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NOTICE 

Portions of this Repoz-t were prepared by F1uor Engineers and Con- 

struators, Inc., solely for the benefR of the Crow Tribe of Indians and 

not for the purpose of reliance by any third party. ~Zuor makes no 

guarantees and assumes no liability to any third party with respect to any 

information contained herein, Third parties usin~ information contained in 

this Report do so at their own risk, end any use thereof shall constitute a 

release to F1uor and'the Crow Tribe from any liability in connection there- 

with whether az~sing in contract, tort, or otherwise, and regardless of the 

..fault or negligence of 1~luor or the Crow Tribe. 
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1.0 INTRODUCTION 

The Crow Tribe of  I~xiians ( 'The C r o ~ '  or rThe Crow Tribe") has abundant natural  

resource wealth. Much of this is Lq the form o~ coal. The Crow have leased some of 

the  coal reserves to Westmoreland Coal Company and Shell Oil Company in exchange 

for royalty income received When coal Is sold. Softness in world energy mar l~ts  and 

reduced consumplion of electr ical  power has led to surplus" coal Cal~city in western 

regions of the U.$, As a result, the  demand for coal from these  leases is soft and coal 

sales to outside par~ies are ILkely to remain at low levels for a long period into the  

future,  

In order to obtain significant Tribel income from sales of coal, the Crow must look to 
• . , .  

the development of energy projects on the Crow Tribal lands which would me this 

coal. To explore the uses fop Crow coal, theCrow Tribe has conducted two feasibility 

studies~ the first, which has been completed prior to this report, was for an electric 
f ,  

powerplant project to be built on the Crow Tdba~ lands. The major focus of this 

second report is on the likely financial slructure and financial results under this 
structt~e of a major sy~u~ls project on Crow land. 

The availability of Federal Government financial assistance allows for a project: 

financial structure which is different from that set forth in the electric powerplant 

feasibility study, To help the Crow Tribe members understand the difference in these 

structures~ this report also explains the nature of project finandng and how the 

financial slru~ures proposed for the two projects differ. 
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2.0 EXECUTIVE SUMMARY 

The Crow Syr~uels Project is one of the largest synthetic fuels projects currently 
active. The-:project is projected to cost $3.15 billion in construction costs with 

capitalized interest of $51g million. Total financing requirements will be $3.66 billion 
including irffJation. + 

The e+~onomics and risks of the Synfuels Project are such that the Project needs both 

loan:.guarantees and price guarantees from the Synthetic Fuels Cbrporatlon in order to 

beviable. The Project cannot produce substitute natural gas (SNG) competitively at 
todays prices and needs a price guarantee to be viable. 

.A price guarantee at a 1982 price of $6.75 plus escalation would yield a 27% rate of 

return under the assumptions used in this study, However, because of the risks 

associated with the projects investors might demand an even higher retwn. 

With this level of.price guarantee, the Project exceeds the $3 billion funding limit of 

the Synthetic Fuels Corporation. Therefores the Project as proposed is not feasible 
unless private non-guaranteed financLng is available for the Project or i f  i t  is financed 

with substantially greater equity than the 25% conteml~ated in this study. V/Khout 

increased private participation in the Project, only a substantially smaller project can 

meet the limits of the Synthetic Fuels Corporation guarantees. 

The Synthetic Fuels Corporation currently has t~.9 biUion dollars in authority and 

cannot fund n~nerous large projects, The Board of Directors has decided to seek a 
diversity ~of:pr6j'ects. This Project is very simUar to the Great Plains Project in size 

and techno!=ogies utilized. A3 a result i t  might be difficult to receive government 
asdst:,~nce for the Project even at a smaller scale. 

Although this particular project cannot be funded readily under the Government loan 

guarantee and price guarantee program, the Crow Tribe has one of the premier sites 

for a synfuels project. A smaller project could be accomplished under the existing 

Government program. The Crow Tribe should take those steps necessary to set up the 

mechanisms to attract other, smaller projects to this rite. 

2-I I ~ ! ii ! 
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.3,0. FINANCING A MA~JOR,ENERGY DEVELOPMENT PRO3ECT 

Funds are advanced to a project or an enterprise by investors who provide equity and 

potenUaily ..by lenders who provide debt. Lenders w~o might be such parties as 

insurance compardesp corporations. , individuals, pension funds or the Federal 

Government provide funds at a predetermined return Which can be a fixed interest 

rate or which can f loat with market conditions. Lenders. wiU only provide funds if, 

from the activity financed, a dear stream of cash flow results which can provide for 

debt service (i~., cash will be available to meet required interest and prindpai 

payments). C0nsequen~ly lenders will require that debt be senior, in terms of payment 

priority, to the equity, In the case of a project the debt'holders will require a lien on 

the project such that in the event of a payment d~acdt :Q.~,. non-payment of interest ,o 
or principal) the lender can foreclose on the llen and, throug h foreclosure, wiU own the 
project. : 

Equity investors do not have a predetermined rate of return.', Their return varies with 

the actual enterprise or project results, after any debt payments are made. Once the 

debt is PcidD the balance is available to the equity investor. In determining whethe~ a 

project is suitable for investment, potential equity investors wiU examinethe risks of 

the project to determine i f  the dsk is acceptable. I f  the risks are acceptable, the 

Potential investors wlU then examine the potentialreturn or range of r e t u rns  to see i f  

i t  meets a required return, given the level of risk. 

While the Crow Tdbe has weelth in the form of natural resources, unless the Crow 

coul¢J sell some of th.~se resources, capital necessary for resource development must 

come from outride so~ces. The Crow, for example, cannot borrow funds against their 

coal reserves. The reserves alone do not provide a stream of cash to the Crow Tribe 

with sufficient certainty that a lender would be assured that the debt will be repaid. 

The Crow must therefore obtain the capita[ necessary .for resource development from 

outside parties. This c~pltnl must be, in part, in the form of equity or risk capital 

which will be Invested by prlva, te parlies seeking a return on the capital. These 

investors, on their own behalf or because of the way in which the project is structured, 

might be able to borrow some or all of the funds to develop these resources. 
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To effectively deal with potential investors who wil l  provide the financial resources to 
,! 

develop coal re~urc~,  the Crow must understand the av-~lable feadNe financial 
: |  

structures, poter~lal.: returns to both.: investors and the Crow Tribe and what risks must 

be borne by pote,'ntiaJ investor~. Understann~ng these factors, which an investor wil l  
~', 

study in determb:dng whether or not to invest, de~ines the la'titude which the Crow 

THbe has in nego~iating successfully to accomplish such a project. The returns and ... 

risks which characterize this project are outlined in tNs study. 

GS. t L  !t ^N NG 
/'. 

There are two general approaches to financing a major project of the type anl~cip~ied 

in the case of eitl~r the ele~ric,  power plant or the s~fuels pi'oject. The first 

approach is where the project sponsors r ~ e  capit~l on their own account, and provide 

that capit~l to construct and operate the: project. In the second appro~ach, the moject 

Itself is used as the b~.~ ~is ~or ratting some o! ~he projecfs capttal requirements. In this 
case, whtch is called "Project Finandn~|, ~unds are borrowed a~inst", the project's 

ability to meet debt ~ayments. ~.~ 

,! 

In project finandng, t'he project, including spe~fic project assets, and not the general 

credit of acorporalion, serves ~s the collateral for the loan. In this case the project 

would typically be financed with a mixture of debt and equity.~unds. "The focus of ~ds 

study is on:project fi~anc/ng, of the synfuels pro|ect. ' . .:~.. ,.. ~.. 

+ 

In 1rue project iinan~ng, the project sponsors are net liable for the. debt:in the event 

of a defaul t .  Instead, lenders look to underlying contracts to provide assurance of 

repayment. The nature of the contracts and.the financial strength of the parties who 
agree 1o purchase the projeclts output provide the credit in the transaction. Typically 
these contracts must provide for re~enues~ or working capitaL contributions to the 

project, under all circumstances, in amounts sufficient to pay debt service. 

Project f ir~ndng has specific benefits for investors. I t  can allow the investor to raise 

moR debt relative to e ~ t y  '~han the percentage of debt that the investor normally 

has awUable in finandhg his own operations. This is because the lenders wUl look at 

the specific cash tlow, ~gether with the underlying contracts to m~.asure how much 
o+ 

debt the 'project can service. In the'extreme, projects can be financed through all 

debt. .' 

--3-2 
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I" 

(Con~nued) 

Other benefits of project financing Which are important to sponsors ~clude the 
• ' T " " "  

:manner =.n;which the project is recorded on the sponsor's balance sheetp in contrast to 

the case where the project is funded directly. This would result if the ~:oject is 

sufflcientiy lindt~d with respect to recourse back to the"investor in the.. event of 

default. " 

3.2 ELECTRIC PO,WER PLANT PRO3ECT 

:..':, 

During the course of the electric power plant feasibi.Hty study, representatives of the 

utilities associated with the project indicated that they were Interested in 

participating in the project only to the extent that the uldlities would not have to 

advance equity funds. Under such circumstances the project must be financed only 

with debt. The only manner in which such'a project can be accomplished is if the 

utilities would be w~ing to agree to power purchase contracts which stipulate that the ' ~  

utilities will make payment for the power under all circumstances~ even if the power is 

not deUvered. The utilities would also be required to make paymfmts sufficient to 

retire the.debt, and pay interest i~ the project is not completed. These contractural 

requirements are frequently called "HeU or. High:WateP' provisions and serve in the 

place of equity. 

Although the power plant feasibility study set forth this structurep subsequent events 

make it  tess likely that this form of project financing can be ac~:omplished for the 

power plant project. After the power plant feasibility study was completed, the 

Washington Public Power Supply System terminated construction of certain nuclear 

power plants widch were financed in this manner. These cancellations have made 
utilities reluctant to provide credit in the form of such contracts, l~ecause certain 
issue.s of these contracts will be subject to litigation to determine the exsct liabilities 

of all parties, this form of major project financing could be limited in the future. 

Depending on the outcome, either tenders or rating agencies might be reluctan, t to 

purchase or rate such debt issuest or alternatively, utilil~es might be reluctant to enter 

into this form of contractual relationship. 

. t  
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3.2 (Continued) 
C',,'. 

Project financing in the true sense is at this time not a likely feasible alternative for 

the power plant project. To accomplish this project the Crow Tribe will need to work 

with a lead ut i l i ty which will put together an investor ~'oup for the project as a joint 

venture. 

3.3 5YNFUELS PRO3ECT 

Although a number of financial structures are possible for the Synfuels Project, the 

most feadble is one where the U,S. $ynthefic Fuels Corporation (SFC) provides loan 

guarantees and price guarantees to the project. Under a Government guarantee~ 

lenders w Ul look to the Government, and not to the project1 in the event that the 

project cannot meet repayment of interest and principal. The Government in turn, 

under these circumstances, wil l foreclose on its collateralp the project itseLf. Project 

sponsors can therefore acl~eve true project f inandn8 with a SFC guarantee. Under 
this form o~ financing the purchase contracts for the project output do not need to be 

as stringent as ~' tl~e case of the power plant project. This is because the credit to 

lenders is the Federal Government% fult faith and credit guarantee and not the 

strength o~ the purchase contract for the synthetic fuel. However, the Federal 

Government~ in the form of the SFC as ultimate creditor~ will seek to assure that 

sponsors in the project are at risk and that the project is financially viable. The 

degree of project strength represented by purchase contracts will be negol~ated with 

the S F C ,  : " " 

Under the Synthetic Fuels Corporation enabling legistation, the SFC can only 
guarantee up to 75% of the project costs. The badance of the funds estimated to be on 
the order of $750 million must be provided by private participants. 

The private participant ,;, ~uid n0rmatlly provide funds in the form of equity. To make 

this Project attractive to ~ tenthd  e~it) ,  investors~ the SFC would need to struct~e a 

transaction which pro~des s~f ic ient return with l imited risk to the equity investor. 

The Crow Tribe would also need to provide sufficient comfort to investors tha~ the 

Project~ as i t  might be proposed to the SFC~ wil l be permitted to proceed as planned. 

3~  
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~.0 RE~U,IREblENTS FOR PROCEEDING WITH THE P203ECT 

To accomplish a major energy project, the financial activities can be divided into four 

major time phases. In the first phase, the potential project sponsors study the 

financial and economic fea~bUi~y of the project, Once feasibility is determined and 

the sponsors decide to proceed;the second phase includes establishing the management 

organization of the project, identification of additional sponsors, i f  necessary, 

identifying lenders and obtaining flnandai commitments. This can proceed [n tandem 
with detailed ensineering and refining the cost estimates. During the second phase, 
the sponsors begln to order equipment with long lead times for procurement. In the 
third phase, construction and sCartup take place with the activities of the project 

mordtored to anticipate cost overruns and delays, In the final phase the project 

commences operations and generates revenues. 

As the project passes through each phase, the financial requirements increase. For the 

Syntuels Project, at the first phase the sponsors wil l spend $5 to $15 million. At  the 
second phase, before construction is started, at least $30 to $100 million will be spent. 

. . .  

To complete design and conslruct the project a total of approximately $3 billion will 

~'~'be spent. The requirements for funcls to be spent in this manner is a major obstacle 
fo~ the project. The sponsors must spend in excess of $50 million before they know 
with any certainty what the project wUl cost. Befor~ the $50 million is spent the 

sponsors wil l insist that they have h.lear righl~ to the project site and the relationship 

with the Crow Tribe. is fixed. This means that all approvals and agreements will have 

:. been negotiated with the Cr~ "T r i be  in a manner such that the approvals and" 

agreements cannot be reversed. :: .. 

#.I OBTAINING E~UITY SPONSORS 

Current softness in energy markets and the perception that oil prices will not increase 
as rapidly as previously forecasted, have reduced industry interest in constructing 
major new enersy projects. A large number nf planned synth.el~c fuels projects have 

been cancelled or postponed. In addition, the massive synthetic fuels program 

envisioned" in the Energy Security Act is evolving into a much more modest program 

where only a few projects of the size of the proposed $ynfuels Project will be 

construL-ted. 
& 

/ ............ I is subject io f i l l  l~swnlcllc~ ch t,~t 
NOTI¢[ r i ~ t  A! l i l t  IrnONT ~ lJiz~ I~ [ l~ l  



P 
P 

4 . 1  . (Continued) 

These negative factors n~ust be balanced by the fact that the Crow Tribal Lands and 

the control of the Crow Tribe over land, coal, and water make this one of the most 

attractive potentLal sites for a major power plant or synfuels project. 

• o' 

However, because of the  slowdown in interest in synthetic fuels, potentLal project 

sponsors will weigh the attractiveness of the site versus other rites and consider what 
will be perceived as problems in dealing with an Indian Tribe. These problems 

particularly wil l center around tribal sovereignty :and the abil ity of the Tribe to be 

SUed. 

In constructing and operating a project on Crow Tribal land, potential investors and 

lenders to the project wil l  Insist that the econorrdcs o~. the project and the a, bi l i ty to 

proceed with the project wil l not be altered by actions of the Crow Tribe, s~'~equent 

to the commencement of the second phase of activities previously outlined d~i~'e. The :~.!.. . 

details of accomplishing this are addressed in the legal study, Howevo.r, to be 

successful in attracting a group of equity investors, the Crow Tribe must ~ddress the 

actions which the Tribe needs to take to make tids project attractive to potential 

project sponsors at the end of this feasibility study, 

The Crow THbe needs to take the necessary steps in advance of negotiating ~vith 

potential sponsors. These consist of.- (1) establishing the legal framework for 

negotiating, approving and signing ai~eements which cannot be reversed by subsequent 

unilateral Crow Tribe action and allowing the Crow Tribe to be sued under these 

agPeemen¢s~ (2) establishing a legal mechanism where the Tribe agrees not to impose 

any subsequent tax on the projectj and (2) establishing the manner in which the Tribe 

would be willing to f~rtLcil~te in the project'. 
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4.2 ISSUES'OF FINANCIAL RETURN AND 
PRO3EC7 CONi'ROL FOR THE C'ROW TR16E, 

The issues o~,Crow direct financial returns and hence tribal revenues re~mLved directty 

from the project are a matter of negol~ation, in viewing the benefits of any resource 

deveLopment project, the Crow must take the point of view of a 8ovemment and not a 

private investor and examine the overall economic effects of the project on the people 

of the it|be. 

Municipal and state governments frequently subsidize real estate purchases and 

provide tax abatements in order to attract businesses to their locality to obtain the 

benefits of development and employment. The Crow, in examining how i t  can make a 

"major coat project attractive to outride ventLcers, need to consider the value of 

infrastructwe development and the indirect effects on tribal members of employment, 

local business revenues and infrastructure development. 

"[:his financial study only addresses the economics of the Synfueis Project and 
does not address overa.tt"benefits to the Crow. To understand those benefits this 
finandal report must be examined in con|unction with the sections of the study dealing 

with socloeconomic impacts. 

Because of the size of the flnandal requirements necessary to accomplish this project, 

the Crow Tribe wil l not be able to exercise the degree of control that the Tribe might 

desire in develol~ng Crow Tribe natural resources. This is par~cularly true at this 

point in time. In the current environment energy properties have changed 

dramatically from a "sellers macket" m a "buyers market". 

In this context, the proposed 5ynfuets Project wiU be perceived as very risky 

for investors even with the Government's f inandai assistance. In exchange for bearing 
this risk, investors wil l want to receive all avattable financial returns until at' least 
their required rate of return is realized. Most of these returns in the early years are 

In the form of tax benefits (deductions and credits which reduce taxes on other 

income) which cannot be utilized by the Crow Tribe. 

The returns to the crow~'¢ibe are royalties on the coal, and payments ~or leasing the 

land and providing water r.ights. The amount of the payments for land and water are 
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t~2 (Continued) 

negoldable. I t  might also be possible to negoldate some form of long term net profits 

interest which would allow the Crow ,Tribe to share directly in the profits from the 
plant but only after the equdty:;hvestors realized their expected return on investment. 

Ultimate control by the Crow T.ribe over the project wil l  most l ikely be in the form of 

renewal provisions for the land and water agreements at the end of the nominal plant 

life. Careful negotiation of these provisions could allow the Crow Tribe at that point 

in time to be a signLficant owner and exercise major control over the project. 

4.3 STUDY OF 3OINT POWER PLANT AND SYNFUELS PRO3ECT 

Although the studies of the power plant and the SyrEuels Project have been conducted 

separately, i f  either project were to .proceed, i t  could dramaticially enhance the 

economics of conducting the second ,.project if both are constructed in tandem or 

sequentially. This results from two prlndpai project savings. The f irst is that the 

infrastructure would be shared depending on the sites chosen. The second reason is 

that the synthetic fuels technology proposed cannot utilize coal fines. In the case of 

the syr~uels plant, coat costs can be sisnificantty higher If  the fines are mined and 

cannot be sold economically. Suffident enEineerLng data is not available to examine 

the ir~ras~ructure savings achievable under both projects. However, at minimum the 

Project could be examined in terms of purchasing electr icity and without a penalty for  

unutilized co~l fines. This would involve some limited additional ensineering cost 

analysis. This would then provide an ~sessment of the synfuels project, assuming that 

the power plant is built in a location where offsite facil it ies are not shared. 
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5,0 AVAILAB.L.E FEDERAL FINANCIA.L. ASSISTAN(~E FOR SYNTHETIC FUELS.. 
..':" 

i ?  ~. 'l 

5.1 ENERGY SE.CUR Y ACT . .  
"t 

i .! 

The economics of the $ynfuels Project ape ~i~ch that the Project!, requires financial 

assistance from the SFC, The Govamm-en+::'+'~thetic fuels progt'.am:is currently 
embodied in the SFC which, was authorized and established by the Energy $ecurity Act 

passed in 3uly 19g0. Funding for ~he SFC is provided through Public Law No. 96-126 
and a series of subsequent claclfying appropriations acts. The Energy Secrwity Act 

provides specific forms of authority for providing financial assistance and sets goals 

and priorities for the SFC, which in some cases are conflicting. 

The SFC may provide successful applicants with assistance in the form of price 

guarantees, loan guarantees, purchase commitments~ direct loans and joint ventures. 

Additionally, the SFC has the authority to cbntract to construct and operate, for its 

own acccoult, up to three SFC owned synthetic fuels projects. The law dearly sets 

priorities which stipulate that price guarantees, loan guarantees and purchase 
commitments are more attractive to the Government than direct loans. Providing an 
applicant with a direct loan, in turn, is given a higher priority than entering into a 
joint venture with a project sponsor. A project may be constructed directly by the 

5FC only i f  no acceptable fln~nciad assistance proposals are forthcoming. Potential 

sponsors and the SFC Board o~ Directors have focused on loan guarantees and price 

guarantees as the probable form of assistance which will be granted. 

The maximum total financial liability of the SFC to a single project at any point in 

time is $3 billion, This would lndude any past l~yments to the project. This $ 3 

billion l imit  Includes awards made in the form of a single incentive type or more than 

one type of.incentive such as a loan guarantee and a price guarantee provided to the 

same project. The a~horizing leglr-lation a/so provides that each contract for 

financial assistance specify the maximum liability of tt~e SFC with respect to that 

individual award, 

Projects receiving more than one form of flnandal assistance must meet a higher 

standard than those requesting a single form of finandal assistance. The 

L 



5.1 (Con~nu~d) 

Board of Directors of the SFC must determine that more than one form of financial 

assistance is required for the viability of that project, s and furthers that the specific 

project is necessary to achieve the purposes of tt~e Energy 5ec~:ity Act. 

This study antidl~tes that the Project wiU request two forms of financial assistance: 

loan guarantees to finance construction and product price guarantees following start- 

up. The loan guarantees are required to reduce the completion and performance Hsks 
in the project during the construction phase and to supplement the price guarantee 

during the operating period. Subsequent to construction~ price guarantees assure a 

specified minimum price level. 

5.1.1 Loan guarantees 

The SFC has the authority to guarantee I00% of the principal of loans approved by the 

5FC. Such guarantees cannot exceed 75% of the initial estimated cost of the project. 

The SFC also has the authority to finance cost overruns beyond the amount of the 

total project cost specified in providing the initial award~ but at a decreasing 

percentage of the amount of the overrun. The SFC can finances through loan 
guaranteess up to 50% of cost overrruns over the initial total e s ~ a t e d  cost, provided 
that the revised total estimated cost does not exceed 200% of the inital cost. Once 

the revised cost exceeds 200% of the initial ~tLmated cost s the SFC may finance only 

up to #0% of the additional overrun. If the overruns exceeds 250% of the inilial 

estimated costs the SFC may not provide any additional loan guarantee authority to 

the project unless the SFC Indicates its intent to Congress and Con~'ess does not 

disapprove this action. 

Loan guarantees made by the 5FC are ful l  faith and credit guarantees. A full faith 

and credit guarantee is important to lenders in that the Federal Government is the 

ultimate creditor, beyond the 5FC. The Energy Security Act further provides that the 

guarantee cannot have a maturity of more than 30 yearss or the useful life of the 

synthetic fuels project s whichever is less~ The enablingle~slation also provides that a 

loan guarantee can be made to one and not aU of the ProjecUs sponsors; 
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~ . 1 . 1  (Continued) m 5~ m': m' " 

An issue which was raise! in thb negotiation of loan guarantees with Tosco.ahd the 

Great Plains Coal Gasification Project is that of the non-recoucse ne.ture of the loan 

guarantee and its ef_fect on the rlsk of the Project sponsors. A recent F~th C':rcuit 

Court of Appeals Case held that forgiveness of indebtedness income, in the event bf.a 
defaulted non-recourse l~n ,  would be limited to the value of the coUateral. This 

implies that Project sponsors can effectively receive the tax benefits .of a project and 
avoid ~capt~ce of most or all of the *~x benefits. This would occur i f  default occurs 
past t,he ~ year recapture period for tax crests which also is the depreciation period 

for most of the Synfuels Project's assets. 
t" 

In order to keep the project sponsors at risk ti~-oughoL¢ the project  life, the 

Department of Energy sought a~d received ~rom Tosco a lien on assets beyond those of 

the Colony Project. The partners of the Great Plains Project provided for recourse by 

DOE to the Project sponsors, under spedfJc circumstances, of an additional $100 

million in the event of de3ault. 
,o 

Under the lo~n guarantees to the Great Plains Project and to Tosco, the Department 

of ~mrsY received a first a~d prior lien on ~U F'.,~oject assets. The s~cond SFC 

soUcitation ~ndudes a wUUn~mess to enl~ge in co-~lnandng under which private non- 

guaranteed lenders would presumaldy share in the project coUaterah 

.~.h2 Price Guarantees 

The $FC is also authori~d to enter into price guarant~so The law requires that price 

guarantees cannot.be based on a cost-plus arrangement or any varialion thereof ~hich 
guarantees a profit to the project. The law speclfi.ca/ly exc'udes a cost of service 
tar i~ from the definition of cos~-plus types of loan guarantees. SFC is also reqLdred, 
in awarding price guarantee contracts, to establish a specified sales price at the LeveL 

which would provide the minimum subddy determined by 5FC to be. necessary to 

provide adequate incentive for the project. 
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.5.1.2 (Continued) 

t 

The law provides that the 5FC may requirer as a condil~on of providing the price 

guarantee, that the $FC share in the profits of the project on a fair basis in awarding 

price guarantees. The Energy Security Act requires that any price guarantee include a 

provision to the effect that "the price guarantee or purchase agreement shall be 

subject to review and possible renegotiatidn within l0 years from the date of initial 

production by the synthetic £uels project, at which point the SFC shall specificaUy 
determine the need for continued financial assistaunce pursuant to such price guarantee 
or purchase commitmenlP. 

5.1.3 Purchase Aweements i 

Although the Energy Security Act gives the SFC the authod~ to enter Into a purcb~e~ 

agreement, the effect of the act is that p~rchase agreements are similar to price 

guarantees. This results from a requirement that, under the legislation, the purchase 
agreement or commitment must provide that the SFC retain the right to refuse 
d~ivery of the synthetic fuel under such terms and oondit~ons as will be specified in 
the purchase agreement. This contractual right to refuse delivery means that the $FC 
can effectively guarantee only price and not the market for the ~uel. 

Purchase agreements cq.uld be available from the Department ef Defense or other 

government agencies with the price guaranteed by SFC. However, no government 

agency including the Department of Defense purchases natural gas on a centraliTed 

basis,, Purchase agreements are not an option for this project. 

5.1.~, Direct LoanAuthorlty 

In addllion to loan guarantees the SFC is authorized to enter into direct loan agree- 

merits for a synthetic fuels project. Such loans have simUar provisions to those o£ the  

loan guarantee authority except that direct loans are  further limited to the lesser of 

~9% of the inilial total estimated project cos'~l or not more than a minority finandal 

interest in the project~ unless the Board of Diilectors of the SFC determines that the 
/ 

borrower has satisfactorily demonstrated that such limits would prevent the finandal 

viability of the proposed project and therefore additional loan assistance is necessary. 
: . ,  , '  
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:5.t.; (Continued) 

A ~rect loan would not necessarily be issued at &n interest rate lower than that of a 

loan guarantee. Each loan is required to bear interest at a rate determined by the 

SFC taking into account the needs and capadty of the recipient and prevailing rates of 

interest. However, the law provides that such interest shall not be less than rates 

determlned by the Secretary of Treasury, taking into consideration current yields on 

outstanding obligations of the United States. 

The disadvantage to the 5FC of a dLrect loan Is that, when the SFC makes a direct 
loanp the amount counts as a budget out~y for the Government, contributing to the 
Federal Budget de31dt. Loan guarantees do not count ageinst the Federal Budget 

unless a payment is made against a defaulted loan. 

5.1.5 3oint Ventures 

30int ventures by the SFC are restricted to a synthetic fuel project module which (1) 

demonstrates the commercial feasibility of the techholog~, and, (2) can at the same 

time be expanded into a synthetic fuel project. The law further states that the irdtal 
contract may provide for purchasep pursuant to such joint venture agreement, of the 
equity interest by the project sponsor at an interval not to exceed 5 years after the 

date of operation. The law also provides that the SFC can not finance more than 60% 

of the total cost of the synthetic fuel module as estimated by the 5FC as of the 

execution of the joint venture agreement. 

The Synfuels Project would not be eligble for assistance under the joint venture 

approach, in that i t  is uses technology wl~ch has been demonstrated in South Africa at 

the Sasol Plants and which is currently used in the Great Plains Project now under 

consl~'uction. 
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5.2 SYNTHETIC FUELS PR.O3ECTS RECEIVING ,.F.EDERAL FINANCIAL ASSISTANCE 

Three synthetic fuels projects have been assisted by the Federa~ government. The 

terms and conditions under which each project received finandal assistance has a 

bearing on the likely financing structure for the synfuels p~oject. 

Two of the Projects, the Union O11 Shale Project and the Tosco-Exxon Colony Project 
were funded under the Defense Production Act Amendments in the Energy: Security 
Act. These amendments were provided to allow DOE to begin providing assistance to 
projects before the 5FC became an operating entity. 

The third project is the Great Plains Project which was financed under a seperate law, 

the Federal Non-nuclear Research and Development Act. The 5ynfuels Project is 

similar to the Great Plains Project in dze~ technology and operations. 

. t ,  

f ,  

~.2.1 ,Union Oil Shale Project 

.5.2.1.1 Project Deso'Jptlon 

The project )s located in Garfietd County, Colorado, and is adjacent to the now halted 

Exxon[rosco Colony Project. Union O~l will conduct on-site underground room and 

pillar mining, retorting of the shale and upgrading of the shale o i l  Project output wil l 

be in the form of upgraded syncrudep suitable for l~peline transportation and as 

refinery feedstock. This project was apwoved by the Dep~rtment of Energy butwas 

transferred to the SFC. 

The pr..oiect is In ~vo phases e as follow~ 

Phase__._~I - began construction in October 1980 and is scheduled for completion in t983o 
Phase I consists of minin 8 12,500 tons per day of shale and producing 10,000 barrels 
per day of upgraded syncrude from a single retort. Phase I Is estimated to cost $500 

million in 1980 dollars. 

Phase II - will begin construction,, in 1983 and will be completed in 1988. The second 
• "  • " a ,  

phase wil l  add four addilional modules for a 50,000 barrel per day total output. Phase 

II is estimated to cost an ~dclitional $1.~; billion in 1980 dollars. 
i i 
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5.2.1.2 Contract  Structure 

The contract is in the form of a purchase agreement whereby the Department of 
Defense purchases refined products in the form of jet fuel (3P-#) and diesel fuel (0F-2 

:%~d DFM) from Union Oil in relationship to the output of upgraded shale from the 

project. The Department of Energy (DOE) pays a price guarantee to Union from ~unds 

appropriated to the Energy Security Reserve. 

5.2.1.3. Contract Pr lc in R Terms 

Major terms of the contract  arm 
(Z) 

(2) 

(3) 
(4) 

(5) 

(6) 

(7) 

(s) 

(9) 

(zo) 

(11) 

Total payments to Un~on wLti not e~ceed $q00 mill ion. 

Union agrees to supply 9,900,000 bbl (247,000 bbl/quarter) of 3P-~ and 

23,100,000 bbl (577,500 bb/quarter) of DFM and DF-2 to DOD, 

DOD pays marl~t price. 

DOE will pay price differential payments on ~ quantity up to 20,000,000 
barrels although the purchase cona'act is for 33,000,000 barrels. 
Differential payments are computed on the dlffereno~ per barrel of a 
reference price and a market Price. 
Re~erence price is a base price of $e~2.50 per barrel adjusted for  an Index of 

75% GNP de~lator a t  a base date o f  3une 30, 1981 and 2:~% of the  indexed 

cost of natural gas to public utility generating plants with a 3une 30, 1981 

b~e. 

Market price is defined as 30% of the 3P-4 price and 70% ol the average 

price of DFM and DF-2. 
Sales ol refined products will be for lO years through 1993, although the price 

support period wil l  last only through 1990. 
In any mon'~h where the market  price exceeds 1 2 ~  of the  re ference  price, 

the .d l f fe rence  between market  price and 125% of the  reference price will be 

paid back by Union to DOE. 

DOE will maintain repayments  in an escrow f~nd to be used fo r  fu ture  

payments or for commitment, together with any unpaid balance of the $~00 

million for Phase IIj as m!ght be a~reed in" the f~:ure. 

Repayment will only be requ!red through the price differential period 

1990) or as otherwise defined. (through 
~v 
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| : ,%2.1.4 Commitments by Union 

Union commits to perform the second phase sul)iect to: 
(z) 
(:,) 

(3) 

Meeting design capacity of the initial modul ~.. 

Realizing a 15% real rate of return. 

Availability of non-recourse financing on cor ,petifive terms. 

No I, eg~[ or regu[atory battlers. 

5.2.1.5 Default and Term'.mation 

The aweement may be terminated by the mutual wr i t ten consent of U~on and DOE. 

DOE may unUateraUy terminate ai~reemen¢ ifZ 

(1) Union fails to complete construction of the s~thet ic  fuel lxodu.ction faci l i ty 

by April I ,  198~. Construction is completed when the higher of the following 

expenditure is reache~ $500 million; the fac i l i ty  on or ~fter 3anuary 1, 19~;  

(2) For any 2t~ month period beginning 3uly i,  19~ less than ~00,000 barrels are 

shipped. 
(3) Union fails to deliver products on a timely basi ; (e.g. 60 days);, 

,Union may terminate aRreement if: 
(1) DOE falls to make price differential payments ' 0 days after due; 

(2) Construction delays by reason of force majeure shall extend the Apri l  I, 198# 

due date! or, 
(3) Force majeure includes delays direct|y related ~o the transportation of major 

components being uniquely manufactured for the synthetic fuel production 

facilities. 

Union wil l  front-end finance a new school by creating a non-profit corporation to sell 
tax-exempt bonds guaranteed by Union. Lease payments a re based on revenue from a 

million levy on the assessed ~a~ualdon of Union's Phase I ShaXe O;I Project. 

Union is required to see that  housing is available When net ded for at least 80% of i ts 

workers. 
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3.2.1.6 Corn munity Impact  Asslstano~. 

5.2.2 C.olon), Oil Shale. Project 

5.2.2.1 Project D, esmiFion 

This Project has recently been canal led by the Exxon Coi'poration. The Project was 

to be located in GarfieLd County~ ColOrado and is adjacent to the Ur~on Oi; Shale 
Project. The Project employs underground mlnln8, surface crusidng and retorfingt on- ; : : :  
site hydrotlreafing of crude shale oU, and pipeline transl~rt to Utah for further 
movemeqt through common carrier crude pipelix~es to the Southern U.S. T h e  product 

output is premium refinery feedstock (principally !e+. ~nd diesel ~[uel). P l a n t  . ' " : . .  

construction began in 1950| 7596 capacity was expected by late 1986 (full capacity is 

48,300 barrels/stream day). The parlners were: 

Oil Shale Corporation (~0%) - a wholly owned subsidiary of Tosco 

Corporation. ' 

Exxon Corporation (60%) - Exxon 
ass~star)?~: 

.,,,.' 

5.2.2.2 C ont~'&ct Structure 
/ :~" . : .  

!: 

Purchase At~reement maior contract terms were: 
(l) 
(z) 

(3) 

did not seek Government financial 

Purchase commitment is for 10 years dated from plant startup; 
OU Shale agrees to supply 2,000 barrels/day of 3P-# and 8,000 barrels/day of 

DFM to DOD; and 
DOD pays market price. 

Loan Guarantee Al~reement ma)or terms were: 
(1) The government will guarantee 7~5% of Oil Shale's 40% interes¢ or $1.112 

billion. O11 Shale will provide the remaining 25% in the forn~ ~ of an equity 

contribution or $0.371 billion. 

(2) Maximum government liability is $1.232 billion. 
(3) Tosco will fund Oil Shale's share of Project costs up to ~.371 billion. 

(~) Tosc0 will fund reasonable cost overruns and will ~o~de DOE with quarterly .::" .. 

and annual financial reports. 
. s  

!!i 

- -  i i i i 

~ Oll ,,IsrJ..,.",su~ o;' n i g h !  ( ~ P  
IS SUDIz(~' 10 lfllll. |[SlrmCtttON ¢.~ I#E  

NO~ICE PAG( AT |11 r F R O N T ~  THI2 RE~OIT 



! ) 
%,. - 5.2.2.2 (Continued) 

°~,, 

, . ' *  

(6) 

A Project Fund .to handle the proceeds from the sale of indebtedness is to be 

established, and moNtored according to a disbursement milestone schedule by 

the Debt Servicing Agent (DSA), 

The government is to have unlimited access to O;I Shalds records to 

s~ficiently monitor the agreement. 

Technolol~y Aweement maior terms were: , 
(1) All  Inventions, technology, and other prowietm'y rights developed under the 

Project are the property of the borrower; 

(2) All of the technology interests (including licemes) of Oil 5h"~e and Tosco in 

the above are coilater,~t for the reimbursement obLigalions under the 

Guarantee commitment; ~d ,  

(3) Oil Shale must surrende,* MI proprietary rights in the event of dela,,lt to 

anyone who completes and operates the Project, and provide them on 

equitalde terms to the Government (even i f  no default occurs) for the purpose 

of developing similar projects. 

.Operatin~ ARreement major terms were= 
(1) If Oil Shaie fails to provide its shoe of funds in a timely manner, Exxon may 

"cover" the cash call, Exxon shaU be reimbursed at an annual interest rate of 

125% of the prime rate. 

(2) No disbursements from the Project Fund may be msde to Oil Shale at any 

/dine i t  relies on covered .~unds, 

(3) OU Shale may not make any payments to Tosco until 7 ~  of production 

capacity i.s reached, and t~en only i f  funds have been set aside to service the 
repayment of wlndpal and Interest due for the following 12 month period. 

.%2.2.3 De.fa,,I t and Termination '.. 

Collateral pledged Is in excess of project's collateral. All of Oil Shale's venture fights, 

capital, inventions, and proprietary interests are pledged along ~',~th some of  Toscds 

additional real property. ~'~, 
[ '  

~r 

5-10 D A T A '  

ii 

• , o , ~  p . ~  AI i , c  , r o t  =. T,.~ , . r U ~  , 
| 



P 
P 

~.2.2.~ (Continued) 

Termination (bT DOE) events are: 
(t) 
(2) 

Failure to-actdeve defined termination milestones; 
A fundamental change in the project (e.g., a change in product);, 
I f  Oil shale project partici!ihtion:, is r-educed to a level where in DOE's opinion 

Oil Shale may not service ~{S debt obl/gation~ 

A default is not cured within 60 days; and, 
In falhL~e to meet termination milestones, DOE will allow for events beyond 

the control o~ the borrower (i.e., project schedule dates). 

~.2.2.4 Corn munit¥.I mi~c~_ 

The Colony Oil Shale Project is committed to building a new comm~ity called 

Battlement Mesa. I t  will accommodate ~; population influx roughly twice that 

anficil~ted from the operation of the project. 

5.2.3 Great P.hins Gasification A~odates 

5.2.3.1 Project.Description 

In size, technoiogy reed and operations, the  Great Plains Project. is almost identical to 

the proposed Syr~uels Project. The Project currently under construction is located in 

Mercer County, North Dakota. Great Plains Gasification A ssodates ~'GPGA") wil l  use 

approximately i~,000 tons per day of lignite to produce: : 

137.5 mill;on cubic feet/day (equivalent to 2i,000 barrels oil/day); 

93 tons/day of ammonia; : 
g5 tonsldw of sulfuq, and . " .. ,. 
200 mLUion cub ic  f ee t /day  of  CO 2, " ' 

,<.';',.. 

GPGA has 12S re " l i on  recoverable tons of l i gn i te  under cont ract  and plans to  s tar t  

production late in 1984. American Natural Gas (P~NG) Coal Gasification Company (a 
subsidiary of ANR) is the project manager. A subsidiary of Pacific Lighting 

~Corporation is an investor in the Great Plains Project. 
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5.2.3.t (Continued) 

The Gas is to be marketed through an intecstate network of gas plpellnes with some of 

the partners having pipeline attEiates. An additional 3.~ mile pipeline may nec~. ~ be 

built ~rom the facil i ty to the interstate pipeline network. 

5.2.3.2 Project Costs 

Estimated Project Cost 

Overr~ Contingency 

Pipeline Contingency 

• . 

Government 
Guaranteed Sponsor 

Debt FRuity 

$1,500 $500 

#00 200 

120 ¢0 

$7 o 

E~imated Construction Expenditures (millio ,ns, ) 

P]ant MLne " Total 

Through 1981 $ 270 

1982 560 

1983 

198~ ~60: 

$ 30 

¢0 

~0 

¢0 

Tot~ 

$ 2,000 

6OO 

160 

$ 2,760 

$ 300 

600 

600 

5OO 

$ 200o_ 

,,.., 

-" . ;  '~...,, 
o • • • 
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~i.2.3.3 Loan Guarantee Contract 

.i 

Loan Guarantee. Contract major terms are: 

"~:' (1) :CO~.,,~uction funding increments have differing re.~uirements for the 

~. :.~'~t...~.-ntages of debt and equity (For example, the first billion dollars is 
"~;# 

,', funded, by 70% debt and 30% equity, and the second.billion dollars is funded 

by S0% debt and 20% equity)~ 

(2) .Pipeline costs are to be financed by 75% guaranteed debt and 25% equity; 

(3) GPGA~s equity must not be less than 2596 of capitali~tion; 
(~) DOE determines the limln.g and the ratio of the amount of guaranteed debt 

drawn down with respect to equity on a doUar for doUar basis; and~ 

(J) The guaranteed debt repayment of each issue is not to exceed 20 years or 

90% of ~he expected usef.ui economical life of the Project's major phydcal 

assets, whichever iS higher. 
i, 

(6) i. The borrower shall submit a project management plan acceptable to DOE and 

"~ ' shaU also execute a project monitoring agreement with DOE. 

(7) L im[~ .on partner distribution are imposed to maintain equity at 25% of 

capitalization and the amount is l imited to "available cash°" 
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5.2.3.# FederalEnergy ReRulatory Commission ~ERC) Tariff 

The tariff provides for guaranteed sale of project substitute natural gas (SNG) to 

pipeline customers alter project completion. In conjunction with the tariff, a FERC 

order assures the pipeline customers of their ability to flow through the contract 

prices to their customers. 

5.2.~5 Gas P. ridnl~ FOrmUla 

The tariff provides for a guaranteed price. The SNG is sold to Plpel~as at 

$6.75/million btu plus quarterly escalations based on an average of the escalation of 

the Producers Price Index and the escatation of #2 Fuel O". 

However, after commencement of operations the price cannot exceed: 

(i) During the first five years, the price of #2 fuel oil unless such price is 

regulated. 
(2) During the sixth through tenth years o~ operation, the higher of the average 

prices paid by the pipeUne affiiiates for the highest priced 10% of domestic 
natural gas or for Canadian and Mexican gas, but in neither case higher than 

the unregulated price of #2 fuel oU. 
(3) During the remaining life of the 25-year agreement, such domestic natmal 

gas prices unless such prices are then regulated in w.hich case the Canadian 

and Mexican price will set the ceiling. 

5.2.3.6 D.efautt.and Termination Provisio.ns. 

Prlndpal default and terrnina~on provisions are: 
GPGA can cease making eqLdty payments L~, due to governmental, Ie~siafive or 
judicial actLon, Lt beLieves projected first fulL year operaldng revenues wiLL be less than 
$300 mLULon, or Lf GPGA estimates total Project costs to exceed $2.6# billLon. 

In the event of termination, the loan is secured by the first and superior lien on all of 

the assets the Project, 
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C 5.2.3.6 

i 
t 

/ 
/ 

(Co'nen.ed) 

In the event of termination, all t~tents, technology, and inventions necessary to 

operate the Facillty are available to DOE. 

DOE has the right to seek up to $100 million of payments from the project sponsors, 

under specified circumstances, in the event of default, 

5.2.# Applicability to Crow Prolect 

The'Great Plains Project is identical in size, technology and products to the proposed 

Syr~uels Project. However, it is not likely that the Synfuels Project at this time can 

be ~inanced in the same way in which the Great Plains Project was accomplished. 

The Great Plains project received a FERC t~riff for the SNG. This tariff was issued 

by FERC under its general authority to provide incentives for research and 

development. 

The or l~nM tar iff  was ~.anted before the DOE program was ftmded. It had pro~sions 

which ac ted  like t he  '~leU or High Water" power plant agreement  where t he  gas 

customers would pay almost all costs even if the project were abondoned. 

These provisions were opposed by a group of intervenors who successfuUy opposed the 

project through the judiciary process. The tariff was reviewed by an Appeals Co~t, 

a£ter the DOE program had been funded. The Appeals Court found that Congres~s 
intent.in t~ssin8 the Energy Sec~ity Act was that the government through the DOE or 

the SFC bear the risk of project failure. 
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5.2.¢ (Continued) 

The FERC could, however, under the Research and Development order, provide a 

tar i f f  that would be effective after the plant was in operatien. 

.**T't, 

Because the FERC tari f f  for the Great Plains Project is specifically for research and 

development i t  will be diff icult to present a tar i f f  application arguing that an identic~ 

project also needs similar assi,. ~nce to encourage research" and development. 

Consequently, to the extent that the project needs a price guarantee in addition to a 

loan guarantee., this price guarantee would most l l .~ ly  be available through the SFC. 

A pricing me~.h0dology for a price guarantee agreement could be structured for the 

Synfuels Project similar to that of the Great Plains Project. The major differences 

between the guarantee that the FERC granted the Great Plains Project and what is 

available by law under the SFC are the rec~irement for review and possible 

renegotiatlon in 10 years by the 5FC and the requirement that the 5FC price 

guarantee f ix in advance the maximum amotmt of assistance available. The Great 

Plains Project tar i f f  allows the ptwchaser to roll in~ or average, the SNG with other 

purchased gas. The tarif f  has no l im i t  on payments over other gas costs and the price 
guarantee is available for the l i fe of the Project. 

Both of these differences are potential drawbacks to the Synfuels Project. The 

Project sponsors must take the risk that sufficient funds are available, as needed, and 

that, i f  necessary, price guarantees are" available beyond the t0 years period. 

Depending on how the transaction is structured, the loan guarantee rnig~ protect the 

sponsor past the 10 year period, However, unless the loan guarantee alFeement 

provides for continued project ownerhlp when the funds required for price guarantees 

are depleted, the Project could be faced with default under the loan guarantee and 

through foreclosure the Project would become the property of the Synthetic Fuels 
Corporation. 

The SFC staff and board members, t~ough policy statements, have indicated that the 

form of the price guarantee they are willing to provide is similar to that granted by 

DOE to the Union Oil Shale Project. Under tl~s guarantee, the Project would receive 

i t  $UB/~¢~. TO TlllF. II[STRIC31QH C~ IH !  
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payments only for the am'ount of the SNG gas produced. The amo~u~¢ paid would be lied 
to the performance of two indicas~ one which measures market price and che other 
which bears a relationship to changes in the cost of producing the 5NG.  

~.3 . ,A_CTIONS TO DATE OF THE SYNTHETIC FUELS CORPORATION 

The Synthetic Fuels Corporati0n ('SFC") was established as an independent Federal 

entit 7 Lu~der the Energy Securit~ Act (Public Law 96-29#) on 3une 30s 1980. The 

Energy Security Act established a ceiling of $20 billion for financial awards by the 

SFC and related DOE programs~ although the  ceiling could be raised to $88 billion 

after 198#. Of the  $20 billion authorized, $17.2 biUion has been appropriated to 

synthetic fuels projects. The SFC directly rec~ved $12.2 billion in ~unding and also 

received the balance of uncommitted funds from the $~ billion originally made 

available to DOE. The SFC currently has total funds available of $1#.9 billion. Stu~es 

are currently being conducted by the SFC to determine i f  the approximately $; billion 

which was committed to the Colony Shale Oil Project, Which was cancelled, can now 

be made available to other projects from the SFC appropriations. 

5.3.1 Solici'mtion Process 

~ o 

. . o ,  . . 

The SFC issued an initial solicitation for project proposals with the dea~ine of March 
3|+ 1981 for submission. A total of sixty-three (63) projects responded to that intl~al 

solicitation. A second soli~tation was set with a deadline o_+ 3~ne I, 1982 for 

additional proposals. Of those projects,  two f rom the  initial solicitation have proceed 

~hrough the  SFC review and are in the ix)int:of final negotiatlons, A total of l~neteen 

projects which responded to either or both of the  first and second selicititions are 

currently under active review by the SFC. Although the Energy Security Act requires 

that the solicitalion process be competilive~ the SFC has determined that the 

competition shall consist of the projects being screened against t~vo sets of Selection 

criteria. 
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5.~2 Project Selection Criteria 

. . . "  

:7 

The Synthetic Fuels Corporation selection process first subject the Project to maturity 

criteria. These criteria are shown in Exhibit 5.3.2-1 Maturity criteria attempt to 

measure If a project is developed to a degree where there is sufficient information to 

determine i f  a larger commitment is warranted. Project maturity criteria are criteria 

dmilar to that which might be used by a project sponsor in making a decision to 

proceed beyond a feadbil i ty study. The second set of criteria measure project 

strength, These are shown in Exhibit 5.3,2-2. The project strength criteria are 

intended to measure the viability of the project in terms of its management capability 

and technical soundness to operate as designed, Project strength also measures the 
contribution that this project will make to subsequent energy development through 

project or technological replication and the amount of financial assistance that the 

5FC must provide in order to accomplish the Proposed project. 

1) 

2) 

:3) 

5) 

6) 

7) 

EXHBIT 5.3.2-1 

SYNTHETIC FUEL5 CORPORATION 

Project Maturity Criteria 

Rights to the plant site have been secured with no material encumbrances during 
the term of the proposed financiai assistanc~ 

Comprehensive financial .viability and technical feasibility studies of the project 
have been completed~ 

The design work is sufficiently advanced that costs can be estimated with a high 
degree of accuracy during Phase H! 

Access to necessary resource (feedstock), ut i l i ty  and water inputs has been 
obtained! 

Rights to key technologies have been secured~ 

The estimated amounts and terms of commitments of each sponsor to the project 
have been outlined; 

Permits are either in hand or can realistically be obtained on a schedule tltat 
would permit the project to begin construction upon the receipt of assistance 
from the 5FC. "~ 

eL 
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E)LHn~IT 5.3.2-2 

SYNTHETIC FUEL CORPORATION 

Project Stredgth Cflteria 

1) 

2) 

3) 

~) 

.~) 

6) 

Technol.o~cal soundness, including an examination of technology selection, data 
base, operating Idstorv~ project design basis and philosophy, project operating 
basis and philosophy, cost basis and owners risk perception; 

'Potential ~or replication; 

Management capability; 

Economic viability, including an examination of project viability, sponsor 
commitment and the forms of financial assistance sought; 

Product marketability! 

Regulatory compliance~ induding environmental, health and safety and 
regulatory acceptability, socioeconomic impact, water avaUabUity and quality 
and labor force. 

%,.,, 

5-19 

. . . . . .  ' ' '1 

ust n OaSCL,}StlR[ O~" I t [ ~ t t  bArl 

aSStIOJ:C? tO ~ |  K~'niCllon N IH[  

H O ~ . [  P),G[ AT IHI~ FRONT OF t H : ,  EEPORT . .  
i 

• '.. i 

.] 

l 
J 

t 
J 
'1 
1." 

k 



. . . . . . . . . . . . . . . . . . . .  ~ ' :  " "..'~: • : "~. . : '~T ~.T.:..-.. , . : ,c.,,~:. 

a 5.3.3 A~r-,Uable Financial Resources 

Tt~ SFC currently has $it~.9 billion of total budget authority. This authority can be 

used in any of the forms of financial, assistance that wore described previously. The 

total financial exposure of any one project is counted against this total amount and is 

not available for other projects. "If a project receiv:es both loan guarantees and price 

guarantees the maximum exposure by the $FC under the cornbined forms of assistano~ 

must be set aside for each project. 

At  a recent board meeting, the Synthetic Fuels Corporation set an allocation of $10 

billion of i ts  funds as follow~ the f irst $6 billion would be available for coal 

ilcluification and ~si i icat ion as is proposed for the Synfuels Project. A total of $3 

billion would be allocated to oil shale and an amount of $! b|llion would be available 

for heavy oil and tar sands. The remainder of the ~ . 9  billion would be allocated later 

and might be used to f lu in amounts ,necessary to demonstrate a broad range of 

technologies in any of the Ix evious categories. 

5.3.8 Likelihood of Receiving Financial Assistance 

The Synthetic Fuels Program was originally conceived as a massive effort to result in 

production of 2 million barrels of oil equivalent per day by 1992. This would be 
equivalent to 100 projects of the size of the proposed Synfuels Project operating by 
1992. The program was to begin with an Initial $20 billion. An additional $68 billion 

was to be available after the 5FC had studied how best to accomplish the goals of the 

legislation. 

Only a portion ($17.2 billion) of" the initial funds has been appropriated. Of this 

amount $1~.9 billion is currently available with $6 biUion currently allocated for coal 

gasification and liquefication projects. Each project of the size contemplated here is 
:1 

l ikely to seek the maximum l imit  available $3 billion per project. This indicates that 

very few large projects will be init ial ly funded by the SFC. 

The SFC has determined that technological diversity should be a principal goal of its 

early activities in contrast to large production goals. The fact that the Great 
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C 5.3.~ (Continued) 

Plains Project Is virtually identical to the SynZuels Project suggests that this Project 
might be considered o~"less importance to achieve overall diversity o£ technologies. 

• An alternative project mode is examined in this feasibiLity report where methanol and 

SNG are jointly produced. Methanol can be sold, as produced., or, used as the Zeedstock 

for synthetic gasoline through the Mobil M process. The Harnpshire Project, a 

somewhat similac proje~..*.d=~oth the $yr~ueJs Project and the Great Plains Project, 

but which makes gasollne,'is currently under active consideration by the SFC. In the 
event that the Hampshire project is not funded by the SFC, the SFC should favorably 

consider a project co-produdng synthetic natu-al gas and methanol (or gasoline). 
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6.0 CROW SYNFUELS PRO3ECT FINANCIAL STRUCTURE 

The foUowing sections of. this study examtrm the Projectd potential returns and risks. 
The conclusions drawn are that the p~oject needs financial assistance from th.~ 

Synthetic Fuels Corporation to make the project financially viable. 

Because of the priorities set in the Energy Security Act, this assistance is most likely 

in the form of loan guarantees, price guarantees or loan guarantees in conjunction with 

price guarantees. An examination of the finandal characteristics of the project in 

today's energy pricing environment suggests that the project needs price guarantees, 
at minimum, for the project to be financially vlabl.e. The risks of a project of this 
magNtud~ are such that only the largest few corporations in the United States have 

the financial resources to conduct a project of this ma~dtude.without government 

loan guarantees. 

This section of the study discusses the organizational options available to project 

sponsors and financial assistance in the form of price guarantees only with private 

financing of the project and financial assistance in the form of loan guarantees and 

price guarantees. 

6.1 FINANCIAL STRUCTURE OPTIONS 

The Project organizational structure options are principally determined by the tax 

benefits of the Project. I f  the Project is financed on a non recourse basis with a 

government guarantee, the interest deductability contributes to the tax benefits 

without liability for the debt appearing on the firmd financial statements. 

6.h i  Tax Benefits 

The tax benefits under the Project are ~he 10% Investment Tax Credit, interest 

deductions during conslruction (if the project is leve~aged) and accelerated 

depredation deductions during operations. M a t  of the project's assets would be "5 

year property' under the recently enacted tax lay., changes.' 

s ~ I P  
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6.1.1 (Continued) 

The 1096 Energy Tax Credit Is only available i f  by 3anuary Ip 1983 If  (1) all engineering 
studies were completed in connection with construction and (2) the Project has applied 
for all environmental and construction permits also by ;January 1, 1983 and (3) before 

:January 1, 198(; the Project has entered into binding: contracts for the acquisition, 

construction or erection of equipment specially designed, for the Project and the 

aggregate cost of that eqidpment is at least 50 percent of the cost for all such Project 

equipment. The Synfuels Project cannot meet this timetable. 

6.1.2 .OrRanizational Options 

The project can be organized as a corporation, a partnership or a joint venture. A 

corporation is not a recommended form of organization given that no sponsor will own 

the 80% share required to f i le a consolidated tax return and hence take the Project's 

tax benefits when they are available. A partnership could be appropriate for the 

Project if, by virtue Cf the tax status of participants or the changing role of a 

participant, there is a need to enter into a formal partnership agreement. Under this 
structure, the partners would ': be 80%-100% owned subsidiaries of the Project sponsors. 
However, at present there is no need for a parlnership structure. The typical form of 

. , ,  

a Project of this nature is a joint "venture of the participants. 

\ 

Under this joint venture, a subsidiary corpora;ion of each of the sponsors would 

typically be the venturer. The obligation of each of the sp0nsors would be set forth in. 

an operating agreement which would appoint one sponsor ~s the project operator. This 

agreement would provide for sharing of expenses, allocations of production or 

revenues, assumptions of the obligations of a defaulting partner and a voting method 

for making major project decisions and changes. The existenoe of this operating 

agreement is one measure of project maturity under the SFC evaluation process. 

6.1.3 Private Financing 

Under this approach the Project ~ n s o r s  would be required m advance, indivlduaUy, 

the funds necessary for their pro rata share of the Project costs. The SFC price 

8uarant'e~. would provide assurance that the price received for the Project's o.utpur met 

the form~a negotiated. However, in addition to all other risks, the Projects' sponsors 

'~-2 
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&l.3 (Continued) 

would continue to bear the price risk that (l) the limited maximum price guarantee 
authority might be utilized faster than expected~ due to lower than an~ddpated natural 

gas prices and (2) any price subsidy or support beyond the tenth year is subject to 
,° 

renegotiation by the SFC. 

An alternative to direct investment by the Project sponsors would be a leveraged 

"project financing" structure where lenders look to the underlying contractual 

relationships of a project to provide the credit to support the project. No true project 
f~nancing is feasible unless all of the separate risks (which wiU be enumerated in 

Section 8) are assure ,ed contractually by the Project sponsors. To accomplish this the 

sponsors would need to provide comptetion and performance guaran, tees and possibly 

agreements to meet cash deficiencies H they occur. Long term take or pay contracts 

would be needed for the Project's output. 

The price gLrarantees available from 5FC are effectively assured for a l imi t  of 10 

years This is less than the probable financing period for the Project. Therefore~ 

separate price guarantees beyond the tenth year might also be necessary from a 

purchaser or project participant under a leveraged project ~inance structure. 

There are numerous suboptions avaUable to the Project sponsors ~ d e r  private 

~inandng which have different implications for the risk sharing and capital 

requirements of the sponsors. Certain Project asset,s can be separately owned or 

leased with feed stock or services provided to the  Project  under long term contract.  

The most obvious of the Project assets for separate ownership and financing are the 

air separa1~on plant and the coal delivery system. Risk sharing between the Project  

and the owners of this equipment would depend on the nature of termination charges 

and recourse to the individual sponsors in the event of non-payment or project 

abandonment. 

°'l ' ;, 
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C 6.1.; Project Structure with Loan Guarantees 

C 

Under a project structure with loan guarantees, more. of the risk is transferred to the 
Government. The ultimate degree of risk to the sponsors is dependent on the nature of 

the sponsord commitment to the Project. and recourse~ i f  any, back to the Project 

sponsors in the event of default. With a loan guarantee, true non-recourse financing is 

feasible unless the SFC requires limited or full recourse as a condition of granting the 

loan guarantee. 

In negotiating a loan guarantee contract~ the SFC will adopt the role of creditor and 

examine all elements of the project structure as i t  perta/ns to the risk of default. 5FC 

will seek to l imit its risk in negotiation by obtaining guarantees..or warranties simUar 

to that a private lender would require. The major di~erence is that the SFC has the 

dear authority to take more of the risk than .any private lender will take. 

Under a loan guarantee structure, i t  is possible to tran.~er a major portion of any of 

the risks previously enumerated to the SFC. This structure can also be selective with 

some of those risks taken by the private sponsors in providing [mrallel agreements, 

such as completion guarantees, performance honds~ or other agreenients. 

Project variations can also take place with a loan guarantee simUar to those discussed 

above, including separate ownership or teasing of individual Project assets. The $FC ... 
t '  

will encourage this form of project structure to the extent that i t  lowers' the SFC 

authority which would be utilized. The key issue in this structure is the l iabil i ty for 

termination charges under leases, or take or Pay contracts, and whether the SFC will 

allow these charges under the guaranteed loan, 

I f  the Project sponsors proceed to seek loan guarantees, the percentage of the project 

assets financed through the IQan guarantee w'dl be critical. Under a higher, percentage 

loan guarantee, with flow through of tax benefits, the net equity invested in the 

project is reduced substantially by interest deductions and tax benefits during the 

construction period. Because of this factor, the net equity can be substantJaJJy 

reduced durin8 the construction period before the project is in service. Full 

repaymer~tj~ equity will occur during the accelerated depreci'afion period which is the 
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6.1.4 (Continued) 

first five years of operations. A~ a result, SFC will seek to keep the project sponsors 
at risk through either a higher p~rcentage of the project financed through equity~ or 

through pledges to recontribute t~x'benefits back to the project, 

The Government's involvement in overseeing the project will be much greater than 

that of a private lender. The experience with.Government loan guarantees~ in this and 
,. 

other areas involving major facilities~ indicates that~ where the Government takes 

risks not borne by private lenders~ the Government also takes an active role in closely 
monitoring the project, s performance, This will sometimes involve the Governmenlts 

approving disbursements to the project at individual project milestones. 

,,* . , : ,  
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6,2 PRO3ECT DEBT STRUCTURE 

Three altex'natives .are available for the short-term construction period. The first 
alternative would be a straighl commercial bank loan .with the Government 

guecanteeing the bank. Traditionally this option has been more expensive than the 

other alternatives but with a Government guarantee for a project of this size 

commercial banks might well be willing to offer competitive.rates, ' 

The second slructure invdves the establishment of a project finance company. This 

structure is shown in Figure 6,2-h This finance company issues commercial paper 

which'in turn is backed up by a commercial bank line of credit. The bank is necessary 

in this transaction because in default the Government will not l~nor the guarantee 

Immediately but will specify some period~ typically 60 days', ~ to make payment. The 

Government guarantee would be to the commercial bank, The lines of credit would be 

exercised only in default or~ i f  there were a crisis in the commercial paper market 

such that commercial paper could not be sold. 

The cost of three month commerda~ paper in relationship to the U.S. Treasury Bill 

rate is shown in Figure 6.2-2. This rate most recently has been approximately 130-1~0 

"ba.s[s.points (t.30-1.~0 percentage points) over the equivalent Treasury Bill rate. 

Add}tional costs of tids financing would be a l/~%-3/8% annual fee to the commercial 

bank and 10 basis points for the commerdal paper dealer. 

The third alternative financing structure for the construction debt would be the same 

as the structure which would be used for the long-term debt. This is shown in Figure 

6.2-3. Under this structure the project itself sells short-term notes which directly 

bear the Government guarantee. In this case a trustee, typically a commercial bank, 

acts on behalf of the noteholders, The trustee collects interest and princip¢! payments 

from the Project sponsor, forwards payments to the noteholder and acts on the 

debtor's behalf in the event of bankruptcy. 

Both long and short-term Synthetic Fuels Corporation directly guaranteed debt are 

Ukely to be priced sim~arly to existing Government guaranteed securities. The 

prindl~t issues currently in the market are the Chrysler Corporation Notes, 

II I l 
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C 6.2 (Continued) 
• * *  

• Title XI Ship Finan~ng N'otes, and AID (Agency for International Development) No~es. 
: '  o 

.The spread from comparable Treasury i~ues for Initial SFC financing might be wider 

than the existing guaranteed issues, i f  ttds project were to be first in the merket with 

SFC' debt. The wide'r, spread would be necessary to compensate for the market, s 

~fami l iar i ty  with the SFC as issuers of debt. 

However, given an initial and continuing effective distribution of ir~ormation to the 

market, future issues of $FC guaranteed debt should trade at narrower spreads with 
these spreads estimated to be ~pproxtmately 100 basLs points. At  pr~ent, spreads 

wry  from 65 to 100 basis points for the public-ally traded Chrysler Notes, to 100 to 
{70 basis points for the AID Notes. Tit le XI Notes are privately placed and, therefore, 
do not trade in secondary markets. 

Recent new issue Titte XI notes should give some indication of likely new issue 

spreads. Recent larger Title XI issues are given in Table 6.2-I which shows amounts, 

maturities, average life, comparable issues and spreads. The recent level of 

comparable Treasury securities and longer term Title XI issues are shown in Figure 

6.2-#. These spreads varied historically from as l itt le as 35 basis points to over 100 

basis points. 

Bond traders contacted recommend that the irdtial issue be in the $100 to $200 million 

range. The problem most frequen*Jy cited by traders in discus~g Government 

guaranteed debt issues is the genera/lack of understanding of this type of issue by the 

market. (The traders believe that few investors, if any, understand the meaning of 

default and the involvement of the Federal Government in the event of default). 

Furthermore, Government guaranteed security issues have most recency come to 

market as numerous small issues w~.th limited marketaldUty and l i t t le marketing effort 

has been expended on the part of the issuer. A larger issuer could avoid these 

problems by generating greater market interest and, hopefully, by elidting a greater 

marketing effort than that accompanying smaller Issues. 

The market for t2ds type of security appears large enough to comfortably accomo~ate 

a $2-3 bi/Uon issue. From the point of view of marketing this debt the great~st 

obstacle in issuing Government guaranteed debt 
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6.2 (Continued) 

necessary final Government approval for the terms and conditions while maintaining 
the terms demanded by the market  as the issue is oCqered. 

A typical term sheet for this debt is shown in Exhibit 6,2-1. Marketability of the debt 

would i~e enhanced by a pro rata sinking fund, I 0 year call protection, a good trustee 
and minimal documentation to traders. 
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EXHIBIT 6.2-1 

SYNTHETIC FUELS PRO3ECT 

Government Guaranteed Debt 
(representative terms) 

7 

t" 

% . ,  

AMOUNT 

MATURITY 

INTEREST RATE 

REDEMPTION 

SINKING FUND. 

EVENTS OF DEFAULT 

U.S. GOVERN MENT 

TRANSFER AND EXCHANGE 
i Jill 

LIKELY INVESTORS 

$100-~200 million parcels. (Denominations of 
$1,000 or $5,000, or integral multiples thereof). 

20 to 25 years;, 10 year average life;, level principal 
payments. 

Semi-annual payments; interest set at 
approximately 100 basis points above comparable 
Treasury maturity. 

Non-cailabte for 10 years; redeemable at 100% of 
principal plus accrued interest to the date of 
redemption: 

Pro Ra ta  Qf not, add 20 basis points at issue). 

Default is defined as: 
(a) default in the payment of principal of or 

interest on the Note and the continuation of 
such default for 30 days, or 

(b) failure by the Project to observe various 
financial covenents and conrntLons. 

The Synthetic Fuels Corporation (~'SFC'9 established 
under the Energy Security Act, enacted as Public 
Law 96-290, on 3une 30, I980; appropriations for the 
SFC made available through P.L.-96-30~. 

The Notes would be transferable or exchangeable 
for Notes of other authorized denominations of like 
principal amours without charge except for taxes 
or other governmental charges, ff any, payable in 
Connection therewith. 

State and municipal pension funds, as they are 
required to invest part of their portfolios in either 
Treasury Notes of Government Guaranteed 
securities. A private investor would be discouraged 
from investing in these securities as higher rates are 
obtainable in purchasing corporate bonds. 
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7.0 .F.INANCIAL CHARACTERISTICS OF THE PRO3ECT 

This seclion of the report examines the Project to determine i f  i¢ is a viable financial 
investment. The conclusion drawn is that the Project needs price guarantees to make 

i t  financially v',~ble. The positive effect of financial leverage through a guaranteed 

loan Is also necessary to imwove the Project economics. Therefore both loan 

guarantees and price guarantees are needed for the Project. 

A price guarantee at today's deregulated natural gas price is not sufficient to provide 

necessary incentive to investors. The price guarantee would need to be at least $6.00- 

$7.00 per million btus (beginning 1982 dollars) escalated by some general inflation 
index. 

The Synthetic Fuels Corporation has a l imi t  of $3 billion in total financial assista~nce 

for an individual project. This amount is insufficient to provide for full loan 

guarantees and price guarantees for this Project. Unless private financing is available 

for some of the project debt~ this Project is not feasible at this size. 

7.1 PRO:JECT COSTS 

The project capital costs for each of the cases studied are in the Cost Study and again 

in Table 7.1-1. Operating costs and the timing of capital investment are shown in 

Tables 7.1-2 and 7.1-3. These costs are expressed in 1982 dollars and are escalated for 

the financial evaluation to determine actual dollars to be spent. In the case where the 

project is financed through loan guarantees, the project costs wil l reflect these capital 
costs plus interest during construction. 

The four cases examined are divided into two sets. The f irst ~ ' e e  cases examine 

projects with SNG as the principal product. The fourth case examines co-production 

of methanol and SNG. The three SNG Cases are the Base Case in which the project 

would util ize Westmoreland Coal and produce excess electricity; the Self-Sufficiency 

case, where the project is assumed to produce only enough electricity for self usq the 

third case examines an alternative site for the project utilizing Shell Coal. 

t 
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7.2 COST OF SUBSTITUTE NATURAL, GAS 

The overall economic viability of this project depends on the cost of gas at the 

synfuels plant site (called the plant tailgate price) and the coSt of deliverin 8 the gas to 

Callfornia. I f  this cost is competitive with alternative) then the Project is 

economically viable. 

To determine what this cost would be, a series of assumptions were developed and the 

economics of the project were examined under these assumptions. In addition to the 

capital and operating costs, additional assumptions used in the model are shown in 

Table 7.2-1. Escalation assumptions used are those provided in the 1982 Cali/ornia 

Gas Repertls forecast shown in Table 7.2-2. 

The economic scenario reflected in these assumptions is one of gradually declining 

ir~lafion. Interest rates are assumed to stay'generally at today's assumed spread over 

inflation and gradually reduce with the decline in inflation, 

To determine whether this project is financially attractive to potential investors, a 

financial model was created to examine the overall economics of the Project. 

Extensive computer analysis was performed on this model to examine the Project 

trader the alternative cases identified. 

The three cases wodudng natural gas were examined to consider the comparative 

economics of each plant. This was done by examining how the returns to Lnvestors 

vary If different assumptions about &~s prices are used. 

This analysis, which is sometimes called l i fe cycle cost analysis, uses the computer 

model to find alternative base prices in either 1982 or I990 (the second year of 

operations) and determines the ~ate of return to investors. Where a 1990 cost is foultd): 

the tntlation assumptlons used can be applied to determine the equivalent 1982 price. 

The rate of return is net of all tax benefits and assumes that all tax credits and 

deductions are used to offset other tax liabilities and taxable income of the investor. 

This analysis does not con~der other financial characteristics of the Project  which are 

important to equity investors. These include the effect on corporate reported 
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TABLE 7.2-1 

CROW SYNFUELS PRO3ECT 
A.SSUMPTIO N USED IN I N V E S T M E N T  A N A L Y S _ ~  

I 

C ; 

I .  . G a s i f i c a t i o n  P l a n t  

In-service - 3an. 1, 1989 

P l a n t  l i f e  - 23 years 

Book Depredation - 25 years OLfe of plant) 

T a x  Depreciation - 5 y e a r s  - A C R S  

Debt/Equity- 7 5 / 2 5  

Debt Term - 20 years (fixed rate) 

Debt Interest - 150 basis points above 20-year Treasury bLIls at time of 
dmwdown 

Return on Equity- 15 percent real rate based on DCF-ROE calculation 

Income Taxes - Federal - 46 percent 
Montana - 6.75 percent 

Ad Valorem Taxes and Insurance - 2.5 percent oZ plant investment (intruded in 
operating costs) 

T a x  Credits - ITC - 10 percent 
ETC- none 

Working CapitaJ - 2 months O & M 

Loan guarantee fee - 1/2 percent of outstanding principal 

Start-up Production. 

First testing- O c t .  I, 1988 

First sale to pipeline- 3an. 1, 1989 

Maximum operating eff ldency (91%) - 3uly 1, 1989 

Total 1989 SNG production 30,688 MMCF 

Construction Schedule 

Procurement release 12/1/85 
Site Preparation 111/86 
Effecl ive Start  of 

Construction 711186 

Feedstock Requirement - 5.976 MM Tons Coal/yr. 

, , 'o . ,  
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II. S NG Pipeline 

In-service date- 3anuary 1, 1989 

Conslrucfion period - 18 months 

PLant l i fe - 25 years 

Average  daily f low after 3uiy 1, 1989- 125 MMCFD 

Definit ions:  

IA - S i t e  I~ Western Leg  

I B  - Site 1, Rocky M ln. Sys. 

2A - Site 23, Western Leg 

2B - S~tte 23, Rocky Mln. Sys. ': 

Cost Data (Thousan~ of 1982 $'s)* 

Capital Investment 

Annual Operating Exp. 

Working Capital 

IA tB 2A 2B 
157,~00 260,700 165,900 266,700 

300 500 300 500 

37.5 62.5 37.5 62.5 

Financial Data 

Federal Income Tax-  ~6 percent 

Montana Income Tax - 6.75 percent 

Debt/Equity = 70/30 

Debt Interest - 100 basis points above 10-year Treasury Notes 

Equity Return -2.5 percent above debt interest 

TTC - 10 percent of construction cost 

A d Valorem Taxes - 1.5 percent plant investment 

Book Depreciation - 20 years-straight line 

Start-up production - see Gasification Plant 

*Source - Transportation Study 
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Ill. 3rd Party Transportation Costs* 

Capita! Cost 

Annua~ Operating Exp. 

Gas Cermumption 

IA IB 2A 2B 

- 21,100 - 21,100 

.56,700 .50, 300 .56, 700 50j 300 

I 0% 1 • 4% 10% I • 4% 

IV. By Product Sales 

Unit Price Annual Output + 

Ammonia $235/Ton 25,.500 Tons 

Naphtha ; $268/Ton 6.5,100 Tons 

Sulf~ $ 60/Ton 28,900 Tons .: 

Electricity $ 4C/Kwh 2.2.5 x 106Mwh 

. 

First year's (1989) estimated revenue from by-products - $115.2 mHlien (1932 $'s) 

~Source - Transportat ion Study 
*~Based on 12~ MMCF/CD. 
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C 7.2 (Continued) 

.-, : .  

profitability, the timing of equity returns, the magnitude of the cash requirements and 

the financial risks. These elements are addressed below. 

Alternative iorms of t lds analysis were studied. In the  f irst  case, the  Project  was 

examined to determine what  the  r e ~  rate of re turn would be under different gas price 

assumptions for private ( i~.  all equity) financing of the  project .  A real ra te  of return 

is the  return after adjustment  for inflation ( i~.  a 22% return with 7% :inflation 

assumed would be approximately a 15% real ra te  of re twn) .  

The results of this analysis are shown in the following two exhibits. Figure 7.2-1 shows 

the delivered price of synthetic r~tural gas to California under the Base Case, under 

'the Self Sufficiency Case and the Shell Case. The 6ase Case is shown with the two 

alternative transportation routes studied. • The Shell Case has a marginally less 

expensive l i fe cycle cost then the Base Case in the range of prices shown. The Rocky 

Mountain System, which was reported as less certain in the near term than the Base 

Case route, is ciearly tess expensive than the Western Leg route. 

The rate of return shown in this analysis is the after tax return on the Project alone 

without the pipeline expenses. For investors to be attracted to a project of this size, 

the after tax real rate of return on equity must be at minimum in the 1~-20% range, 

with equity sponsors most likely requiring returns at ]east at the high end o1 this 

range. To meet this requirement the delivered CalL~ornia price m,,qt be in excess of 

$1~ per mmbtu (in 1982 dollars). 

The constant dollar all equity case, varying plant tailgate prices only, is shown in 

Figure 7.2-2. This exhibit shows how the returns vary i f  the price begins in 1982 at 

some base price and real prices grow at differing rates. For example, under all equity 

financing i f  real prices were expected to rise at an annual rate of 3% from a 1982 

plant tailgate price of $10, the real return on equity wouid be approximately 1 ~ .  If 

prices were expected to rise at 1% In reaJ terms, the price today would need to be at 

least $12 to yield approximately 15 percent after taxes. 
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7.2 (Continued) 

This Project is not economic on an all equity basLs. Although corporations typically 

examine project economics on a non leveraged basis, in this case i t  is valid to examine 

the leveraged case because the guarantee d debt is assumed to be non-recourse. The 

following two exhibits examine the Project on" a leveraged basis with escalated prices. 

The delivered price in 1990 is shown in Figure 7.2-3 where prices and costs are 

escalated accor~ng to the previously stated assumptions provided by the 1982 

Callfornia Gas Report. The year 1990 is used because i t  is the first full year of 

operations. The equivalent plant taUgate price is shown in Figure 7.2-~. 

These results are shown in tabular form in Table 7.2-3 for the Base Case. In order to 

meet a rrdnimum required real rate of return on equity of t5-20%, the escalated rate 

must be in the range of approximately 23-28%. Equivalently, to meet this return the 

L982 plant tailgate SNG price must be in the range of $6.00-$7.00 at the beginning of 

1982. This assumes that the re~l price escalation projected by the 1982 California Gas 

Report holds true together with the other assumptions used. The risks of this project 

could require a higher expected return by some sponsors and a higher L982 gas price. 
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TABLE 7.2-3 

SNG PRICE VERSUS RATE OF RETURN 
BASE CASE WITH WESTERN LEG TRANSPORTATION 

Tailgate Tailgate Delivered Rate of 
Price 1982(a) PHce 1990 Price 1990 Return 

$ 3.75 $ 7.02 $11.31 2.796 
~. O0 7 .  ~9 11.83 ~.9 
~.25 7.96 12.35 7. l 
~. 50 8. ~3 12.87 9.3 
#.75 8.90 13.39 11.5 
5. O0 9.36 13.91 13.6 
5.25 9.85 I~.#2 15.7 
5.50 10.30 1~.95 17.8 
5.75 10.77 15. #7 19.8 
6 . 0 0  11.2~ 15.99 21.8 
6.25 11.71 16.51 23.7 
6.50 12.17 17.03 25. 
6.75 12.6~ 17.55 27.2 
7 • O0 13.11 18.07 28.9 
7.25 13.58 18.59 30.5 
7.50 I~. 02 19. I I 32. I 
7.75 1~. 51 19.63 33 • 6 
8 . 0 0  1# • 98 20 • 15 3 5 . 0  
8.25 15. ~5 20.67 36. 
8 .50 15.92 21.19 37.8 
8.75 16.39 21.71 39.0 
9.00 16.86 22.23 ~0.3 

c=) price at of i9=. 
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7.) PRO:]ECT FINANCING 

. ' .  • 
"." ~. 

•° 

The financing requirements for the project are shown in Table 7.3-1. The a.~sumed 

inflation rate for conslruction costs is the overall general price level escalation shown 

previously in Table 7.2-2. With inflation, total construction costs equal $t.15 billion. 

The analysis assumes that 75% of total project costs are financed by debt. Total 

project costs include capitalize d interest of $518 million. Therefore, t he to ta l  

.financing requirements are approximately $3.66 billion. Of this total amount, 75% is 

funded by debt with the balance paid by the equity investor. The equity requirements 
total $916 million spread out over the conslzuction period as shown in Table 7.3-1. 

Under present tax law, interest deductions and tax credits for qualified construction 

costs are elislble for use during the construction period. The availability of these tax 

benefits reduces the net equity investment durin 8 the construction period from $9l 6 
miilion to $39# ml{Jlono 

o. 

7.# PRO3ECTED OPERATING RESULTS 

The projected operating results of the plant are completely dependent on the price at 
which the SNG can be sold. Because the SNG would be sold in Callfornia~ the available 

price in California will dictate the plant economics, unless some external price 
guarantee from the $FC is provided. 

The ApI~pdi= to this volume, which follows section 8, shows fo~" c~ffedng cases under 

which thv plant economics can be viewed. Case A assumes that the SNQ delivered 

price in Callfornia-Is the i.982 CalLfornia Gas Report forecasted crude price. ̀ • The 
transportation cost, using the Western Leg Base Case alternative, is subtracted from 

the California price to determine the plant tailgate price. Using the CalL~ornia 

forecasted crude price; results in a projected rate of return of 6%, which is a negative 

real rate of return. Under this cases the after tax init ial ~vestment is not recovered 

until the year 2010. Book income be3ore taxes Is not positive until 1999. 

::. i ' .  

mm 

. ~ j .  

Case 1~ examines the project under the Base Case arid utilizing the Western Leg 

transportation route under alterna~ve California pricing. In this case i t  is ass=ned 

that a tariff is granted so that the $N(3 could I~ sold at "the d ry  gate at 

7-17 
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7.4 (Continued) 

the forecasted cost of distillate fuel. Under this case, the return to the investor is 

17%. On an adjusted aster tax basis the project returns the initial equity investment 

in 2001. Book Income Before Taxes in this case is not positive until t99& 

These projected opera~ng results are not attractive to equity investors. The two 

forecasts, crude prices"and distillate, can be viewed as a range of alternative pricing 
structures which could be available ¢o the project. The crude price is a more Likely 

case In that allowing the SNG to be sold at the distillate price or some discount of the 

distillate price would need a special tar i f f  to provide incentives for this form of 

marginal gas supply. 

7.5 PRICE GUARANTEES 

The above results clearly indicate that the project needs price guarantees together 

with the loan guarantees. The form of price guarantee necessary is dependent on the 
expectations of potential sponsors and the risks that they are wilting to take. 

The 5FC has indicated that price guarantees should generally follow the format used in 

the Union Oil price guarantee. In'this transaction~ the formula had two components, 

general price inflation and a natural gas index. Following this model, the appropriate 

price guarantee for the Synfuels Project would depend, in part, on escalation clauses in 

the coal sales contract. Assuming that this contract provided for no real price 

growth~ the" proper formula for a price guarantee would utilize some base price as 

calculated in the lifecyole cost analysis plus general price escalation. 

Case C in the Appendix shows the projected operating results where the project 

receives a plant tailgate price guarantee of $6,75 per million Btu at the beginning of 

19&? which escalates with general price inflation. The overall return on equity in this 

case is 27%. The project returns initial investment under this case by 1991, the third 

year of operation. Book income before taxes becomes positive in the following year 

(1992). 
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7.5 (Continued) 

-1 %,  

C ': 

The $6.7.~ price is intended to be representative of the level of price guarantee 
necessary. However~ an assessment of the project risks could lead potential sponsors 

to require an even higher price guarantee. 

Although price guarantees of this level or higher are necessary to provide suff icient 

incentive to attract investorst a problem arises in that the 5FC authority is limited. 

The overall financ/al commitment to any project cannot exceed a total of $3 billion. 

U,~der the 75% leverage case~ $2.7 billion is required for loan guarantees. This leaves 

only $300 million available for price guarantees. 

The overall price guarantee funding requirement for price guarantees is shown in Case 

C if SNG is priced in California at the forecasted crude price. By the tenth year in 

the crude price case the SFC under this formula would pay total outlays of $3.# billion 

agctnst the SFC price guarantee. Even i f  the project were privately financed, or the 

loan g.~rantees were provided or, ly during the construction peHod~ in the crude pricing 

scanario the SFC could make price guarantees ~or only 9 years. Past the 9th year the 

available $3 bUlion would be utilized. 

Case D shows the price guarantee requirement if the gas is sold at the ctistUlate price 

in California and the SFC Is required to pay the difference between the sales price and 

the $6.75 price adjusted for inflation. 

When the SNG is priced at the distillate level in C~lifornia, the maximum forecasted 

cumulative payment under this price guarantee is $2.4 billion in 1986. After this 

point, the model assumes that price guarantees are repaid. 

In this case also, the total loan guarantee and price guarantee authority exceeds the 

maximum $3 billion. Some non-guaranteed financing after start-up would be necessary 

to allow the SFC to make required price guarantee projects under the $3 billion 

ceiling. 
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7.5 (Continued) 

If private lenders are willing to take the risk of some private debt to the project, and 

additional equi.ty contributions are available, the Project could be feasilde. I t  is not 

~easible i f  a 73% loan guarantee is required together with adequate price guarantees 

at today's price levels for natura! gas. 

7.6 SENSITIVITY ANALYSIS 

Sensitivity analysis we~ performed on a number of variables in the financial mode]. 

The results of this sensitivity analysis are shown in the following three table.  

Table 7.6-1 shows the semifivity of the project to capit~l cost escaJation and to 

failure of the project to operate in the first year of startup. The startup delay 

ass uTnes that the plant is in service for tax purposes but produces insignificant 
quantities of gas for sale. 

The sensitivity of the project to escaLation of coal prices is outlined in Table 7.6-2. 

Unless a coal purchase contract can l imit  escalation of future real coal prices, 

escalation of real coal prices wUl cause a moderate reduction :,n returns. 

As shown in Table 7.6-3, similar modest reductions in return will occur i f  interest 

costs are i00 to 200 basis points higher than expected. Higher levels of interest rates 

would tend to be accompanied by different irfflal~on assumptions. Alternative 

inflation assumptions were not examined. However, i f  rapid inflation occLrs after 

startup, the returns to the sponsors will be greatly enhanced. 
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TABLE 7.~3-1 =. 

SENSITIVITY ANALYS~ 
EFFECT ON RATE OF RETURN OF COST AND OPERATING CHARGES 

Failure 
50% Capital to Operate 

Gas Price. Base Case ,Cost Overrun 1st Year 

~. O0 5.0% -2.0% 3.7% 
4.,50 9.3 1.3 7.3 
5.00 13,6 4.5 10.7 
,5.,50 17.8 7.5 13.8 
6.00 21.8 10.~ I6.7 
6 • 50 2~. 5 13.3 19,5 
7. O0 28, 9 16, 2 22.2 
7,,50 32,1 19,0 2#.6 
8.,00 3,5.0 21,7 26,9 

TABLE7.6-2 

SENSITIVITY ANALYSIS 
EFFECT ON RATE OF RETURN OF VARIATIONS IN COAL PRICES 

Renl Coal Price Growth 
BBse 

Gas Price -2% -1.__..%_% Case +1% +2% 

~.00 8.8% 7.2% 5.0% 1.7% -t~.3% 
4=50 12.8 11.3 9.3 6.6 2.1 
5.00 16,8 15,¢ 13.6 11.2 7.7 
5,,50 20,6 19,3 17,8 15,7 12,8 
6,00 2~,3 23.1 21,8 20,0 17,6 
6.50 27.7 26.7 2,5.5 24.0 22.0 
7.00 30.9 30.0 28.9 27°6 26.0 
7.50 33.9 33.0 32.1 30.9 29.5 
8.00 36.7 3.5.9 3,5.0 3~.0 32:8 

TABLE7.6~  

SENSITIVITY ANALYSIS 
EFFECT ON RATE OF RETURN OF VARIATION IN INTEREST RATES 

Gas Price Base Case +100 Basis Points +200 Basis Points 

4. O0 .5. 0% 3 . 9 %  3 • 0% 
4.50 9.3 8.1 6.9 
5.00 13,6 12,1 10,7 
,5,50 17,8 16,1 1~..5 
6.00 21,8 20,0 18,3 
6.50 2,5.5 23.7 22.0 
7, O0 28,9 27, 2 25, 5 
7,50 .32,1 30 • 5 28, 9 
8,00 35,0 33.6 32,0 
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COPRODUCTION OF METHANOL AND SI.~STITUTE NATURAL GAS 

The financial analysis also exandndd the case where methanol would be coproduced 

with SNG. If the demand for methanol were to grow, such that methanol could be sold 

at a volume Substantially above its comparable SNG Btu value, coproduction could be a 

viable alternative. ,% 

The rate ol return of the plant under alternative methanol and SNG prices is shown in 

Table 7.7-1. A methanol price of $10 per million 5tu with SNG prices at $6.00 per 

million Btu provides an acceptable rate of return. 

If methanol pr!ces were to increase from the $10 per million Btu level, coproduction of 

n&tural gas could result in economic SNG prices. 

TABLE 7.7-1 

RATE OF RETURN 
OF" COPRODUCTION OF SNG AND METHANOL 
UNDER ALTERNATIVE PRODUCT PRICES (a) 

SNG Price(b) SS.00 ST.00 

Methanol Price (b) 
($1982) 

2.00 -S. 6% -2.796 2.1% 
 .00 1.3 5.z zo.0 
6.00 9.2 13.# 17.~. 
S.O0 16.7 2 0 . 6  2P+.3 

10.00 2.3.7 27.2 30.3 

(a) Assumes 75% debt with inflated dollars to calculate rate of return. 
(b) 5NG and Methanol Prices in $/MMStu. 
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g.O PRO~ECT RISKS 

IDENTIFICATION OF PR(~3EC'T RISKS 

The major 

1. 

1 

3. 

o 

6. 

7. 

8. 

9. 

tO. 

I I .  

12 

risks for financ~aJ sponsors of the Project can be enumerated as follows: 

Project abandonment prior to commencement of operations due to 
cost overruns, technical failure, enviormental'regulations or any 
other re~son~ 

Delays in timing and cost overruns during construction; 

Higher than anticipated operatlng costs, particularly feedstock costs 
and maintenance costs; 

More onerous environmental requirements than originally anticipated 
and accompanying higher costs~ 

The failure of the plant to meet designed output capacity; 

Technical obsolescence at some point in the future; 

Technology fallure~ 

Force majuer events including strikes~ etc; 

Higher than antidl~ted financing costs~ 

Availability of a market for the project outputi 

Lower than anticipated product prices; andp 

Changes in tax laws. 

8.2 RJSK SHARING 

* C ' "  ; /  

These risks are present under any project financial structure. Alternative structures 

shift the risk among the Government and the priYate sector paticipo~ts. An example 

of the dLfferences in risk taking available from loan guarantees, as opposed to price 

guarantees only, can be viewed by realizing that a non-recourse loan guarantee to the 

project typlcaUy results in the Government taking the majority of the risks in all 

categories listed. Under a price guarantee the Government takes only a part of the 
last risk listed, that of the market price of the Project's products. 
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8.2 (Continued) 

Project cost overruns can be divided into two parts, real cost overruns and price 

escaJation. Real cost overrun risk and the risk of conslruction delays will be shared by 

the equity sponsors and the $FC through the loan guarantee. If the price guarantee 

adjusts with iRflat~on, the risk of cost overruns due to escalation will be mitigated to 

the extent of available price guarantee authority. 

The risk of higher than anticipated operating costs will be shared by the equity 
sponsors and the SFC through the loan guarantee. The manner in which a price 

guarantee will operate could provide additiona~ funds to cover higher operating costs. 

The risk of higher costs or shutdowns resulting from environmental regulations will be 

borne in part by the equity sponsors and also by the SFC through the loan guarantee. 

Failure of the Project to meet capacity or de]ays due to technology adjustments are 

lessened by using commercially avaJlable technologies. Process performance 

guarantees and construction guarantees are expected to be available from major 
equipment vendors and conslrucldon companies. To the extent that these guarantees 
are inadequate this risk will be shared by the equity sponsors and the SFC. 

If inadequate demand results from ~tternatively available fuels at substantially lower 

prices, the equity sponsors will be protected from this risk in part by the loan 

guarantee and to the extent of available authority by the price guarantee. 

Project sponsors bear the risk that future changes in tax law will provide less tax 
benefits than currently available. For example, certain provisions of the tax bL!! 

recently passed by the Senate could lower the depreciable base by 50% of the tax 

credits taken. Another bill currently before Congress would require that interest be 

capitalized for tax purposes and amortized over the first 10 years of operations. 
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VOLUME III 

LEGAL ASSESSMENT 

I. 0 INTRODUCTION 

In addition to the  legal  ta sks  and potent ial  legal  problems far ing  any  n e w ,  

major e n e r g y  faci l i ty in the  United States ,  there  are certain tasks  and 

potential  problems which  are specif ic  to and inherent  in the  proposed  Crow.  

Synfue l s  Project .  The fol lowing sect ion ident i f ies  and a s s e s s e s  these  areas  

of  the law and their  probable  impact on the  project .  
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2 . 0  SUMMARY. 

2.1 ENVIRONMENTAL LAW 

2.1.1 Jurisdiction 

There is little question that if  a synfuels  project is built on the Crow 
Reservation by an ent i ty  composed of tribal and non-tr ibal  in teres ts ,  both 
the federal government and the tribe would have Jurisdiction to regulate 
environmental elements of the project.  Much less clear,  however, is the 

question whether the State of Montana would asser t  jurisdiction over  such 

a project and if so, whether  its claim would be valid. 

This is an area of the law in which the opinions of the United States 

Supreme court, rendered  dur ing the past ten to twenty years ,  indicate 

that  many factors are  weighed in reaching a final decision. These factors 
include: 

1) Is the subject area which the state seeks to regulate already 

comprehensively regulated by the federal .government or by  the 
tribal government;  

2) Does t.he state s ta tute  interfere  with the purposes of federal 

statutes per ta ining to Indian tr ibes;  

3) Does the state s tatute  interfere with the Indian Tribe's r ight  to 
self-government; 

i ,,AT~ ! 
¢ ~  I H i  

4) 

8) 

What is the his tory of treaties between the United States and the 

Indian tr ibe (Crony) and the statutozT his tory pertaining to the 
Crow Indians; 

To what State-Indian tribe relationship have the Crows p re -  

viously accommodated themselves; 
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2.1.1 (Continued) 

6) Is the project on an Indian reservation; and 

7) What legitimate state interests are involved. 
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Obvio" ~Ly these factors require  an analysis of the specific state law in 
question.  Such an analysis can be prepared only after a more detailed 
project proposal is in hand and the state's perspective is understood. 

Careful planning may well avoid protracted disputes regarding legal 

iurisdiction. 

2.1.2 Federal Permits 

The  p r o p o s e d  s y n f u e l s  p r o j e e t  will b e  s u b j e c t  to  n u m e r o u s  f e d e r a l  

e n v i r o n m e n t a l  r e g u l a t i o n s .  Many o f  t h e s e  r e g u l a t i o n s  r e q u i r e  t h e  p r o j e c t  

to  o b t a i n  a pe rmi t  p r i o r  to  commencement  o f  c o n s t r u c t i o n  o r  o p e r a t i o n .  

The regulatory process for obtaining each permit will vary according to 

the type of permit required and the agency with jurisdiction. Typically 

the permit process takes several months at a minimum and in some 

instances can be as long as a year.  Foremost among the environmental 

permits which win be necessary will be r ight-of-way permits from the 

Bureau of Indian Affairs, a hazardous waste" permit, air quality permit, 

and water quality permit from the Environmental Protection Agency. 

In addition to the specific permits required by statute,  the proposed 
synthetic fuels project must comply with the National Environmental Policy 

Act (NEPA). This will necessitate the preparation of an Environmental 

Impact Statement (EIS) considering the effects of the project on the 

environment. The lead agency for purposes of prepar ing the EIS and 

considering project impacts will most likely be the  Bureau of Indian 

Affairs. 
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2.1.2 (Contlnued) 

In addition to NEPA a n d  the specified permits, there are several other 

laws which could apply to the project.  These include laws governing 

mining, cultural resource protection, fish and wildlife protection, 

archaeological resource protection, and the preservation of floodplains and 
wetlands. 

2.1.3 Sta te  and Local Permits 

The most likely local government to asser t  jurisdict ion over any aspect of 

the project is Big Horn County. Most of the Crow Reservation is within 

its boundaries as are the anticipated off-reservation lay-down areas. Big 

Horn County's jurisdiction, howevel., is  subject to two important lin~ta- 

tions: 1) the power of any county government to r e . l a t e  activities on 

Indian reservations is  wholly derived from the state 's  regulatory power; 

and 2) as a matter of policy, Big Horn County does not enforce its 
ordinances  on Indian lands .  The  c o u n t y  might i s sue  a permit  for  that  

portion of a facility built off-reservation,  but  its power is  obviously 
limited. 

While it is unclear whether the State of Montana would asser t  jurisdiction 

over the project,  the state has enacted a large number of laws requir ing 

that environmental permits  are obtained. As with Big Horn C~unty, the 

state conceivably could issue permits for any portion of the project located 

off-reservatlon. Additionally, there is the potential for the state to issue 

permits for  p u r e l y  Indian act iv i t ies  loca ted  wholly within rese rva t ion  

boundar ies  p u r s u a n t  to a delegation to  the  s ta te  of  a f ede ra l  permit t ing 
function. 
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2.1.3 (Continued) 

Aside from federally-delegated authority, state permitting laws include the 

Montana Environmental Policy Act and the Montana Major Facility siting 

Act, as well as several water and floodway management acts, water and air 

pollution laws, hazardous and solid waste management requirements, and 

laws protecting historical and archaeological resources. Permits pursuant 

to the Montana Strip and Underground Mine 'Siting ~.,ct and the Montana 

Strip and Underground Mine Reclamation Act might be needed in addition 

to prospecting and geological permits. 

Some federal programs have been delegated in whole or in part to the 

State of Montana for administration. Under none of these programs, 

however, does the state presently issue permits on reservation land. 

While for several" years  Na.fion.al Pollutant Discharge Elimination System 

(NPDES) permitting has been t.ul-ned over to the  state,  the EPA continues 

to issue these point source ...?:ater discharge permits on reservation land, 

It is anticipated that  by the end of 1982, the state will have assumed 

federal permitting authori ty for issuing PSD (air quality) and hazardous 
waste management permits. 

2.2 REGULATORY LAW 

The manufacture, t ransportat ion and sale of coal gas is not reEulated by 

the Federal E n e r ~  Regulatory Commission (FERC) under  the Natural Gas 

Act. The courts have also clearly established that the manufacture, 

transportation and sale of coal gas, not commingled with natural gas, is 

beyond the jurisdiction of the FBRC. Therefore, the synfuels plant would 

not be within FERC jurisdiction, in addition, the pipeline transporting the 

SNG would not be within FERC jurisdiction. 
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2.2 (Continued) 

FERC jurisdiction under  the Natural Gas Act would apply to the coal gas 

once it is  commingled with natural  gas. This commingling of SNG with 

natural  gas would occur  at the point of interconnect ion with a FERC 

regula ted  interstate pipeline. Once commingled, FERC authority would 

have to be obtained for any subsequent  t ransportat ion or sale. 

The S'~ate of Montana does not have any spe "mile s tatute  to regulate natural  

gas pipelines. There does,  however,  appear to be a state statute which is  

w~t ten  broadly and could be utilized as a basis to regulate an intras ta te  

SNG pipeline. Under this  s~atute, the Montana Public Service Commission 

(PSC) has the power to establish and enforce rates  and regulations for 

gather ing,  t ransport ing,  loading,  and delivering crude petroleum, coal, or  

the products  thereof by  pipeline carr iers  within the s tate .  This language 

would seem to apply to an SNG pipeline since the gas being t ransported 
will be the  product of coal. 

2.3 WATER LAW 

The proposed project when it is operat ing at its full capacity 

(250 MMSCF/CD) will r equ i re  approximately 20,000 acre feet of water,  all 

of which is consumed. The Crow Tribe under  the reserved  water r ights  

doctl-ine has more than sufficient water to meet the demands of the 
project o 

The rese rved  water r ights  concept was first a n n o u n c e d  by  the Supreme 

Court in  1908 in ~intel, s v .  United States. Therein ,  the Court held that 

when a reservation is establ ished,  sufficient water to meet the needs of 

the reservat ion is deemed to exist .  These needs encompass past, present  

as weU as future uses and is not limited by the amount of water that is 
actually used at any given time. 

, I ' , ,  
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2.3 (Continued) 

The Crow Tr ibe  has  water  available to  i t  f o r  use  b y  t he  p ro j ec t  in  the  Big 

Horn R~ver,  YellowtaU Rese rvo i r  as well as the  Litt le B i g h o r n  River  and  

i ts  t r i b u t a r i e s .  Since the  T r i b e ' s  r i g h t  to  t hese  wate rs  i s  b a s e d  on federa l  

law, i t  does  no t  have  to app ly  to  t he  S ta te  of  Montana fo r  a u s e  permi t .  

Moreover,  t h e  T r i b e ' s  p r io r i ty  da t e  of  1851 is sen ior  to  all o t h e r  u s e r s  

within t h e  r e s p e c t i v e  wa t e r sheds ;  t h e r e f o r e ,  in  t imes of  s h o r t a g e  the  Tr ibe  

has t h e  l"lght to displace o t h e r  u s e r s  to  meet  i ts  water  n e e d s .  

Al though t h e  q u a n t i t y  of water  t h e  Crow Tribe i s  en t i t l ed  to u n d e r  the  

r e s e r v e d  wa te r  r i g h t s  doc t r ine  i s  no t  y e t  de te rmined ,  t h e r e  ex i s t s  more 

than  a su f f i c i en t  s u p p l y  of uncommi t t ed  water  in the  Big  Horn  River  and  

Yellowtail R e s e r v o i r .  The B u r e a u  of  Reclamation has  a c k n o w l e d g e d  tha t  of  

the  s~ored wa te r  i n  Yellowtail R e s e r v o i r  approximate ly  98,000 acre  feet  p e r  

year  was r e s e r v e d  for  the  i r r i g a t i o n  o f  agr icu l tu ra l  l ands  in  t h e  Hardin 

Bench u n i t .  T h a t  i r r iga t ion  sys t em has  n e v e r  been c o n s t r u c t e d .  Nonethe-  

less ,  in  1971, 30=000 acre feet  were  t r a n s f e r r e d  t e n t a t i v e l y  fo r  i ndus t r i a l  

u ses  for  t h e  deve lopment  of  Crow coal r e s e r v e s .  The  30,000 ac re  feet  is 

no l o n g e r  commit ted  to the  o p t i o n - p u r c h a s e  con t rac t  fo r  i n d u s t r i a l  u se  and  

it  is  t h e r e f o r e  fa i r  to s ta te  t ha t  i t  at a minimum As avai lable  i f  n e e d e d  for 
the p r o j e c t .  

2.4 INDIAN LAW 

2.4.1  J u r i s d i c t i o n  and  R e ~ l a t o r y  A u t h o r i t y  

The p r o p o s e d  s i t i ng  of  th i s  p ro jec t  on  an Indian  r e s e r v a t i o n  a long  with the  

a t t endan t  env i ronmen ta l  i s sues  r a i se  t h e  ques t ion  of  which  gove rnmen ta l  

en t i ty  ha s  p r i m a r y  r egu la to ry  con t ro l  o v e r  the  deve lopmen t  as  well as  

operat ional  p h a s e s  of  the  p ro j ec t .  The  th ree  pr inc4pal  governmen ta l  

ent i t ies  o f  c o n c e r n  h e r e  are  t he  Crow Tr iba l  Council ,  t h e  Un i t ed  Sta tes ,  

and t h e  S ta te  of  Montana.  
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2.4.1 (Continued) 

The Crow Tribal Council will have prhnary  regulatory responsibili ty 

inasmuch as the lands and environment to be affected by the project  lie 

within the boundaries  of the reservat ion.  However, the United States 

because it must approve the pro~ect in its: t rus tee  capacity for the Crow 

Tribe and because of certain federal s ta tu tes  which apply on the reserva-  

tion will have a significant role. The United States, th rough  the 

Department of the Inter ior ,  in d e t e m i n i n g  whether  At should approve the 

project for the Crow Tribe will have to comply with the National Environ- 

mental Policy Act of 1969. In addition, certain permits will have to be 

obtained from the Environmental Protection Agency. These will be permits 

required by the Clean Air Act, the Clean Water Act and the Resources 
Conservation and Recovery Act. 

It will be extremely important to involve personnel from these respective 

federal agencies at the beginning and throughout the developmental phase 

of the project so as to minimize any permit delsys. Although the State of 

Montana does not have direct regulatoz-y control over the proposed project, 

it is. advisable to include representatives of the state on an advisory basis. 

Having state input may preclude the filing of court actions which would 
only serve to delay the p~oJe~. 

Once the project is approved and all required federal permits are obtained, 

other than whatever federal oversight of the permits is required, the Crow 

Tribal Council win have primacy. 

2.4.~. Pledgingl;Trust Assets as Conateral 

The Crow Tribe has substantial r e a l  p rope r ty  assets which could be used 

or  committed in some form to help finance i ts  share of the project .  These 

assets consist of thnber~ water,  surface lands,  and deposits of coal, 
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2 . 4 . 2  ( C o n t i n u e d )  

b e n t o n i t e ,  oil and  gas .  The  coal depos i t s  a lone cons i s t  of  approx imate ly  17 

bill ion tons ,  of  which ,  i t  i s  es t imated  6 to  7 bil l ion tons  u n d e r  todayVs 
economic condi t ions  i s  s t r i p p a b l e .  

However ,  t hese  a s s e t s  canno t  be  a l iena ted ,  m o r t g a g e d  or  p l e d g e d  wi thou t  

t he  approva l  of  the  Uni ted  S ta tes .  As t r u s t e e  for  t he  Crow Tr ibe  t h e  

Uni ted  Sta tes  mus t  a p p r o v e  s u c h  act ions  a f f ec t i ng  t r iba l  p r o p e r t y .  The  

e x e c u t i v e  b r a n c h  is  c h a r g e d  wi th  th is  r e s p o n s i b i l i t y  b u t  i t  can only  act  in  

acco rdance  with federa l  s t a t u t e s .  Tha t  i s ,  u n l e s s  C o n g r e s s  has  v e s t e d  b y  

s t a t u t e  in  the  execu t ive  t he  a u t h o r i t y  to a p p r o v e  t h e  d ispos i t ion  of  t r iba l  

p r o p e r t y  such  a d i spos i t ion  i s  inval id .  See ,  25 U . S . C .  § 177. 

Because  of  th is  l imitat ion,  fo r  t h e  p u r p o s e  of  p l e d g i n g  or  a l ienat ing t r iba l  

p r o p e r t i e s  to he lp  f inance  t h i s  project  only  ce r t a in  specific s t a t u t e s  a re  

ava i lab le .  One is 25 U . S . C .  § 415 which au tho r i ze s  t h e  execu t ive  b r a n c h  

t h r o u g h  the  Depar tmen t  o f  t h e  In te r ior  to a p p r o v e  t h e  leas ing  of  t r i ba l  

l a n d s  fo r  b u s i n e s s  p u r p o s e s  and  t he  use  o f  n a t u r a l  r e s o u r c e s  in  connec t ion  

with t h e  opera t ion  of  s u c h  a lease .  Unde r  s u c h  a lease  the  Crow Tr ibe  

could  commit coal and  wa te r  to  t h e  p ro jec t .  A l t e rna t ive ly ,  t he  Tr ibe  could  

lease  coal r e s e r v e s  u n d e r  t h e  1938 Mineral Leas ing  Act  and b y  t h e  lease  

t e r m s  have  the  coal d e d i c a t e d  to  the  p ro j ec t .  Also available is  t he  Act  of  

May 19, 1958 which au tho r i ze s  t h e  Sec re t a ry  o f  t h e  In t e r i o r  to a p p r o v e  t h e  

sale o r  exchange  of  r e s t o r e d  t r iba l  l ands  in t h e  s o - c a n e d  "ceded  a r e a . "  

This  Act appears  to p e r m i t  t h e  d i rec t  sale o r  m o r t g a g i n g  of l ands  a c q u i r e d  
p u r s u a n t  to  i t .  

2 .4 .3  Bus ines s  and  Tax  S t a t u s  

Because  of  ce r ta in  t ax  immuni t ies  enjoyed b y  t he  Crow Tr ibe  as a g o v e r n -  

ment  t h e  method of  o w n e r s h i p  o f  the  p ro jec t  be tween  t h e  Tr ibe  and  t h e  

o t h e r  p a r t i ~ p a u t s  n e e d s  to be  closely examined .  The  Crow Tr ibe  as  a 
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2 .4 .3  (Continued) .. 

gove~n , , en t  con t inues  to re ta in  t h e  i n h e r e n t  powers  to  ' impose  t axes  on 

ac t iv i t les  wi th in  i t s  ~urisdi~donal  b o u n d ~ e s .  And  as a g o v e r n m e n t  i t  also 

is  immune from federa l  and  s ta te  t axa t ion  s t a t u t e s .  

T h u s ,  income der ived  from t r iba l  l ands  a n d  minerals  he ld  in  t r u s t  and  

acc ru ing  to t h e  Tr ibe  is  n o n - t a x a b l e .  However ,  Montana l ike o the r  s ta tes  

has  v igo rous ly  sough t  to t ax  minerals  s e v e r e d  b y  n o n - I n d i a n  lessees  from 

tr ibal  l a n d s .  The  Crow Tr ibe  t h r o u g h  l i t iga t ion  is  o p p o s i n g  t h e  imposi t ion 

of  such  a t ax  b y  Montana.  The  Tr ibe  in o p p o s i n g  t h e  t a x  i s  r e l y i n g  on two 

b road  p r inc ip l e s  of  law laid down b y  t he  f ede ra l  c o u r t s  to t e s t  whe the r  a 

s ta te  s t a t u t e  has  appl ica t ion  on  an Ind ian  r e s e r v a t i o n .  One is  t h e  

in f r ingement  t e s t ,  t ha t  is  w h e t h e r  t h e  s ta te  law i n t e r f e r e s  with t he  r i g h t  

of a t r ibe  to  make i t s  own laws and  be  g o v e r n e d  b y  them.  And the  o the r  

p r inc ip le  i s  whe the r  t h e  federa l  g o v e r n m e n t  so r e g u l a t e s  t h e  a r e a  so as to 

p r e e m p t  the  s ta te  s t a t u t e .  

In  t he  a rea  of  Ind ian  mineral  deve lopment  t h e  Uni ted  S t a t e s  in  1938 

enac ted  comprehens ive  legis la t ion for  t h e  p u r p o s e s  o f  wegulat ing mineral  

development  and  e n c o u r a g i n g  t r iba l  economic deve lopment .  Th i s  C o n g r e s -  

sional enac tment  a long with ce r t a in  o t h e r s  s e r v e  to n e g a t e  t h e  imposit ion 

b y  the  s ta te  of  t axes  on t h e  deve lopment  o~ t he  T r ibe ' s  coal r e s e r v e s .  

However ,  should  the  p ro jec t  be  h a n d l e d  t h r o u g h  a lease  a tTangement  the  

s ta te  may seek  to impose a P o s s e s s o r y  I n t e r e s t  Tax  on t he  leasehold .  

Such s ta te  t axes  have  been  u p h e l d  b y  t h e  c o u r t s  on  t he  bas i s  t ha t  t he  

inc idence  of  the  tax  does  no t  fall d i rec t ly  on  t h e  Tr ibe  b u t  i n s t e a d  is  

imposed  on t h e  n o n - I n d i a n  l e s sees .  CurTent  case  law s u E g e s t s  t ha t  i t  may 

even  be  poss ib le  to overcome th i s  t ax  should  Montana seek  to  impose one 

on t he  p ro j ec t .  
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2.4.3 (Continued) 

Despite some of the problems of attempts by the state to tax tribal 

'interests by various methods the fact that the Tribe is generally immune 

from taxation sho!dd not be overlooked .when structuring the business 

organization of the projec{. .. 
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3 .0  SCOPE OF WORK 

The scope of  wo~-k for the  legal  assessment  inc luded:  

Ident i fy ing  the legal  tasks  and potent ia l  legal  problems un ique  to the 
proposed s y n f u e l s  project . . . . .  :,: 

Ass ig  ~ni~g each area of  the  law ident i f i ed  above to an appropriate  
attorney for research and draf t ing .  

Reviewin g and commentin E on the above  work by  others  invo lved  in 
p l " o d u d n g  the  legal  a s ses sment .  
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