE3Sa®EmEJ ! 2} l 3 J I S J E3E? G3Lm F /

■  B o n d  m a r k e t  w e l l - s u i t e d  s o u r c e  f o r  l a r g e  b o r r o w i n g  p r o g r a m ,  

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

■ Capital markets deep, large liquid bonds attractive
■ Better pricing transparency
■ Longer tenor (term) than banks
■ Particularly well suited for pipelines given the regularity and predictability 

of cash flows, and the long life and large size of required investment
■  V o r a c i o u s  a p p e t i t e  b y  b a n k s

■ High degree of liquidity
■ Bullish view of risks

B u t  m a r k e t  c o n d i t i o n s  T h e r e f o r e ,  m u l t i - t r a c k  f i n a n c e

c a n  c h a n g e  r a p i d l y  p l a n s  a r e  c o m m 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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3 .  T h e  C u r r e n t  P r o je c t  F in a n c e  M a r k e t
sa m a  h  a  a  ■  h  n  m a  a  a  a  e  e  h  m m a  b  m a  h  0  m a  e  ss s  ki m is □  123 □  m ed □  □ ; ;

■  S & P  c r e d i t  s t u d y  -  a c r o s s  a h  i n d u s t r y  s e c t o r s  a n d  i n c l u d i n g  

m a n y  e m e r g i n g  m a r k e t  p r o j e c t s :

■ Probability of Default (PD) — BBB+ (investment grade)

■ Loss Given Default (LGD) — Best of all the asset classes
in S&P database

“The majority of the defaulted project finance loans in this study 
resulted in a restructuring with 100% of loan value maintained”

A n  3: The Current Project Finance Market

These results include all industry sectors and emerging j| 
markets — U.S. energy projects would doubtless have 
more favorable PD and LGD

S U L L I V A N  &  C R O M W E L L  L L P
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Action 3: The Current Project Finance ^irket

S u m m a r y  o f  M a in  P o in t s
■  B f f l B B B H B B B H H H E 8 H B H E 0 i a 0 i a 0 S 3 S S E 3 E a 0 @ B I ® E 3 O I 2 J 0 E } 0  L  £1 H B  Q 11 'I -  «

■  P r o j e c t  f i n a n c e  m a r k e t  h a s  e v o l v e d ,  h e a v i l y  i n f l u e n c e d  b y  

c a p i t a l  m a r k e t s  a n d  r a t i n g  a g e n c i e s

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

c r e d i t

■  O i l  a n d  g a s  p i p e l i n e s  a  s m a l l  p a r t  o f  t h e  m a r k e t

■  M a r k e t  v e r y  l i q u i d  n o w ,  b u t  v o l a t i l e ,  s o  s p o n s o r s  m u s t  p l a n  

f o r  b o t h  b a n k s  a n d  b o n d s

S U L L I V A N  &  C R O M W E L L  L L P
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•  •  •
Section 4: Building Blocks of a Typical Project Financing

4 .  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 je c t  F i n a n c in g
B B B B B B B B B B B B B B B B B 0 H H B H e E B a 0 E ] 0 G 2 r a O 3 0 E 3 E 3 0 E m R ^ r J  VS J . V.

P r o j e c t  F i n a n c e  P l a n  F i n a n c i n g  P r o c e s s

■  P r o j e c t  S t r u c t u r e

■  P r o j e c t  A g r e e m e n t s

■  C o m m e r c i a l  C o n t r a c t s

S U L L I V A N  &  C R O M W E L L  L L P
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4 .  B u i l d i n g  B lo c k s  o f  a  T y p i c a l  P r o je c t  F in a n c in g
B  : j  Ij ' ’J : ..:

F i n a n c i n g  P r o c e s s

B o r r o w i n g  S t r u c t u r e  

S e c u r i t y  a n d  A c c o u n t s  

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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*SeciKion 4: Building Blocks of a Typical Project Financing

4 .  B u i l d i n g  B lo c k s  o f  a  T y p i c a l  P r o je c t  F i n a n c in g

•i!.
F i n a n c e  P l a n  n | * >  F i n a n c i n g  P r o c e s s

■ Execution

S U L L I V A N  a  C R O M W E L L  L L P
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S i •  ©tion 4: Building Blocks of a Typical Project Financing

P r o je c t  S t r u c t u r e
B B B B ffl H H B ■  B B B B B B 1 H ffl 0 0 0 B E  0 0 EJ G313 0 E! S3 EJ13 B 0 E  E  S  Em  E  S 3 1 ? : •  -i

P r o j e c t

E n t i t y  c h o i c e

■ Tax efficiency and regulatory considerations are key

■ “ Pass-through” structures are common
■ Limited partnerships
■ Limited liability companies (LLCs) 
h Unincorporated joint ventures

S U L L I V A N  &  C R O M W F . L L  L L P
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on 4: Building Blocks of a Typical Project Financing

P r o je c t  A g r e e m e n t s  a n d  C o m m e r c ia l  C o n t r a c t s

P r o j e c t  

■  A g r e e m e n t s  w i t h  G o v e r n m e n t s

■ For resource projects, lease, concession, etc. 
a Investment incentive, fiscal stability and other agreements
■ Key licenses and permits

■  A g r e e m e n t s  a m o n g  P a r t i c i p a n t s

■ JV agreements
■ Management or operating arrangements

■  C o m m e r c i a l  A g r e e m e n t s

■ Key construction contracts
■ Key supply agreements
■ Offtake agreements (transportation commitments for pipeline)
■ Insurance

S U L L I V A N  a  C R O M W E L L  L L P  38



^ ^ o n  4: Building Blocks of a Typical Project Financing

B o r r o w in g  S t r u c t u r e
■  ■ ■ ■ ■ ■ ■ ■ ■ ■ ■ ■ B B I B H B B B H B B B B B S B B B B B Q E i a E I C E I u n s n u a "

P r o j e c t  r o w i n g  F i n a n c e  P l a n

■  L e v e r a g e  -  H o w  m u c h  d e b t ?

■ Concept of project “debt capacity” -  
driven by debt model and 
Debt Service Cover Ratios, viewed

-  periodically,
-  over the life of loan

■ Variations in leverage

S U L L I V A N  a  C R O M W E L L  L L P
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* •
Dn 4: Building Blocks of a Typical Project Financing

S e c u r i t y  a n d  A c c o u n t s

P r o j e c t  F i n a n c e  P l a n

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

a g r e e m e n t s  ( i n c l u d i n g  o f f t a k e  c o n t r a c t s ) ,  

o w n e r s h i p  i n t e r e s t ,  a c c o u n t s ,  i n s u r a n c e

■  M o d e r n  t r e n d  t o w a r d s  o m i s s i o n  o f  a s s e t  

s e c u r i t y  o n  a  c o s t / b e n e f i t  a n a l y s i s ,  e s p e c i a l l y  

f o r  s t r a t e g i c  p r o j e c t s  w i t h  s t r o n g  s p o n s o r s

■  K e y  f o r  l e n d e r s  i s  t o  c a p t u r e  c a s h  f l o w s  in  

s e c u r e d  a c c o u n t s

S U L L I V A N  a  C R O M W E L L  L L P
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4: Building Blocks of a Typical Project Financing

S e c u r i t y  a n d  A c c o u n t s :  
T h e  W a t e r f a l l
■ ■ ■ ■ ■ ■ ■ ■ ■ ■ ■ ■ ■ ■ ■ H H B S H H B i n E I E a H r a H E l E 3 r a S 8 E I E S y n ! G f r J C ! K 3 13 I.: L : :

P r o j e c t  F i n a n c e  P l a n

■  P r i o r i t y  f o r  c o n t i n u i n g  o p e r a t i o n s  a s  

o n l y  w a y  t o  c o n t i n u e  t o  s e r v i c e  a n d  

r e p a y  d e b t

Operating costs, including 
taxes

second
Sales P roceed s-----► I * Debt service

third ► Debt service reserve
fourth . . . . .  .

> D i s t r i b u t i o n s  t o  o w n e r s

A c c o u n t s

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

c r e d i t o r s  ( a n d ,  i n  e m e r g i n g  m a r k e t s ,  s o m e  

p r o t e c t i o n  f r o m  e x c h a n g e  c o n t r o l s )

S U L L I V A N  &  C R O M W E L L  L L P
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* ) •  •
tion 4: Building Blocks of a Typical Project Financing

C o v e n a n t s
H H H H K H H H H H B I B H I B H E E a E J i a r a E E a H i a B S a i f f l E E I I i a r a E J E i n r J D D ! ' .

P r o j e c t  h h ^  F i n a n c e  P l a n

■  O p e r a t i o n a l  a n d  l e g a l  c o v e n a n t s

■ Additional debt: norm is lender consent, 
sometimes objective tests based on pro forma 
debt-cover and leverage tests

■ Expansions, discretionary capital expenditure 
and certain other changes: norm is lender 
consent, sometimes more objective tests 
(more latitude if funded with equity)

S U L L I V A N  a  C R O M W E L L  L L P
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* •ion 4: Bunding Blocks of a Typical Project Financing

C o m p le t i o n  S u p p o r t
B B I B a B n B H H H E B B B D I B B G a B I I B i g E m o a i S l l M E i l i a s m K a O I S r H i U l i  V. i'i n  ! :

P r o j e c t  ■ F i n a n c e  P l a n

■  N e e d  t o  d e f i n e  c o m p l e t i o n :  

p h y s i c a l  a n d  f i n a n c i a l

■  S p o n s o r  s u p p o r t  u s u a l l y  i n  f o r m  o f  

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

g u a r a n t e e s

■ Equity commitments are common in 
pipelines and are limited in amount

■ Debt guarantees are in place through 
completion, requiring sponsors to repay 
the debt if the project is not completed

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

t e s t s  a r e  m e t

S U L L I V A N  a  C R O M W E L L  L L P
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Section 4: Building Blocks of a Typical Project Financing

L e n d e r  E n v i r o n m e n t a l  C o n s id e r a t i o n s
■  ■ B B B B B H H B f f l B B B i E H H E a s a E J t a B a a i i i H E i i a s a ^ i i i f n o t r :  .;i

P r o j e c t  F i n a n c e  P l a n

■  I n  e m e r g i n g  m a r k e t s ,  f i n a n c e  

r e q u i r e m e n t s  c a n  b e  g r e a t e r  t h a n  

l o c a l  l a w  r e q u i r e m e n t s

■  I n  U . S .  a n d  C a n a d a ,  n o t  a n  i s s u e ,  a s  

l o c a l  l a w  r e q u i r e m e n t s  a r e  r o b u s t

■ Lenders will only require compliance with law

S U L L I V A N  &  C R O M W E L L  L L P
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* . . •  •
ion 4: Building B locks of a Typical Project Financing

4. Building Blocks of a Typical Project Financing
■ ■ ■ ■ H B B B B H I 0 H B i n H H I B B 3 0 0 8 HI2 l!8 EIBaEIG3 EJ®S3 0 S!aEJCIt*Iii3 G n D £3 M ® ’ :

P r o j e c t  F i n a n c e  P l a n  F i n a n c i n g  P r o c e s s

K e y  o b j e c t i v e  i s  t o  c o m p l e t e  f i n a n c i n g  i n  t i m e l y  f a s h i o n  

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

■ F i n a n c i n g  p r o c e s s  r e q u i r e s  e x t e n s i v e  m a n a g e m e n t  a n d  

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

■ C a n  b e  t i m e - c o n s u m i n g  a n d  e x p e n s i v e

■ E x p e r i e n c e d  s p o n s o r s  a n d  a d v i s o r s  a r e  k e y

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

SULLIVAN & CROMWELL LLI> 45
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S e c t i o n  4 :  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

Summary of Main Points
■ ■ ■ ■ ■ ■ ■ ■ ■ ■ ■ ■ ■ B B B B B B B B B B I l B B B f l B H i a H B I E I B m Q i Q E i n  f. '

■ P r o j e c t  s t r u c t u r e  a n d  c o m m e r c i a l  a r r a n g e m e n t s  p r e c e d e  

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

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

n o t  h a v e  f u l l  a s s e t  s e c u r i t y  p a c k a g e  -  i n s t e a d  f o c u s  i s  o n  

a c c o u n t s  a n d  w a t e r f a l l

■ O n c e  f i n a n c e  e x e c u t i o n  s t a r t s ,  r e q u i r e s  s t r o n g  l e a d e r s h i p  

a n d  m a n a g e m e n t ,  a n d  e x p e r i e n c e d  a d v i s o r s ,  t o  c o m p l e t e  

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

c o n s t r u c t i o n

SULLIVAN & CROMWELL LLP
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Project Finance for Oil, Gas and Pipelines
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Why do lenders like oil, gas & pipeline projects?
M B B B H B l E H B H H l l H H H H i a B l i a n B E H H E f f l B a f f l E B G S B I I f f l G f l E l l ' i m r J  2! ra C :

■ P a s t  e x p e r i e n c e  h a s  b e e n  g o o d

■ R e s o u r c e  b a s e d  l e n d i n g  f o r  u p s t r e a m  p r o j e c t s ;  c o n t r a c t u a l  

b a s e d  l e n d i n g  f o r  p i p e l i n e  p r o j e c t s

■ T e c h n o l o g i e s  a r e  u s u a l l y  w e l l - p r o v e n

■ P a r t i c u l a r l y  s u i t e d  t o  c a s h - b a s e d  c r e d i t  a n a l y s i s  -  

c a s h  f l o w s  c l e a r

■ E i t h e r  c o m m o d i t y  p r o d u c t s  w i t h o u t  m a r k e t  r i s k  ( o i l ) ,  o r  h i g h l y  

c r e d i t - w o r t h y  o f f - t a k e / t r a n s p o r t a t i o n  c o m m i t m e n t s

■ O n e  o f  t h e  m a i n  p o s t - c o m p l e t i o n  r i s k s  i s  u s u a l l y  p r i c e  r i s k  -  

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

■ S p o n s o r s  c a n  b e

■  h i g h l y  c r e d i t w o r t h y

■  e x p e r i e n c e d  w i t h  l a r g e  p r o j e c t s ,  c o n s e r v a t i v e  c u l t u r e

■  j u d g e d  b y  l e n d e r s  u n l i k e l y  t o  a b a n d o n  s t r a t e g i c a l l y  s i g n i f i c a n t  p r o j e c t s
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Upstream vs. midstream (pipelines)
H H B B B B B E I H 0 H B B B S K a i B H a S H I B B 3 i a E 8 ® E a B 1 0 t 2 H 0 ® E I « a E 3 E i r a n D  1.1 U i . . - '

■ U p s t r e a m

■  O i l  p r o j e c t s  i n v o l v e  c o m m o d i t y  p r o d u c t s  w i t h

l i t t l e  t o  n o  m a r k e t  r i s k ;  t r a n s p o r t a t i o n  m a y  n o t  b e  a n  i s s u e

■  G a s  p r o j e c t s  d e p e n d  o n  a v a i l a b l e  t r a n s p o r t a t i o n  a n d  m a r k e t ,  a n d  

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

Section 5: Project Finance for Oil, Gas and Pipelines

S u l l iv a n  a  C r o m w e l l  llp



w  v_x' ^  ^  w  w  w  «v_' w  w  w  w  ^m
Section 5: Project Finance for Oil, Gas and Pipelines

Upstream vs. midstream

■ M i d s t r e a m

■  P i p e l i n e  c r e d i t s  v a r y  w i d e l y  -  d e p e n d i n g  o n

q  D e g r e e  o f  p r o j e c t  i n t e g r a t i o n  w i t h  u p s t r e a m / d o w n s t r e a m

■ Upstream and midstream as integrated project 
m  Separate but with upstream producers as owners of midstream
■ Separate with upstream producers’ role limited to customer

■  C o n t r a c t u a l  a n d  c r e d i t  l i n k s  i n t o  u p s t r e a m

■ Producer transportation commitment vs. buyer as shipper 
n Nature of transportation commitment

■  T a r i f f  s t r u c t u r e

a Unregulated — negotiated tariff 
n Common carrier 
a FERC/NEB

■  E m e r g i n g  m a r k e t  v s .  d e v e l o p e d
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Main Pipeline Financing Approaches
H B a B B B n H H E 0 H E i a E E ] E E I 3 0 B E I 0 E ] f 3 E i E m E ] E ! £ 3 fU a o r a £ ) E n : 3  H FJi H I '

■ D e g r e e  o f  I n t e g r a t i o n  w i t h  U p s t r e a m / D o w n s t r e a m

■  E s p e c i a l l y  f o r  l a r g e  s t r a t e g i c  p r o j e c t s  w h i c h  r e l y  o n  s i n g l e  

t r a n s p o r t a t i o n  s y s t e m ,  p r o d u c e r s  w a n t  ( i )  t i m e l y  d e v e l o p m e n t  o f  

t r a n s p o r t a t i o n ,  ( i i )  c o n t r o l  o v e r  c o n s t r u c t i o n  a n d  o p e r a t i n g  c o s t s ,  

a n d  ( i i i )  r e l i a b i l i t y  -  u s u a l l y  l e a d s  t o  i n t e g r a t i o n  w i t h  u p s t r e a m  o r  

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

■  E v e n  i f  p i p e l i n e  i s  o r g a n i z e d  a s  a  s e p a r a t e  p r o j e c t ,  d e v e l o p m e n t  o f  

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

m a r k e t s  a r e  f o u n d a t i o n s  o f  t h e  p i p e l i n e  c r e d i t
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Main Pipeline Financing Approaches
■  H B B l H B B H E H a S B H B B l H B H H r a E g i a o a B l i a a K i a E l E a i e P P E j f J . ’avii K .

■ “ D u a l  P r o j e c t  R i s k ”

■  D u a l  c o m p l e t i o n  r i s k  i f  s e p a r a t e  u p s t r e a m  p r o j e c t  i s  a l s o  g r e e n ­

f i e l d

■  C r u x  o f  i s s u e :  m i d s t r e a m  l e n d e r s  e x p o s e d  t o  u p s t r e a m  r i s k s  

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

p r o j e c t

■  C r e a t e s  t r e m e n d o u s  p r e s s u r e  ( i )  f o r  c o m m o n  o w n e r s h i p  o r  ( i i )  o n  

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

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

*  F i n a n c i n g  c o m p l e x i t y ,  t i m e  a n d  c o s t s  a l s o  c a n  i n c r e a s e
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Transportation Agreements
■  ■ ■ ■ B i n B S d B E 3 Q E 1 S I S E S H B Q G 3 E [ |)QB3E3l3!2iSE^B@ Ei[i!^ISn!2!EI]^'lili^yE!ir:l;:!L '<"

■ T r a n s p o r t a t i o n  A g r e e m e n t  d e f i n e s  c a s h  f l o w s  f o r  

p i p e l i n e  b o r r o w e r

■  p r o d u c e r  o r  b u y e r  a s  s h i p p e r

■  n a t u r e  o f  s h i p p i n g  c o m m i t m e n t

■  s h i p - o r - p a y  ( m o s t  c o m m o n )

■  s h i p - a n d - p a y

■ F o r  A N G P ,  a s  F E R C / N E B  r e g u l a t e d  p r o j e c t ,  o p e n  s e a s o n  

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

c o m m i t m e n t s

V> W  ^  \._y w  v /̂ v /̂ s^ v^  ^  W  W  *_' W  *+J K J  \ J  \ J  \ J
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Section 5: Project Finance for Oil, Gas and Pipelines
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Transportation Agreements
H B H B B B i n i a g a E ! Q E I B a E 3 a D B 3 Q $ E m f 3 B B i t ' l  L’3 □ □ □ □  13 □ P H  S3 «l E  S  ' ' . '

■  F i r m  T r a n s p o r t a t i o n  C o m m i t m e n t  ( s h i p  o r  p a y )

■  K e y  m i d s t r e a m  f i n a n c i n g  i s s u e s  a r e  t e n o r ,  v o l u m e ,  t a r i f f ,  s h i p p e r  c r e d i t  

a n d  f o r c e  m a j e u r e

■ If Federal guarantees are available and used, these are issues for Federal 
government as guarantor, and for lenders as to any uncovered portion of 
debt... but force majeure exceptions to “ship or pay” obligations are key

■  S t a r t i n g  p o i n t  f o r  m i d s t r e a m  p o s t - c o m p l e t i o n  c r e d i t  i s  b l e n d e d  c r e d i t  

b e h i n d  s h i p p i n g  c o m m i t m e n t s

■  S h i p p e r  c r e d i t  a n a l y z e d  b a s e d  o n  ( i )  f i n a n c i a l  s t r e n g t h ,  ( i i )  u p s t r e a m  

d e v e l o p m e n t  a n d  o p e r a t i n g  c o s t s  a n d  b r e a k - e v e n  n e t - b a c k ,  ( i i i )  e n d - u s e r  

m a r k e t s ,  a n d  ( i v )  s u f f i c i e n t  v o l u m e s  t o  f u l f i l l  f i r m  c o m m i t m e n t

■  I n  F E R C  r e g u l a t e d  t r a n s a c t i o n ,  t a r i f f  a d j u s t s  —  g e n e r a l l y  p r o t e c t s  l e n d e r s  

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

■  P r o d u c e r s  m a y  b e  r e l u c t a n t  t o  e n t e r  i n t o  f i r m  “ s h i p - o r - p a y ”  c o m m i t m e n t s  

i f  t h e y  d o  n o t  o w n  t h e  p i p e l i n e
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Transportation Agreements
■  a B B B B B B B B H H B l l i l H H r a ! 0 E l E I E E 3 H E 3 B K S F 3 G C S 5 3 r 3 a C l C I D l G r J .

■  F o r c e  M a j e u r e

■  I n  “ s h i p - o r - p a y ” , f o r c e  m a j e u r e  p r o v i s i o n s  d e f i n e  c i r c u m s t a n c e s  w h e r e  

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

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

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

■  M a i n  f o r c e  m a j e u r e  p r o v i s i o n s  c o v e r  o p e r a t i o n a l / a v a i l a b i l i t y  r i s k  i n  

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

p a y

■  R e s u l t  i s  k e e n  l e n d e r  i n t e r e s t  i n  ( i )  q u a l i t y  o f  o r i g i n a l  d e s i g n  a n d  

c o n s t r u c t i o n ,  ( i i )  o p e r a t i o n a l  e x p e r t i s e  a n d  t r a c k  r e c o r d  o f  m i d s t r e a m  

o p e r a t o r ,  a n d  ( i i i )  t e c h n i c a l  a n d  f i n a n c i a l  c a p a c i t y  o f  m i d s t r e a m  p r o j e c t  

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

■  P r o j e c t  s i z e  a n d  c o m p l e x i t y ,  t o g e t h e r  w i t h  l o n g  t e n o r  a n d  l a r g e  s i z e  o f  

m i d s t r e a m  f i n a n c i n g ,  l i k e l y  t o  i n c r e a s e  t h e s e  c o n c e r n s  i n  A N G P

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



^ ^ o n  5: Project Finance tor Oil, Gas and Pipelines

Structural issues for cross-border pipelines
■  ■ ■ ■ ■ ■ ■ ■ ■ ■ ■ ■ ■ ■ ■ ■ ■ ■ ■ ■ ■ ■ ■ R a n B d O B u e i S B B n B s c i a R n D i ' :

■ S e p a r a t e  e n t i t i e s  i n  e a c h  c o u n t r y  m o s t  c o m m o n

■ C a n  b e  s e p a r a t e l y  t r a n c h e d  l o a n s  t o  e a c h  e n t i t y ,  b u t

■  c r o s s - c o m p l e t i o n  r i s k

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

■ T w o  l o a n s  c a n  e q u a l  m o r e  c o m p l e x i t y  a n d  c o s t  a n d  l o n g e r  

t i m e  t o  d e v e l o p
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Project Name, Location

Total 
Capital Cost 

(Senior Debt Portion)

k
Sponsors

Financial A dvisers 
to the Consortium

1. Alliance Pipeline Project (Gas),
Canada/US

(3,000 km)

US$3.73 billion 
($2.59 billion debt)

Coastal, IPL,W illiam s, Fort 

Chicago Energy, Westcoast 
Energy

Goldman Sachs, 
Scotia, Paribas.

2. BTC Pipeline (Oil), 
Azerbaijan/Georgia/ 
Turkey 
(1,730 km)

US$3.6 billion 
($2.59 billion debt)

Amerada Hess, ConocoPhillips, 
INPEX, SO CAR, Unocal, BP , Eni, 
Itochu, Statoil, TPAO

Lazard

3. Bolivia-Brazil Pipeline Project (Gas),
Bolivia/Brazil
(3,075 km)

US$2.23 billion 
($1.4 billion debt)

PETR O B R A S , BG , El Paso, YPFB , 
BHP, Enron Corp., Shell

Credit Su isse  First 
Boston, Kleinvvort 

Benson

4. Cupiagua-Cusiana Pipeline (Oil),

Colombia
(800 km)

US$2.2 billion 
($1.54 billion debt)

Ecopetrol, BP , Total, Triton, 

TransCanada, IPL

Goldman Sachs, 
Credit Lyonnais

5. Chad-Cameroon Pipeline (Oil), 
Chad
(1,070 km)

US$2.0 billion 
(pipeline only) 
($700 million debt)

Exxon Mobil, Petronas, Chevron Citibank

' A ls o  e x c lu d e s  p rim arily  u p stream  p ro je c ts  w ith an  integrated  p ipe line  com p on en t. B a s e d  on U u a log ic  d a ta b a se .
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^ ^ o n  5: Project Finance for Oil, Gas and Pipelines

1 0  Largest Oil and Gas Pipeline Project Financings
(g reenfie ld  and expansion on ly  -  excludes acqu is ition  financ ing  and re financ ings )1 
■  ■  ■  ■  ■  ■  ■  d  ■  is h  si n  is n  m  sa a  a  □  □  0  0  q  na ei gs e  □  □  ra □  is □  □  □  □  a  e.i n  □ ; .

Project Name, Location
Total 

Capital Cost 
(Senior Debt Portion)

Sponsors
Financial Advisers 
to the Consortium

6. OCP Heavy Crude Pipeline (Oil),
Ecuador
(503 km)

US$1.2 billion 
($900 million debt)

Alberta Energy, Repsol YPF, 
Occidental, Agip, Pecom Energia, 
Techint, Kerr-McGee

Chase Manhattan 
Bank

7. Mozambique-South Africa Pipeline 
Project (Gas),
Mozambique 
(865 km)

US$1.2 billion 
($543 million debt)

Republic of South Africa, 
Republic of Mozambique. Sasol 

Polymers

Dresdner Kleinwort 
W asserstein

8. Malhas Project (Gas).. 
Brazil
(expansion)

US$1.0 billion 
($900 million debt)

PETR O BR A S , Mitsui, Itochu, 
Mitsubishi

9. Kern River Expansion II (Gas). 
United States 
(part refinancing)

US$875.0 million loan Williams, Tenneco

10. Cam isea (Gas), 
Peru

US$865.0 million 
($480 debt)

Techint, Sonatrach, PlusPetrol, 
S K , Hunt Oil, Tractebel

Citi

1 A ls o  e x c lu d e s  p rim arily  u p stream  p ro je c ts  w ith an  in tegrated  p ipe line  com p onent. B a se d  on D ea lo g ic  d a ta b a se .
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S e c t i o n  5 :  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

Summary of Main Points
■  B H B B B B i e n o a B B B S B H i i B J E n i B i a a i B Q H E a E i a B a p n a E i c a i a i n j j j j ; '

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

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

■ M a j o r  d i s t i n c t i o n  i s  b e t w e e n  d e v e l o p e r -  a n d  p r o d u c e r -  

d r i v e n  p r o j e c t s

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

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

■ F o r  p i p e l i n e s ,  c r e d i t  d e f i n e d  b y  T r a n s p o r t a t i o n  A g r e e m e n t  

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

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

■  U n i v e r s e  o f  g r e e n f i e l d  l a r g e  d e v e l o p e r - d r i v e n  p i p e l i n e  

f i n a n c i n g s  i s  v e r y  l i m i t e d
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CONCLUSION: KEY POINTS
B B B & B B B B B B B B B B B B B B i a B 5! a E B & S B f 3 B!E3 (3 E a ia 8 P B i E 3 B3 EH2 n  V. i’ , :

■ E v e r y  p r o j e c t  i s  d i f f e r e n t  a n d  t h i s  o n e  w i l l  l i k e l y  s e t  i t s  o w n  

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

■  P a r t i e s  u s e  p r o j e c t  f i n a n c i n g  f o r  d i f f e r e n t  r e a s o n s

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

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

a r e  t h e  f o u n d a t i o n  o f  a  p r o j e c t  c r e d i t

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

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

■ P r o j e c t  f i n a n c e  e x e c u t i o n  i s  a  c o m p l e x  e n t o r p r i s e  r e q u i r i n g  

c o l l a b o r a t i o n  a m o n g  m a n y  p a r t i e s ;  f l e x i b i l i t y  i s  r e q u i r e d  t o  

r e s p o n d  t o  m o v i n g  m a r k e t s

SULLIVAN & CROMWELL LLP GO
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r isk .50 Second, as holders o f  leases for substantial discovered North Slope natural gas resources, 

the Companies are adversely affected because the regulations lower the value o f  such resources 

by  increasing the risk that construction o f  a pipeline to bring the natural gas to market might not 

occur or might be delayed.

SU M M A R Y  O F  A R G U M E N T  

The Commission unlawfully has asserted authority to condition a certificate o f  public 

convenience and necessity on the project sponsor’s willingness to allow FERC to increase the 

capacity or expandability o f  the project. FERC’s promulgation o f  the challenged regulations is 

contrary to the NGA and ANGPA. Therefore, the Court should find that §§ 157.36 and 157.37 ^  

are invalid.

The N GA  docs not em power FERC to order increases in pipeline capacity. Indeed,

Section 7(a) o f  the NGA makes clear that FERC lacks the power to do so. In ANGPA, Congress, 

after careful consideration o f  competing interests, adopted a limited exception to this prohibition. 

However, that exception— set forth in ANGPA § 105— protects initial shippers, the pipeline, and 

the public interest by imposing prerequisites that must be satisfied before FERC may order a 

m andatory pipeline expansion. The challenged regulations would work an end-run around the 

checks and balances Congress saw fit to adopt. Therefore, the regulations arc contrary to law.

'flic Commission suggests that the challenged regulations are permissible because, under 

them, the Commission would require increased capacity via certificate conditions, rather than by 

direct order. I Iowcver, FERC may not do indirectly through its conditioning authority what it is 

precluded from doing directly. Nor is there any support for FER C ’s suggestions that the 

prohibition on ordering increased capacity can be ignored at the initial application stage or that

50 Petitioner Comments (Rec. 32) at .S-9; Brattle Comments (Ree. 39) at 6-7.
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§ 157.36 Open seasons for expansions.

A ny open season for capacity exceeding the initial capacity o f  an Alaska natural gas 
transportation project must provide the opportunity for the transportation o f  gas other than 
Prudhoe Bay or Point Thomson production. In considering a proposed voluntary expansion o f  an 
Alaska natural gas pipeline project, the Commission will consider the extent to which the 
expansion will be utilized by shippers other than those who are the initial shippers 011 the project 
and, in order to prom ote competition and open access to the project, may require design changes 
to ensure that some portion o f  the expansion capacity be allocated to new shippers willing to sign 
long-term firm transportation contracts, including shippers seeking to transport natural gas from 
areas other than Prudhoe Bay and Point Thomson.

^ jT l 57.37 Project t le s ig n T ^

In reviewing any application for an Alaska natural gas pipeline project, the Commission will 
consider the extent to which a  proposed project has been designed to accommodate the needs o f  
shippers who have m ade conforming bids during an open season, as well as the extent to which 
the project can accommodate low-cost expansion, and may require changes in project design 
necessity to prom ote competition and offer a reasonable opportunity for access to the project.

$ 157.3.3 Pre-approval procedures.

N o later than 90 days prior to providing the notice o f  open season required by §I57.3d(a), a 
prospective applicant must file, for Commission approval, a detailed plan for conducting an open 
season in conformance with this .subpart. The prospective applicant's plan shall include the 
proposed notice o f  open season. Upon receipt o f  a request for such a dctcrminat ion, the Secretary 
o f  the Commission shall issue a  notice o f  the request, which will then be published in llie Federal 
Register. The notice shall establish a date on which comments from interested persons are due 
and a  dale, w hich shall be within 60 days o f  receipt o f  the prospective applicant's request unless 
otherwise directed by the Commission, by which the Commission will act 011 the proposed plan.

§ 157.39 Rate treatment o f pipeline expansions.

There shall be a rebuttable presumption that rates for any expansion o f  an Alaska natural gas 
transportation project shall be determined 011 a rolled-in basis.

Addendum 3
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Good morning. My name is Curt Moffatt. I am a partner with the law firm Van 
Ness Feldman, in Washington, DC, specializing in the regulation of interstate natural gas 
pipelines.

In the interests of full disclosure, our firm, and I personally, serve as counsel to 
TransCanada Corporation with respect to its efforts to promote and support the 
development of the Alaska Natural Gas Transportation System ("ANGTS") to transport 
stranded Alaskan natural gas by pipeline to the lower-48 states. I provide these remarks 
and opinions, however, not in that capacity, but rather as a practitioner with over 25 years 
experience representing independent natural gas pipelines subject to the plenary 
jurisdiction of the Federal Energy Regulatory Commission ("FERC" or "Commission**) 
under the Natural Gas Act (“NGA"); particularly, section 4 relating to tariffs, rates, 
charges and terms and conditions of service, and section 7 relating to the securing of 
certificates of public convenience and necessity to authorize the ownership, construction, 
and operation of transmission facilities in interstate commerce and the authority to 
transport or sell natural gas in interstate commerce at wholesale.

One of the reasons 1 suppose I was asked to speak today is that! also have a long 
history with the development of an Alaska natural gas pipeline project, having been 
involved with the project since serving as an assistant to a member of the Federal Power 
Commission (“FPC”) and later to the FERC Chairman in the late 1970s, at the time that 
the agency was making its recommendations to the President with lespect to the 
development of the project.

mailto:jcm@vnf.com


From these perspectives, I offer these personal comments on the interplay 
between the Commission's open season regulations, the NGA, the Alaska Natural Gas 
Transportation Act of 1976 ("ANGTA"), and the Alaska Natural Gas Pipeline Act 
(“ANGPA") enacted in 2004 and its impact on the specific question of whether the 
Commission's open season regulations provide the necessary framework to ensure the 
development of Alaska's resource base.

For initial capacity on the transportation system, the Commission's rules 
implementing the ANGPA requirement do no harm and provide some additional 
guidance on how to proceed with an open season to allocate initial capacity on the 
pipeline. But, let’s be realistic, and recognize that initial capacity is going to be 
subscribed by shippers who are shipping current proven reserves from Prudhoe Bay or 
Point Thomson. The initial open season will not have much impact on the development 
of Alaska's presumed-to-be vast potential resources of natural gas. Those development 
decisions will depend on expansion of the initial capacity.

Regarding expansion of the pipeline beyond initial capacity, the Commission did 
make an important decision to establish a presumption in favor of rolled-in, as opposed to 
incremental, pricing of expansion facilities, albeit limited to voluntary expansions. This 
decision is critical to providing economic transportation when expanding the initial 
capacity to meet the shipping needs of independent explorers developing other natural 
gas reserves.

This decision, however, will be a hollow victory for future explorers if the owners 
of the transportation system are unwilling to expand the transportation facilities 
voluntarily. The Commission's presumption in favor of rolled-in pricing is only 
available if the expansion is undertaken voluntarily by the owner of the pipeline. The 
presumption will not be applicable in the case of a forced expansion after a complaint 
pursuant to Section 105 of ANGPA.

Therefore, if one is interested in creating the right investment climate for the 
development of Alaska's natural gas resources beyond the currently proven reserves at 
Prudhoe Bay and Point Thomson, then I submit that the focus should not be on the 
Commission's regulations governing open seasons or even open access or affiliated 
transactions, Rather, the development of Alaska's yet-to-be-discovered natural gas 
resources will depend on who owns the pipeline and whether that owner will be willing 
to expand the pipeline voluntarily and implement rolled-in versus incremental pricing.

If assuring access and voluntary, economic expansions to promote additional, 
diverse exploration and development capital were the only policy objectives facing the 
Federal and Stale governments as well as the North American energy markets, then there 
would be no question that the pipeline system should be controlled and operated its an 
independent pipeline. Such a corporate structure would then minor the overwhelming 
majority of large diameter natural gas transportation systems throe bout North America. 
But, at the moment, the larger public policy question is •’how do we get the North Slope

IS r.f.R . S 157.39.



producers to commit to produce and market the proven reserves?" Will the open season 
regulations assist in that endeavor? In my personal opinion: the regulations do no harm, 
but they also do not provide any answers.

Tin: C o n c e p t  o f  Q im :n Acc ess P im jN ES  a n d  t i ie  R o i .i : o f  Open Seasons a s  
A r r i . i t c n  t o  a n  A l a s k a  N o r t h  S l o p e  N a t u r a l  G a s  P i p e i i n i :

For almost thirty years now, the development of  an Alaska natural gas pipeline 
has presented profound policy questions that have been committed to deliberative 
processes at the Federal and State level;,. The project is as large and complex as they 
come. It has been the subject of two special acts o f  Congress, a Presidential decision, an 
international agreement, and multiple FPC / FERC proceedings. And it is currently the 
subject o f  a major State statute, the Alaska Stranded Gas Development Act, involving 
significant deliberative processes in the State’s executive and legislative branches. It is 
safe to say that no other project has had such a distinguished history.

The project presents several unique issues: (1) the considerable technical 
challenges involved in developing a project o f  this magnitude in an Arctic environment; 
(2) the sheer amount of capital required to develop and construct the project; and (3) 
given that there are not likely to be competitive pipeline alternatives to the initial pipeline 
transportation infrastructure, concern with the potential for exercise of market power by 
any owner o f  the project. I will not discuss the technical challenges or the capital 
requirements here. However, I will share some observations regarding what is in my 
view the fundamental public policy question: how independent of the Prudhoe Bay 
producers should the ownership of the pipeline be if Alaska and the United States are 
serious about developing Alaska’s other natural gas resources?

All interstate natural gas pipelines in the United States, like electric transmission 
lines operating in interstate commerce, are subject to federal economic regulation because 
o f  the Congressional determination that they are natural monopolies. Since 1938, the 
NGA has provided the primary statutory scheme to assure that rates and charges are just 
and reasonable, and that the sendees are provided on a not unduly discriminatory basis.2 
Congress continues to believe that appropriate regulation is necessary to address market 
power concerns.

Implementing Congress’s intent, the Commission has gone to great lengths to 
limit market power ami to prevent undue discrimination. Moreover, the Commission has 
noted repeatedly that concerns regarding market power and undue discrimination are

Under section -1(a) nl'tlie NCI A, all tales and charges for or in connection svitli the transportation or 
sale o f natural gas subject to the jurisdiction o f the Commission must he "just and reasonable," and any 
rates or charges that are not just and reasonable arc declared to be unlawful. 15 U.S.C. § 717e(a). I Inder 
section -1(h). natural gas companies arc prohibited front granting any undue preferences or adv antages to, or 
unduly discriminating against, any person, with respect to any transportation or sale o f naltual gas subject 
to the jurisdiction o f the Commission. 15 I I.S.C. 7l7c(b),
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heightened when a pipeline is owned by an entity or entities that are also affiliated with 
the shippers that will use the pipeline.3

There is significant precedent regarding ensuring competition and protecting 
against undue discrimination in the natural gas transportation industry. Indeed, such 
concerns were at the very foundation of the Commission’s efforts to restructure the 
industry in the mid-1980s and early 1990s. Order 436,'1 issued in 1985, encouraged 
interstate pipeline companies to provide open access service, pioviding incentives for 
them to offer transportation service to producers and end users, as well as their regular 
local distribution company (“LDC") customers, on a first come, first served basis. It also 
prohibited pipeline companies from discriminating against transportation requests in 
order to protect their own merchant services.

Order 636/ issued in 1992, went a step further, actually requiring interstate 
pipeline companies to unbundle their transportation, sales, and storage services, in an 
effort to ensure that third-party suppliers would receive the same quality of transportation 
services that were previously provided to a pipeline company's own gas sales. Order 636 
meant that interstate natural gas pipeline companies could no longer engage in merchant 
gas sales, and required that their production and marketing arms be restructured as arms- 
length affiliates. Under the Order, pipeline companies were prohibited from providing 
their affiliates with any advantage (such as in price, volume, or timing of gas 
transportation) over any other potential shippers.

Such concerns also are at the base of the Commission’s Order 200-f’ standards of 
conduct governing interactions between transmission providers (including interstate 
natural gas pipelines) and their energy affiliates.7 Order 2004 recognized that 
"Transmission Providers continue to have economic incentives to show undue 
preferences toward their Energy Affiliates."s Thus, the standards of conduct are designed 
to ensure that transmission providers cannot extend their market power over transmission 
to wholesale energy markets by giving their energy affiliates unduly preferential 
treatment. As FERC explained in the Order:

Producers thr t are selling energy are competing with other 
non-affiliated shippers for access to the pipelines’

See. e.c’.. Standards o f  Conduct for I ransmission Providers, Order No. 2001, OS Fed. Keg. 69, I >1 
(Nov. 25. 2003). on lcrtm n h Order No. 2001-A, 69 led. Keg. 23,502 (Apr. 20. 2004). order on n h  g. 
Order No. 2004-11. 69 Fed. Keg. 48,371 (Aug. 10. 2004).

Regulation o f Natural lias Pipelines After Partial Wellhead Decontrol, Order No. 430. 50 Fed. 
Keg. 42,408 (Oct. 18, 1985).

Pipeline Set vice Obligations and Revisions to Regulations (inventing Sell* Implementing 
Transportation Under Part 284 o f the ( 'ommission’s Regulations, ( )rder No. 63b, 57 Fed. Keg.
13,267 (Apr. 16. 1992).

Standards o f Conduct lor Transmission Providers. Order No. 2004.6S Fed. Keg. 09,134 (Nov. 25. 
2003). In Older No. 2001-A, 69 Fed. Reg. 23.561 (Apr. 29, 2004). and in Order No. 2004-1). 69 Fed. Keg. 
48,371 (Aug. 10, 2004), the Commission made a number ofclarilkations and revisions to. blit largely 
reaffirmed, Order No. 2004.

18 CXIt. $350.
OS Fed. Keg. at 69,137.



transmission systems. Whether a producer is selling gas 
from its own production or from the production of another, 
it is competing with non-affiliates for access to the 
pipeline's transportation system. We conclude that 
providing a producer, gatherer or processor with 
preferential access to the pipeline's transmission system or 
information concerning the pipeline's system is 
inconsistent with NGA Section 4 's  prohibition against 
undue preferences or discrimination in the provision of 
interstate transportation services; accordingly, this Final 
Rule will prevent such conduct.

In order to address this concern, the standards establish two general principles applicable 
to all interstate natural gas pipeline companies that have energy affiliates: (1) employees 
of the pipeline company who are engaged in transmission system operations must 
function independently from employees of the company's energy affiliates; and (2) the 
pipeline company must treat all transmission customers, affiliated and non-affiliatcd, on a 
non-discriminatory basis, and must not operate its transmission system to benefit 
preferentially an energy affiliate.111

All o f  these Commission orders and regulations, however, relate to non- 
discriminatory sendee on only the operating facilities— i.e., once the pipeline is built and 
operating. They have nothing to do with whether a pipeline company will agree to 
expand its system.

Indeed, nowhere in any oflhese orders is there any discussion of the Commission 
ordering a pipeline to expand its system to serve new customers. That is because, prior to 
the enactment of ANGPA and its section 105 complaint procedure, the Commission has 
had virtually no authority to order an expansion of a pipeline's system to serve new 
load—i.e., in the case o f  Alaska, beyond proven reserves in Prudhoe Bay and Point 
Thomson.11 This is the precise reason that concerns regarding access to the pipeline and

' hi. at 69,143-44,
111 IS C'.IUt. § 358.2.

Section 7(a) o f the NGA authorizes the Commission (<> order natural gas companies to "extend or 
improve":' , " 1 es, hut expressly provides that "Commission shall have no authority to
compel the enlargement o f transportation facilities. . . . "  15 ll.S.C. $ 7 l7 f. See I* I I’aso Natural Gas Co., 
104 IT IlC  61,015, at P 104, n. 104 (" I he Commission does not have the authority under the NGA to order 
a pipeline to construct additional capacity."); see also, e.g., IX ( ‘.I .It. § 2X4.7(1) (providing that open access 
pipelines ate "not reunited to prov ide any requested transportation service lor which capacity is not 
available or that would requite the construction or acquisition o f any new facilities"); Panhandle Itaslern 
Pipe I ine Co. v. I I  RC, 204 P.2d 675 (3rd ( it. 1953) (opining that "the provisions o f section 5(a), which
confer u, >n the Commission power to direct the elimination o f unduly discriminatory and preferential
practices, must he read in the light o f and construed as subject to the proviso in section 7(a) that the 
Commission may not compel the enlargement o f the transportation facilities o f a natural gas company."); 
Regulation o f Shoit- l eim Natural Gas Transportation Services, Regulation o f Interstate Natural Gas 
I ransportation Services, 106I I RC OI.0XX at P .30 (2004) (recognizing "concents about the Commission's 

ability, under Section 7 rtf the NGA, to require a pipeline to construct capacity"); Calpine I nergy Services,
I .P.. 103 11 RC 61,273, at P 30 (2003) ("It is well established that Section 7 o f the Natural Gas Act does
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attempts to exercise market power have pervaded the more than three decades o f  attempts 
to develop an Alaska North Slope natural gas line.

With respect to the Alaska natural gas pipeline, participation by the Alaska North 
Slope natural gas producers in the ANGTS was originally prohibited by the President’s 
Decision on an Alaska Natural Gas Transportation System, with the exception of 
providing guarantees for project debt. This prohibition reflected concerns expressed by 
the Attorney General to the President and Congress relating to the impact of producer 
participation in the Project on competition in the natural gas industry. Pursuant to 
sections 6 and 19 o f  the Alaska Natural Gas Transportation Act ("ANGTA"),1'  the U.S. 
Department o f  Justice thoroughly analyzed the antitrust and competitive impact effects of 
an Alaska natural gas transportation system.13 The Department concluded that producers 
of significant amounts of natural gas should not be permitted to own any portion of, or 
otherwise participate in, the selected Alaska natural gas transportation system, and 
recommended that the license to be issued to the selected system should contain a 
condition that prevents participation in any manner by such gas producers.M The 
Department’s conclusion and recommendation were based on the premise that "such 
ownership or participation under a regime of deregulated or relaxed wellhead price 
regulation could lead to the evasion of effective pipeline regulation and create the 
opportunity for the earning of monopoly profits through anticompetitive activity.”15

not obligate pipelines to build new facilities lor shippers."), citing Panhandle Eastern Pipe Line C’o. v. 
FERC, 201 P.2d 675, and Panhandle Eastern Pipe Line Co.. '>1 FERC 61.037, at 61,141-42 (2000) 
(emphasizing that the Commission’s interconnection policy, relating to the construction o f  new 
interconnections, "does not require a pipeline to expand its facilities, to construct any facilities leading up 
to an interconnection, or even to construct the interconnection itse lf) . Notably, the North Slope producers 
cited these principles and this and other precedent in their request for rehearing o f  the Commission’s open 
season regulations, in support o f their argument that the Commission lacks authority under the NGA to 
order design changes with respect to the initial facilities and voluntary expansions pursuant to new IS 
C.F.R. $$ 157.36 and 157.37. Request o f HP Exploration (Alaska) Inc.. ConocoPhillips Company and 
Exxon Mobil Corporation for Rehearing and Clarification o f Order 2005, Docket No. RM 05-I-000, et al.. 
FERC (Mar. 11, 2005); see 70 Fed. Reg. at 35,013.

Section 6 o f  ANCiTA authorized Federal officers or agencies to submit written comments to the 
President with respect to the recommendation and report o f  (he 11’< in c lu d in g  with respect to impacts 
upon competition. 15 II.S.C. 7 l9d. Section 10 authorized and directed the Attorney General to "conduct a 
thorough study o f  the antitrust issues and problems relating to the production and transportation o f  Alaska 
natural gas and . . .  to submit to Congress a report containing his findings and recommendations w ith 
respect thereto.” 15 U.S.C. tj 71*) note.

i ruler Section 19, the Attorney General prepared and submitted to Congress, on July 14, 1977, a 
detailed analysis o f  potential antitrust issues and problems. I aider Section 6, the Attorney General 
submitted that same report to the Alaskan Natural Gas I ask Force, along with a commentary on the I P( ”s 
findings with respect to competitive impact. In addition, the Justice Department submitted a letter to the 
While House on August 9, 1977. which elaborated its views concerning possible participation by the gas 
producers in financing the transportation system. Letter from II. Morrison, Jr., Acting Assistant Attorney 
General, Antitrust Division. U.S. Dcp't o f  Justice, to L. Goldman, Assistant Administrator, Energy 
Resources Development. I he White House (Aug. 9. 1977), See Report Accompanying a Decision on an 
Alaska Natural Gas I ransportation System, Ch. VII, at 20S.

.See Letter from II. Morrison, Jr.. Acting Assistant Attorney General, Antitrust Division, U.S.
Dcp't o f  Justice, to I . Goldman. Assistant Administrator. Energy Resources Development. I be White 
I louse (Aug. 9, 1977),
» /,/
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Concern that private financing could not be accomplished without greater 
participation by the producers, however, ultimately led President Reagan to request and 
obtain from Congress a waiver overturning the prohibition against producer participation 
through the ANGTA section 8 waiver proeess. Importantly, however, the waiver was 
subject to the proviso, “that any agreement on producer participation may be approved by 
the Federal Energy Regulatory Commission only after consideration of advice from the 
Attorney General and upon a finding of the Federal Energy Regulatory Commission that 
the agreement will not (a) create or maintain a situation inconsistent with the antitrust 
laws, or (b) in and of itself create restrictions on access to the Alaska segment o f  the 
approved transportation system for nonowner shippers or restrictions on capacity 
expansion . . .  ,"16 The President submitted the proposed waiver o f  law to Congress on 
October 15, 1981, and the waiver was approved as part o f  Public Law No. 97-93 in 
December 19 8 1.17

Thus, while the waiver package allowed the producers to participate in the 
ownership o f  the project it also included a proviso to address antitrust and 
anticompetitive concerns. It was generally believed that the safeguards in this proviso 
provided sufficient Federal review to eliminate any possible antitrust violations. As 
explained in the Administration's Synopsis o f  Waiver:

The prohibition was based upon antitrust concerns, as 
expressed by the Department o f  Justice. A more thorough 
analysis o f  the antitrust concerns reveals that the producers' 
ability to exert monopoly control over the project, or to 
inhibit further development o f  North Slope reserves by 
controlling the sole transportation available to natural gas 
markets, would most likely stem from their ability to limit 
access to the system or restrict its expansion. By requiring 
the Commission, in consultation with the Attorney General, 
to address the access and expansion issues at the time o f  the 
final ANGTS certificate issuance, the proposed waiver 
pr ivides sufficient antitrust protection to meet the express 
concerns.|H

T hus, a review of the history of the prohibition against producer participation anil 
the subsequent waiver o f  that prohibition by Congress illustrates that there were two 
primary competition and antitrust concerns raised by potential producer ownership o f  an 
Alaska North Slope natural gas pipeline: ( I ) the producers could use their ownership of 
the pipeline and their control over natural gas supplies to manipulate gas commodity 
markets; and (?.) the producers could prevent access to the pipeline by other producers 
and limit expansions of the original facility.

S ir  11 It, l t i l \  No. 97-350. pi. 2, at 13-14 (Nov 20. p)S t) (emphasis added).
95 Sail. 12(14 (Dec. 15. I9.X1)
Administration Synopsis o f Waiver, reprinted .it S. Ill I’. No. 97-272, at 4(*-47 (19,S t). See 11. It 

It 11\ No. 97*350, p|. 2. .it 13-15 (I OS I).
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Although we are working in a different world than wc had in the 1970s and early 
1980s, concerns arising from the mere fact of affiliations between pipeline shippers and 
pipeline owners still exist today. This is evident from all of the Commission’s continuing 
efforts to regulate affiliated transactions, in fact, it is these ve.y concerns that gave rise 
to Congress, in ANGPA, directing the Commission to issue rules governing open seasons 
for an Alaska natural gas pipeline. It is also these concerns that were articulated by 
independent, explorer companies that led to the complaint procedures in ANGPA under 
which FERC may order expansions of the pipeline.

B a c k c r o u n i ) o n  F E R C  O t‘KN S k a s o n  U k g u i .a  i io n s

On February 9, 2005, FERC issued a Final Rule establishing requirements to 
govern the conduct of open seasons for proposals to construct "Alaska natural gas 
transportation projects."1'' This Rule fulfilled the Commission's responsibilities to issue 
open seasons regulations under section 103 of ANGPA, enacted on October 13, 2004. 
Section 103(e) of the ANGPA directed the Commission, within 120 days after enactment 
of the Act, to issue regulations governing the conduct of open seasons for Alaska natural 
gas transportation projects, including procedures for allocation of capacity, it further 
required that the regulations: (A) include the criteria for and timing of any open seasons; 
(B) promote competition in the exploration, development, and production of Alaska 
natural gas; and (C) for any open season for capacity exceeding the initial capacity, 
provide the opportunity for the transportation of natural gas other than from the Prudhoe 
Bay anil Point Thomson units. It defined an "Alaska natural gas transportation project” 
as "any natural gas pipeli ic system that carries Alaska natural gas to the border between 
Alaska and Canada (including related facilities subject to the jurisdiction of the 
Commission that is authorized” under ANGTA or under section 103 of ANGPA.

The regulations are applicable to the allocation of both initial capacity and 
voluntary expansion capacity.*" The regulations do not apply to expansions ordered by 
the Commission under section 105 of ANGPA.-1 Section 105 o f  ANGPA authorizes 
FERt ‘ to order an expansion of the capacity of any Alaska natural gas transportation 
project (whether authorized under the ANGPA or ANGTA). upon request and alter 
giving notice and an opportunity for hearing, it it determines that such expansion is 
required by the present or future public convenience and necessity.'* In addition, before 
it can order an expansion under section 105, FERC is required to make the following 
findings:

• that a proposed shipper will comply with, and the proposed e.\| msion and 
the expansion o! service will be undertaken and implemented base 1 on.

Regulations (inscniirig the Conduit o f Open Seasons lor Alaska Natural li.ts Transportation 
Projects. Order No. ’ IMA. *>0 I etl. Keg. X.269 (I cl>. IS. 2005).

I N C .F .M  157X2.
hi (stating that. "|a|bscnt a ( ommission order to the contrary," the open season regulations "ate 

not applicable in the ease of an expansion ordered by the Commission pursuant to section 105 o f the Alaska 
Naltiral (ias Pipeline Ad").

15 II.S.O. *  720e(a)
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terms and conditions consistent with the tariff of the Alaska natural gas 
transportation project in effect as of the dale o f  the expansion;

• that the proposed facilities will not adversely affect the financial or 
economic viability of the Alaska natural gas transportation project;

• that the proposed facilities will not adversely affect the overall operations 
of the Alaska natural gas transportation project;

• that the proposed facilities will not diminish the contract rights of existing 
shippers to previously subscribed certificated capacity;

• that all necessary environmental reviews have been completed; and
• that adequate downstream facilities exist or are expected to exist to deliver 

incremental Alaska natural gas to market.23

Provided that it makes the required determinations and findings, and orders the requested 
expansion, the Commission must then approve or establish rates for the expansion service 
that are designed to ensure the recovery, on an incremental or rolled-in basis, of the cost 
associated with the expansion (including a reasonable rate o f  return on investment). 1 
Importantly, the Commission also must ensure that the rates “do not require existing 
shippers on the Alaska natural gas transportation project to subsidize expansion 
shippers.”' 1 Thus, although the statute does not prohibit the Commission from ordering 
rolled-in rates in connection with such “forced" expansions, it does significantly limit its 
ability to do so through the prohibition 011 subsidization. This limitation has the potential 
to act as a substantial impediment to new exploration and the development of  Alaska's 
resource base.

Congress’s direction to FERC to issue regulations governing the conduct o f  open 
seasons for Alaska natural gas transportation projects was a direct response to concents 
raised by independent explorers that, in order for them to invest in the exploration and 
development of the State's gas resources, they would need to be assured fair and 
reasonable access to a pipeline to bring any discoveries to market. Thus, in directing 
FERC to issue the open seasons regulations, it required that the regulations "promote 
competition in the exploration, development, and production o f  Alaska natural gas,” and 
"for any open season for capacity exceeding the initial capacity, provide the opportunity
for the transportation of natural gas other than from the I’nulhoc Hay and Point Thomson

*units.

Similar concerns led the Commission to include in the open season regulations a 
rebuttable presumption that rates for any voluntary expansion o f  an Alaska natural gas 
transportation project are to be determined on a rolled-in basis. As the Commission 
explained;

15 U.S.C. S ?20c(h).
15 U.S.C. $ 720e(h)(l).
15 U.S.C. § 720c(lt)(2).
15 U.S.C. i> 72Ga(e).
IS CM .It. $ 157.5'), An I I UC recognized in us lin.il rulemaking, Alaska legislators .mil a numhei 

nl i.uk'iH'iulcnt explains all commented that rolled-in pricing should lie required for pipeline expansions 
According to I Tl t ( the Slate legislators contended "that incremental 11 eat 11 ten! lor expansions would
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Incremental pricing of expansion could put expansion 
shippers at a significant rate disadvantage compared with 
initial shippers, and accordingly could discourage 
exploration, development and production o f  Alaska natural 
gas. Having markedly different rates for similar service 
could be in conflict with one of the chief objectives of the 
statute, which is to encourage further exploration and 
development o f  Alaska natural gas. On the other hand, 
consistent with the arguments o f  a number of commcntcrs, 
a presumption in favor o f  rolled-in pricing may spur 
investment in and development of Alaska reserves, and the 
ultimate delivery of that gas to the lower 4 8  states.2S

FERC's open seasons regulations certainly do some things that, all other things 
being equal, could be helpful to the overall development of the project. For instance, 
they provide project sponsors with important flexibility to design open seasons that could 
help yield firm transportation contracts needed to secure the capital to develop and 
construct the project. In addition, they allow pre-subscriptions o f  reserved capacity, 
which may prove necessary to secure the significant capital required to develop and 
construct the project. And they establish the rebuttable presumption of rolled-in rate 
treatment for voluntary expansions. However, they arc unlikely to address the concents 
raised by the independent explorers and encourage the development o f  the State's 
remaining, undiscovered oil and gas resources.

W i n  a k i :  F t n  u t: E x p a n s i o n s  s o  I m p o i m a m ?  I s n ’t 3 3  T u i n  i o n  f t  n u  F i i t  
K» ot c.ii?

Much is made o f  the 35 trillion cubic feet (tcf) >1'known reserves on the North 
Slope in Prudhoe Bay and Point Thomson—to which the three major Alaska North Slope 
producers hold most o f  the rights that an Alaska natural gas pipeline project would 
bring to market. However, this 35 tcf is just the tip o f  the iceberg compared to the overall 
gas resource potential that ultimately could—and should be served by the project. 
Federal and State geologists estimate that there are undiscovered, but technically 
recoverable, deposits o f  more than 200 additional tcf of natural gas in the North Slope 
basin. The development of this additional resource base is critical to the Stale's long­
term fiscal and development interests. Because the current proved reserves will sustain 
the project's current design capacity for only 16 or 17 years, development o f  these 
additional resources is also important to the economics of the project.

discriminate against expansion shippers who. merely because o f the timing o f  llieir capacity needs, may pay 
higher rates than initial shippers." Moicovei, *,|i |n  addition to arguing that incremental rates operate to 
discriminate against expansion shippers, Alaska legislators argue that the prospect o f  incremental rates 
will also a d  to reduce competition and impede the development o f  Alaska natural gas," with the result tli.it 
"the explorers and developers may he deterred from investing the large sums required to dtill for Alaska 
natural pas . . . "  7(11 ed. Keg. at 8,2X3.

70 l ed. Keg. at 8,2X4. .See oho 70 Fed. Keg. at 35.017-18.
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Such development of the State's resource base requires that explorers have the 
confidence that they will be able to obtain fair and reasonable access to the project, 
through expansions of the project on fair and reasonable terms. If explorers do not have 
solid assurances that they will have ready access to pipeline capacity on reasonable terms 
and at a reasonable price, they will not invest the tens of millions o f  dollars needed for 
exploration and development, and the State’s potentially vast natural gas resources will 
remain undiscovered and undeveloped.

flic answer to the question whether the Commission's open seasons regulations 
provide the necessary framework to ensure the development of Alaska's resource base is 
that they may, depending upon whether the project is owned, constmctcd, and operated 
by an independent pipeline company, or by the major oil and gas producers on the North 
Slope. It is not clear that the open season regulations themselves provide the owners of 
the project with adequate incentives to develop and expand the project.

It is a simple matter of fact that independent pipeline companies and integrated 
produccr-pipelinc companies act according to different sets of cconon :c considerations. 
This has nothing to do with either category o f  companies pursuing improper motives. 
Rather, it derives from the profit-maximizing objectives of any corporation that is 
responsible to the interests o f  its shareholders.

Who is more likely to be motivated to provide expansions o f  the project as needed 
to accommodate new discoveries? This is something that the independent exploration 
companies will seriously consider when putting together their plans for development and 
determining whether to invest their resources in the exploration and development of 
unknown natural gas deposits in Alaska.

iNDKI’I NDtM I A -OWM I) I'llM I INK COMI’AMIS 11 AN I! A Cl.I Alt l \ (  I MIVI TO
Maximizi: Tiikoic m 1! i l intot (;ii Im  ri u, Capacity Di sk .n and Expansions

Independent, transportation-only pipeline companies are in the sole business of 
making money by transporting gas to market. As such, independent pipeline companies 
have a clear incentive to maximize throughput on their facilities by constructing pipelines 
large enough lo accommodate all interested initial shippers and by expanding then 
facilities when new reserves and shipping commitments become available. For an 
independent pipeline company, expansions can he critically important to a project's 
bottom line. Thus, as a prudent project owner, an independent pipeline company 
generally will expand an existing project to accommodate new reserves and/or shippers, 
provided that, based solely upon revenues from transportation services, the expansion 
ensures the company .1 profitable rale o f  return. Therefore, based solely upon corporate, 
profit-maximizing motiv es, ownership o f  the project by an independent pipeline company 
will support the interests of both initial and future shippers on the pipeline, and help 
encourage the development of the Slate's resource base.



A P r o d u c i :k-owni: d P r o j e c t  Wo u i .d Ha v e  C o n f l ic t in g  I n c e n t iv e s , W hich

C o u l d  D is f a v o r  E x p a n d in g  C a p a c it y  e o r  C o m i 'Ici in c  I n d e p e n d e n t

EXPLORERS/PRODUCERS

Intcgralcd produccr-owncrs, on the other hand, again based purely upon 
corporate, profit-maximizing motives, can be expected to operate according to a different 
set of economic incentives and make very different decisions. A producer that is also the 
owner/developer of the pipeline would be in the position o f  deciding whether, and if so, 
to what extent, it will allow other, noil-affiliated explorers to gain access to its facilities to 
transport natural gas that will compete with its own gas for sale in the commodity 
markets. Allowing competing supplies into the commodity markets could affect the price 
that the producer can obtain for its own gas. Therefore, economic factors wholly 
unrelated to the economies of setting the initial pipeline capacity and providing 
expansions may provide a disincentive for produccr-owncrs to maximize initial and 
future capacity. This is particularly the case where the rate o f  return on a regulated asset 
like the pipeline would be expected to be considerably lower than the rate o f  return to be 
obtained from the sale o f  the commodity.

Another reality is that produccr-owncrs are not in the business of building 
transportation capacity for others. Internal corporate competition for personnel and 
development capital will be harder to secure in an entity more focused on exploration and 
production, refining, and marketing, than on expanding regulated natural gas pipelines.

To ensure development of the State's resource base, explorers must have some 
reasonable expectation and confidence that the pipeline will be expanded, if necessary, in 
order to afford them fair and reasonable access to capacity to transport any gas they 
might discover. With the transportation system controlled by an entity that is 
independent of the incumbent producers and whose primary focus is building and 
operating pipelines, explorers may draw some comfort from this familiar structure. If. 
however, the pipeline system is owned and controlled by the incumbent producers, who 
v\ ill not have the singularity of purpose that an independent pipeline would have, 
logiea"’' such confidence must come from other sources. But where?

. ibscnl a long, drawn out complaint process at FERC under Section 105 o f  
ANGPA.:,< FERC' has no independent authority under the NGA—o f  which I am aware - 
to order an expansion of the original mainline facil i t ies .Further ,  even though the I OS 1

1 fully concur with the statement o f  counsel to the Alaska Department o f I .us. Robert I oc filer, 
that, “ Based on everything else connected with this project. I would not expect an expansion proceeding at 
the I I RC to he short, uncomplicated, and uncostly.”  Stranded lias Hearings before the Alaska I egislative 
Budget and Audit Committee (July 2K, 2004) (prepared statement o f Robert II. I oefller, Morrison \
I oerstor I 1 I*. for the Alaska Department o f Law, “ Access Undercurrent Law vs. Access Under Proposed 
Changes lo federal I aw," at 11-12).

As counsel for (lie Alaska Department o f Law, Robert I oefller, testified in Jul 200-1 before the 
Alaska Slate legislature, prior to enactment o f ANGPA: "The question is whether the Alaska Cias Pipeline 
owners can he forced lo expand the pipeline in the event they do not voluntarily agree to do so. Under 
current law, the short answer is no .. . .  |\V]hat you’re dealing with is really the belief that private people 
are building a project and you cannot force them to put more money into a project i f  they don’t want to.



waiver o f  ANGTA referenced above seemed to provide a mechanism for the Commission 
to condition any ownership by the incumbent producers on assuring access and 
expansion, this mechanism— whatever its scope— is only available if the project proceeds 
under ANGTA. Thus, at the Federal level, there is no obvious means to provide the 
degree of certainty explorers will require prior to making capital investments if  an 
expansion is likely needed to move the production. It just does not appear satisfactory to 
simply say that FERC will take care of it.

Turning then to the State, and to the Stranded Gas Development Act negotiations, 
it is not clear whether the State's minority ownership interest in the pipeline would 
provide adequate assurance to explorers unless the State has negotiated governance or 
other super-voting rights on expansion issues. But little information has been made 
available on the terms o f  the proposed Stranded Gas Development Act deal between the 
State and the producers. According to public reports, however, the State seems to believe 
that it has adequately ensured that any required expansions of the initial capacity will 
occur; in part, I suppose, because o f  the place at the table its minority ownership o f  the 
project will provide it. Of course, whether this actually would be the case depends on the 
terms of the project agreements negotiated between the State and the producers.

There is a significant question, however, whether the FERC's authority to order 
an expansion under section 105 o f  ANGPA will provide adequate assurances to 
explorers. It is not readily apparent that a company weighing a major exploration and 
development budget that could take many years to yield commercially viable quantities 
of gas will be satisfied with the FERC complaint process. Alter all, that process will be 
lengthy, costly, and then subject to judicial review. With that uncertainty and the 
extensive list of findings that must be made, it is hard to imagine that large amounts of 
additional capital will be readily deployed in reliance upon that mechanism. And even if 
the explorers do meet their burden o f  proof for ordering expansion o f  the pipeline. FERC 
is substantially limited in its ability to order k \i-in tolls, meaning that explorers will 
likely have to bear the full cost of any compuls, ,y  expansion. These are significant 
disincentives for explorers to pursue the exploration .and development o f  the State's 
natural gas resources, which simply are not as likely to come into play with an 
independently-owned pipeline where the predominant economic incentives favor 
voluntary expansion; and that is when the Commission’s open season regulations for 
rolled-in pricing of voluntary expansions would provide a definite positive incentive for 
long-term, basin-wide development.

Co m  i t s io s

FERC’s open access regulations can help ensure that all interested shippers are 
afforded not unduly discriminatory access to any available capacity. But I submit that 
FERC cannot, and will not, ensure that the owner or owners of the pipeline have the 
needed incentives to expand the pipeline in order to make additional capacity available to

A Hit tli.it really is the standard under existing law." Stnunlcil C i.is Hearings before the Alaska legislative 
Hudget ami Audit Committee (July 2S, 200*1) (testimony o f Robert I I I  oefller. Morrison A: I ncrster I I I ' .  
for the Alaska Department o f t  aw)
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accommodate new supplies and thus encourage the exploration for, and development of, 
Alaska’s potential natural gas resources. FERC's open access regulations issued pursuant 
to ANGPA will not significantly affect whether the original capacity will be expanded. 
FERC currently does not possess any statutory authority to order expansions outside of 
the time-consuming, expensive expansion provisions o f  Section 105 of ANGPA. Thus, 
the issue o f  whether the owners of the pipeline are affiliated or independent will probably 
have a greater impact on the extent to which the project will lead to the development of 
Alaska’s potential natural gas reserves than will FERC’s open season regulations.
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UNITED STATES OF AMERICA 
BEFORE TIIE 

FEDERAL ENERGY REGULATORY COMMISSION

Notice of Proposed Rulemaking on Standards of 
Conduct

Docket No. RM07-I-C00

COMMENTS OF THE STATE OF ALASKA ON PROPOSED RULEMAKING 

The State of Alaska (“Stale”) offers the following comments pursuant to the 

Commission's Notice of Proposed Rulemaking (“NOPR”)1 in the above-referenced docket, 

which concerns revisions to the Standards of Conduct for Transmission Providers.'

In National Fuel Gas Supply Corp. v. FERC, 468 F.3d 831 (D.C. Cir. 2006) (“National 

FueF), the court vacated and remanded Order No. 2004 insofar as it pertains to interstate natural 

gas pipelines. On January 9, 2007, the Commission issued an interim rule to rcpromulgate 

temporarily the standards of conduct not challenged before the court.'1 On January 18, 2007, the 

Commission issued this NOPR, which proposes permanent regulations regarding the standards of 

conduct.

For the reasons set forth below, the State asks the Commission in its final rule to (i) make 

the standards of conduct for an interstate Alaska North Slope gas pipeline or pipelines applicable

1 Notice o f  Proposed Rulemaking 118 FERC 11 61,031 (2007).

' Standards o f  Conduct fo r  Transmission Providers, Order No. 2004, 111 FERC Stats. & Regs., 
Regulations Preambles 1| 31,155 (2003), order on reli g, Order No. 2004-A, III FERC Stats. N. 
Regs. 1| 31,161 (2004), 107 FERC 11 6 1,032 (2004). order on reli g. Order No. 2004-li, III FERC 
Stats. N  Regs. 1| 31,166 (2004), 108 FERC II 61,118 (2004), order on reli g, Order No. 2004-C, 
109 FERC 11 61,325 (2004) (“Order No. 2004”).

1 Order No. 690, Docket No. RM07-6-000, January 9, 2007.



lo that pipeline’s relationship with both Marketing Affiliates and Energy Affiliates, and (ii) 

confirm that Order Nos. 2005 and 2005-A'1 are unaffected by the decision in National Fuel to the 

extent they incorporate elements of Order No. 2004.

The Promise of Alaska Natural Gas

Before discussing some of the specifics of the NOPR, the Stale wants to emphasize, as it 

has done in other proceedings before the Commission, the vast potential o f  Alaska natural gas 

resources to help meet this nation’s energy needs. The Prudhoe Bay and Point Thomson fields 

on the Alaska North Slope, for example, contain 35 Tcf o f  confirmed gas reserves.5 With 

reasonable deliverabilily assumptions, these fields alone could sustain approximately 4.3 Bcf/day 

o f  pipeline throughput for approximately 15-20 years. These resources, however, are only the tip 

o f  the iceberg with respect to future gas development in Alaska. Geological information 

available to the State suggests a mean estimate of conventional, technically recoverable North 

Slope and offshore arctic gas that exceeds 225 Tcf. The National Petroleum Reserve, the 

foothills o f  the Brooks Range, the central North Slope, and ANWR all have promising natural 

gas futures. In short, Alaska natural gas is poised to make a huge contribution to help reduce the 

nation’s dependence on foreign sources of oil and gas.

A pipeline, however, must be built to realize the promise o f  these gas resources. Despite 

private, federal, and state activity for nearly four decades beginning in 1073. and intense activity 

during the past three years, there is no pipeline but only a set of proposals to build one. Over the

1 Regulations Governing the Conduct o f  Open Seasons for Alaska Natural Gas Transportation
Projects, Order No. 2005. 110 I'l-RC i '(>1,095 (2005), order on reli g, Order No. 2005-A. 111
FERC 61,332 (2005).

' U.S. Energy Information Administration, Oil and Gas Supply Module, Assumption to the
Annual Energy Outlook, available at http:/ www.eia.doe.v.ov pinl'aco assumption oil nas.html.

http://www.eia.doe.v.ov


same time period, as lower 48 fields have matured and become less productive, industry has 

turned to alternative sources of supply, particularly LNG imports from outside the United States. 

Alaska gas is available in the nation’s own backyard and its development should be the first 

priority of the nation’s energy policy.

In addition to its potential to lessen our nation’s dependence on foreign hydrocarbons, 

Alaska’s natural gas is fundamental to the State’s future well being. The State owns the lands at 

Prudhoe Day and Point Thomson that arc leased to the dc. elopers of those gas fields. The State 

holds a royalty interest in production from those fields and also levies a gas production tax on 

production from those fields. A gas pipeline would create a new source of revenue for Alaska as 

oil revenues taper down. Sarah Palin, Alaska's new Governor, has set efforts to spur 

development of the gas line as a high priority of her administration.

l-onaslandim* Concerns Over North Slone Hydrocarbon Competition 

Concerns over competitive conditions on the North Slope for gas (and oil) go back to the 

early I‘)70s, shortly after oil was first discovered at Prudhoe Hay in 1968. In 1975, the l-ederal 

Power Commission (“I PC’’) ordered a comparative hearing to select among three potential gas 

projects originating on the North Slope. In 1976, as the hearing was underway. Congress passed 

the Alaska Natural Gas Transportation Act (“ANGTA”) to expedite and elevate the normal PPC 

administrative and federal court appellate procedures required for the necessary government 

authorizations of an Alaska gas transportation system. Alaska Natural Gas Transportation Act o f  

1976, Pub. I.. No. 94-586, 90 Stat. 2903 (1976). The ANGTA established a framework for 

presidential selection of the best deliver)' system alter the comparative hearings before !.»J’JV.

In September I977, President Carter, in his Decision and Report to Congress on the 

Alaska Natural Gas Transportation System ("ANGTS"), selected what is now known as the

.1



Alaska Highway route and Alcan Pipeline Company, a subsidiary of Northwest Alaskan Pipeline 

Company, to build the Alaskan segment of the project. Foothills Pipe Lines, Ltd. was to build 

the Canadian portion of the ANGTS, and the Northern Border Pipeline Company and Pacific 

Gas Transmission were to construct the lower 48 portions.

As required by the ANGTA, President Carter explained the rationale o f  his decision and

imposed multiple conditions on the project. Among those conditions was a prohibition barring

ANS producers and their affiliates from owning any interest in the pipeline, although they were

permitted to guarantee project debt:

“ fhe aforesaid producers of Alaska gas may not be equity 
members o f  the sponsoring consortium, having any voting power 
in the project, have any role in the management or operations of 
the project, have any continuing financial obligation in relation to 
debt guarantees associated with initial project financing after the 
project is completed and the tariff is put in effect, or impose 
conditions on the guarantees of project debt permitted above which 
may give rise to competitive abuse, including power to veto pro- 
competitive policies." (Executive Office of the President Energy 
Policy and Planning. 1977).

As the project sponsors and government agencies worked on the project during the 

ensuing five-year period, they found that several conditions imposed by the 1977 Decision 

required revision. As authorized by the ANGTA, President Reagan submitted eight "Waivers of 

Law” lo Congress, and Congress enacted these by Joint Resolution in December I9XI. One of 

these v lived the prohibition o f  producer participation and substituted a requirement that FERC. 

alter an, ice from the Attorney General, make a determination that there would be no antitrust 

problems from producer participation. S. Rep. No. ‘>7-272, at 31 (19X1). As the administration

” Today. TransCanada is the successor in interest lo Alcan Pipeline Company (later renamed 
Northwest Alaskan Pipeline Company) and Foothills Pipe Lines, Ltd. Foothills is a wholly- 
owned subsidiary o f  TransCanada.



explained at the time, a “more thorough analysis of the antitrust issues” revealed that "sufficient 

antitrust protection” could be achieved by addressing "access and expansion” issues at the time 

o f  issuance of the final FERC certificate. All o f  this effort proved academic because the 

proposed nipcline was not economically viable. Realistic hopes for a gas pipeline then lay 

dormant for some two decades.

Fast forward to 2004. In order to encourage the development of an Alaska gas pipeline 

once again. Congress passed the Alaska Natural Gas Pipeline Act.7 It directed that in any 

pipeline certification proceeding, FERC should presume that “a public need exists to construct 

and operate the proposed Alaska natural gas transportation project."s Addressing competitive 

concerns again. Congress further directed FERC to issue Alaska-specific open season regulations 

that, among other things, would “promote competition in the exploration, development, and 

production o f  Alaska natural gas.”‘)

The proposed open season regulations were subject to commentary that focused largely 

on competitive, level playing field issues. For example, the Department of Interior filed 

comments reflecting its view that North Slope competitive access abuses had in fact occurred. 

"Clearly, past abuses related to access to facilities have occurred for oil production on the North 

Slope. Companies interested in pursing new development in northern Alaska are aware, directly 

or indirectly, of the past abuses by facility and pipeline owners."1’1 Anadarko, on its pan.

Alaska Natural (las Pipeline Act. Pub. 1.. No. 108-324. div, C. $5} 101-116, 118 Stat. 1220 
(2004). ("ANGPA").

* ANGPA $$ 103(b)(2)(A).

'' ANGPA 103(e)(2)(H). Congress also approved an unprecedented pipeline expansion 
provision largely, if not entirely, in response to competitive concerns. See id. at $ 105.

( omments o f  Department of the Interior. Docket No. RM05-1 •()()(), December 17, 2004, at 7.
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emphasized the unique circumstances in Alaska where three companies control the vast majority

o f  the gas reserves currently available for transportation, while others are hoping to successfully

explore but arc concerned about gas pipeline access issues.11

liven a company as large as ChcvronTcxacu was quite clear that Order No. 2004

requirements were needed in the open season:

ChcvronTexaco believes that since any Alaska Gas Pipeline is 
expected to be operated on an open access basis, the Commission 
should assess Standards of Conduct-like requirements. That is, 
before any project sponsor conducts an open season, it must meet 
the type o f  guidelines established by the Commission for interstate 
transporters in Order No. 2004. It is inevitable that project 
sponsors will need to engage in detailed discussions with potential 
shippers. The tension presented is the mixed role that many 
project sponsors may have-in that their affiliates or marketing 
divisions also might be potential shippers. Chevron Texaco 
submits that project sponsors should not be permitted to transmit 
non-affiliate information to affiliates or marketing divisions; 
rather, they should be required to keep such information 
confidential. ‘

In its final open season regulations, l'l-KC acknowledged Congress' competitive 

concents: “Indeed, the tremendous size, scope, and cost o f  an Alaskan pipeline, the long lead- 

time needed for such a project, environmental sensitivities, ami tlic competitive conditions that 

are unique to such a project warrant special consideration and oversight." Order No. 2005 at 

0 (emphasis added). IT.RC further found that "there tire complex, competitive conditions 

.surrounding an Alaska natural gas transportation project, which are intensified by the generally 

agreed upon fact that there will lu- only one such pipeline for the foreseeable fu‘ ” M Id. at 1| 10.

11 (. 'omments of Anadarko Petroleum ('orporation, Docket R M 0 5 - I -0 0 0 ,  December 17, 2 0 0 4  at 
2.

1 Comments of ChcvronTexaco Natural (las. Docket No. R M 0 5 - 1 -0 0 0 , December 17, 2 0 0 4 , at 
8,

o



FERC added that “we arc well aware of the risks to competition imposed hy a project that is 

owned or primarily sponsored hy a small group."1' It shaped its open season regulations 

accordingly, and fashioned detailed provisions to mitigate competitive concerns (e.g., the open 

season notice provisions of § 157.34).

A few clays before Order No. 2005 was issued, Chairman Wood, in a letter to the Alaska 

I louse o f  Representatives Minority Leader Derkowitz, addressed some o f  the competitive 

concerns Mr. Bcrko\\ ilz had raised in an earlier letter about a pipeline owned by the three major 

North Slope producers, lie wrote "it would be prudent lo conclude that the antitrust issues which 

concerned Congress and the President over twenty years ago are still valid and will be addressed 

by our Commission in our proceedings,"14 I le then added that “the Commission will do 

everything it can to preclude antitrust abuse and promote competition in the authorization, 

construction, and operation o f  a future Alaskan natural gas pipeline." Id. (emphasis added).

To ensure that the unique and complex competitive conditions surrounding the Alaska 

gas project were recognized even at the pre-application open season stage. Order No. 2005 

incorporated, for example, relevant portions of the Commission's previously enacted Order No. 

2004 standards o f  conduct.1' Order No. 2005 went a step further and required that a separate

"  Id. at 12. The Commission made similar statements in Order No. 2005-A: “a successful 
Alaska natural gas transportation project will have to overcome a variety o f  significant obstacles, 
including unique and complex competitive conditions ... [and] including the need in certain 
instances to accommodate existing Commission policy to the unique circumstances surrounding 
the exploration, production, development, and transportation to market of Alaska natural gas." 
Order No. 2005-A at 1| 36.

14 Letter from Pal Wood to Ethan Merkowitz. January 28. 2005, at 2, available at 
litlo://clibrar\. fere.novddmws/common/opcnnat.asnVtilcin 10402511.

Order No, 2005 at 74. Under Order 2004, the standards o f  conduct do not apply until 30 
days alter FERC issues a certificate allowing the gas pipeline to begin construction. See Order

(l-ootnotc continues on next page.)
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unit or division be created to conduct the open season and that such unit/division “will be 

required to function independent of the other non-regulated divisions o f  the project applicant as 

well as the project applicant’s Marketing and fincrgy Affiliates and subject to certain provisions 

o f  the Standards of Conduct.” Order No. 2005 at «| 74. While rehearing and/or clarification of 

various aspects o f  Order No, 2005 were sought, no commenter took issue with the applicability 

o f  the standards of conduct to the open season process."’

The Court's Remand

In National Fuel, the court found Order No. 2004 lo be arbitrary and capricious because 

it extended, without record support, the previous standards o f  conduct contained in Order No. 

497 (which applied only to marketing affiliates) to non-marketing affiliates, i.e., “iinergy 

Affiliates” as defined in Order No. 2005. The court agreed with two dissenting IT.RC 

commissioners that “the factual record on which FfiRC relied was barren and did not contain a 

single example of  abuse involving non-marketing affiliates, much less evidence o f  an industry­

wide problem.” 17 The court found that Order No. 2004 had made two fundamental changes from 

Order No. 497: (i) it extended the standards beyond pipelines' relationship with marketing 

affiliates to include non-marketing affiliates (Jinergy Affiliates) processors, gatherers.

(Footnote continued from previous page.)

No. 2005 at 74. n._4. My moving up the applicability date of those standards, FFRC was 
implicitly recognizing Alaska’s unique competitive conditions.

The dominant North Slope Producers (hxxonMobil, BP and ConoeoPhillips) sought 
clarification that if a separate entity is created to he the project sponsor, then they need not create 
still another unit/division to conduct the open season. '1 he Commission concurred that if that 
project sponsor functioned and operated independently from Marketing and Incrgy Affiliates, as 
well as the other divisions of the project applicant, then the creation o f  a further subdivision 
would not be necessary. Order No. 2005-A at 1| 107-108.

1 National Fuel, 468 F.3d at 834. See also id. at 8 4 1: "Indeed. Order 2004 does not include a 
single example o f  abuse by non-marketing affiliates."

x



producers, local distribution companies, and trader • and (ii) it broadened the standards to cover 

a pipeline’s relationships with an Energy Affiliate even if that Energy Affiliate did not control or 

hold capacity on that particular pipeline. Id. at 838.

The court said that FERC on remand could choose a path of developing a factual record 

o f  abuse that justified the reach o f  Order No. 2004, id. at 844, or in the absence o f  such factual 

evidence, “FERC may try to support the Standards by setting out its best case for relying solely 

on a theoretical threat o f  abuse.” Id. (emphasis in original). The court expressed no view on 

whether a case could be made that such a theoretical threat alone would justify the reach of 

Order No. 2004. but cautioned FERC that its analysis o f  a theoretical threat would have to be 

thorough and careful. Id. at 844-45.

The Need for an Alaska North Slope Exception to the Expected Final Rule 

Under the NOPR. the standards of conduct do not apply to any relationship between 

natural gas transmission providers and Energy Affiliates; they only apply to dealings with 

Market Affiliates. NOPR at 19. hi response to Notional /•'ucl, FERC has chosen to take 

neither a path of developing a factual record o f  energy affiliate/pipeline abuses nor a path of 

developing a theoretical threat o f  abuse case. Nor h; s the Commission expressly asked the 

public for comments on either ol those two paths. It therefore appears highly likely that the final 

rule v ill be the same as the proposed rule and encompass only Marketing Affiliates, at least 

insofar as gas pipelines are concerned.

What this means in a practical sense is that under the NOPR a North Slope producer 

selling its own gas will not be considered a Marketing Affiliate.1'1' Hence an Alaska gas pipeline

l x Sec proposed § 358,3(e)(3)(i): “Marketing means i sale o f  natural gas to any person or entity 
by a seller that is not an interstate pipeline, except where: (i) The seller is selling gas solely from
hs own production ” See also proposed $ 358.3(k): “Marketing Affiliate means an Affiliate

(Poolnote continues on next ;>;igc.)
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owned in whole or in part by the three major North Slope producers would not be prohibited 

under the proposed regulations from disclosing commercially valuable information to those 

producers. For example, the pipeline could selectively disclose pipeline constraint, curtailment, 

or other critical operational information to affiliates without violating the NOPR. The 

Commission is correct in pointing out that it has statutory powers under Sections 4 and 5 o f  the 

Natural Gas Act to prevent undue preference or undue discrimination. See NOPR at 17. 

However, the Commission appears to concede that statutory relief under those sections would be 

less readily available than would relief under Order No. 2004: “If a transmission Provider 

provides an undue preference or advantage in favor of an affiliate that is not covered by the 

standards o f  conduct, that undue preference may still be prohibited by the Natural Gas Act or 

Federal Power Act.” NOPR at 17 (emphasis added). It stands to reason that an outright 

prohibition under the standards o f  conduct against certain dealings with an Energy Affiliate 

avoids the requirement, as would be necessary under Section 4 or 5, to show that those dealings 

rose to the level o f  becoming unduly preferential or unduly discriminatory.

The Commission is certainly aware that a producer-owned pipeline originating on the 

North Slope is a very real possibility. Three North Slope producers now own more than 90% of 

the 35 tcf o f  confirmed gas reserves, and the potential for a like percentage ownership of a 

pipeline tin' those companies must be acknowledged. Whether those three producers own all o f  

the pipeline, a portion of the pipeline, or none of the pipeline, their control over the gas reserves 

that will provide the initial throughput o f  the pipeline will give those producers much influence 

over the rates, and the terms and conditions of service under which the pipeline will transport

(Footnote continued from previous page.)

;ts that term is defined in tj 358.3(h) o ra  unit that engages in marketing, sales or brokering 
activities as those terms arc delined ij 358.3(e)."

It)


