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1.0 INTRODUCTION

The Crow Tibe of Indians ("The Crow" or *The Crow Tribe") has abundant natural
resource wealth. Much of this is in the form of coal. The Crciw have leased some of
the coal reserves to Westmoreland Coal Company and Sheil Oil Company in exchange
for royalty income received when coal is sold. Softness in world energy markets and
reduced consumption of electrical power has led to surplus. coal capacity in western
regions of the U.S, As a result, the demand for coal from these leases is soft and coal
sales to outside pa_rties are likely to remain at low levels for a long period into the
future.

In order to obtain significant Tribal income from sales of coal, the Crow must look to
the development of energy projects on the Crow Tribal lands which would use this
coal. To explore the uses for Crow coal, the Crow Tribe has conducted two feasibility
studles, the first, which has been completed priar to this report, was for an electric
power"j:lant project to be built on the Crow Tribal lands. The major focus of this
second report is.on the likely financial structure and financial results under this
structure of a major synfuels project on Crow land.

The availability of Federal Government financial assistance allows for a projeci
financial structure which is different from that set forth in the electric p'c.iwerpiant
: feasibility study. To help the Crow Tribe members understand the difference in these
structures, this report also explains the nature of project finanding and how the
financial structures proposed for the two projects differ.

oy
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2.9 EXECUTIVE SUMMARY

The Crow Synfuels 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 mterst of $518 million, Total financing requirements will be $3.66 billion
including inﬂatxon. .

The e“onomxrs and risks of the Synfuels Project are such that the Pro;ect needs both
loan: guarantees and price guarantees from the Synthetic Fuels Corporancn in order to
be-viable. The Project cannot produce substitute natural gas (SNG) competitively at
today's prices and needs a price guarantee to be viable.

A price guarantee at a 1982 price of $6.75 plis escalation would yxeld a 27% rate of
teturn under the assumptions used in this study. However, because of the risks
associated with the project, investors might demand an even higher return,

With this level of- ’price guarantee, the Project exceeds the $3 billion funding limit of
the Synthetic Fuels Corporation. Therefure, the Project as proposed is not feasible
unless private non-guaranteed financlng is available for the Project or if it is financed
with substantially greater equity than the 25% contemplated in this study. Without
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 14.9 billion dollars in authority and
cannot fund numerous large projects. The Board of Directors has decided to seek a
diversity of ‘projects. This Project is very similar to the Great Plains Project in size
and technologies utilized. A3 a result it might be difficult to receive government
assist{ance 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 site.

2=1
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3.0, FINANCING A MAJOR ENERGY DEVELOPMENT PROJECT

Funds are advanced to a project or an enterprise by invéstors who provide equity and
potentially -by lenders who provide debt. Lenders who might' be such parties as
insurance companies, corporations, individuals, pension funds or the Federal
Government provide funds at a predetermined return which can be a fixed interest
rate or which can float with market conditions. Lenders will only provide funds if,
from the activity financed, a clear stream of cash flow results which can provide for
debt service (i.e., cash will be available to meet required interest and princii:al
payments). Consequently lenders will require that debt be sentor, In terms of payment
priority, to the equity. In the case of a project the debt halders will require a lien on -
the project such that in the event of a payment defawlt.(i.=., non-payment oi interest

or principal) the lender can foreclose on the lien and, through foreclosure, will own the
project.

Equity investors do not have a predetermined rate of return.f‘ Their return varies with
the actual enterprise or project results, after any debt payments are made. Once the
debt is paid, the balance is available to the equity Investor, In determining whether a
project is suitable for investment, potential equity investors will ex"arnine't!_'_ae risks of
the project to determine if the risk is acceptable. If the risks are acceptable, the
potential investors will then examine the potential return or range of returns to see if
it meets a required return, given the level of risk. 1

While the Crow Tribe has wealth in the form of natural resourcés, unless the Crow
could sell some of these resources, capital necessary for resowrce development must
come from outside sources. The Crow, for example, cannot borrow funds against their
coal reserves. The reserves alone do not provlde 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 capital necessary for resource development from
outside parties. This capital must be, in part, in the form of equity or risk capital
which will be invested by private parties seeking a return on the capital. These
‘invéstors, on thelr own behalf or because of the way in which the project is siructured,
- might be able to borrow some or all of the funds to develop these resources.

3-1
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To eiiectively deal with potemial investars who will provide the financial resources to
develop coal resotrcs, the Crow must understand the available feasible financial
structures, pntemial returns to both investors and the Crow Tribe and what risks must
be borne by potentxal investors. Understanding these factors, which an investor will
study in determnung whether or not to invest, defines the latltude which the Crow

Tribe has in negm;latmg successfully to accomplish such a project. The returns and .
risks which characterize this project are outlined in this study. "

3.1 GENERAL FINANCING CONSIDERATIONS

There are two general approaches to financing a méjnr project of the type anticip.éﬁz_‘ed
in the case of either the electric. power plant or the synfuels pi'-pject. The first
approach is where the project sponsors raise capital on their own account and provide
that capital to construct and operate theg project. In the second appro;a,ch, the project
1tseXf is used as the basis for raising some of the project's capital requiremems.' In this
case, which is called "Project Financing', funds are borrowed against. the project's
ability to meet debt payments.

In project financing, the project, including specific project assets, and not the general
credit of a corporaticn, serves as the coliateral for the loan. In this case fhe project
would typically be finenced with a mixture of debt and eq.uty ‘unds. The focus of this
study is on'project ﬁnancmg of the synfuels project..

In true project finaniing, the project sponsors are nct liable for the debt in the event
of a default. Instea:g:l, lenders look to underlyi}lg contracts to provide assurance of
repayment. The natiire of the contracts and .the financial strength of the parties who
agree to purchase the pra;ect's output provide the credit in the transaction. Typically
these contracts must provide for revenues, or working capital contributions to the
project, under all circumstances, in amounts sufficlent to pay debt service.

Project financing has specific benefits for investors. It can allow the investor to raise
more debt relative to equity than the percentage of debt that the investor normally
has available in financing his own operations. This is because the lenders will look at
the specific cash flow, together with the underlying contracts to measure how much
debt the 'project can sarvice. In the extreme, projects can be financed through all
debt.

-
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31 (Continued)

. Other 'l;eﬁeﬂts of project financing which are important to sponsors include the
' ‘manner tn whu:h the project is recorded on the sponsor's balance sheet, in contrast to
the case where the project is funded directly, This would result if the p.‘D]eCt is

sufficiently limited with respect to recourse back to the: ‘Investor in the:eveat of
default. ' '

3.2 ELECTRIC POWER PLANT PROJECT’

During the coursé of the electric power plant feasibility study, representatives of the
utilities associated with the project indicated that the:y were interested in
participating in the project only to the extent that the utilities 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 willing to agree to power purchase contracts which stipulate that the
utilities will make payment for the power under all arcmnstances, even if the power is
not delivered. The utilities would also be required” to make payments sufficient to
retire the -debt. and pay interest if the project is not completed. These contractural
requirements are frequently called “"Hell or. High.Water® provisions and serve in the
place of equity.

Although the power plant feasibility study set forth this structure, subsequent events
make it less likely that this form of project financing can be accomplished 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 which were financed in this manner. These cancellations have made
utilities reluctant to provide credit in the form of such contracts. Because certain
Issues of these contracts will be subject to litigation to determine the exact liabilities '
of all parties, this form of major project financing could be limited in the future.
Depending on the outcome, either lenders or rating agencies might be reluctant to
purchase or rate such debt issues, or alternatively, utilities might be reluctant to enter
into this form of contractual relationship.

3-3
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3.2 (Continued)

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 utility which will put together an investor group for the project as a joint
venture. '

3.3 SYNFUELS PROJECT

Although a number of financial structures are possible for the Synfuels Project, the
most feasible is one where the U.S. Synthefic Fuels Corporation (SFC) provides loan
guarantees and price guarantees to the project. Under a Government guarantee,
lenders will look to the Government, and not to the project, in the event that the
project cannot meet repayment of interest and principal. The Government in turn,
under these circumstances, will foreclose on its collateral, the project itself. Project
sponsors can therefora achieve true project financing with a SFC guarantee. Under
this form of financing the purchase contracts for the project output do not need to be
as stringent as in the case of the power plant project. This is because the credit to
lenders is the Federal Government's full faith and credit guarantee and not the
strength of the purchase contract for the synthetic fuel. However, the Federal
Gavernment, 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 negotiated with
. the SFC, T *

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

The private participant v suld normaily provide funds in the form of equity. To make
this Project attractive to potential equity investors, the SFC would need to structure a
transaction which prn_vi_des sufficient return with limited risk to the equity investor.
The Crow Tribe would also need to provide sufficient comfort to investors that the
Project, as it might be proposed to the SFC, will be permitted to proceed as planné&.

™,
| 4
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%0 REQUIREMENTS FOR PROCEEDING WITH TrE PROJECT

To accomplish a major energy project, the financial activitles can be divided into four
major time phases. In the first phase, the potential project sponsors study the
financial and econgmic feasxb:hty of the pro;ect. Once feasibility is determined and
the sponsors decﬁlh&e to proceed, the second phase includes establishing the management
organization of the project, xdentlﬁcauon of additional sponsors, 'if necessary,
identifying lenders and obtaining finandal commitments. This can proceed in tandem
with detailed engineering and refining the cost estimates. During the second phase,
the sponsors begin to order equipment with long lead times for procurement. In the
third phase, construction and startup take place with the activities of the project
monitored to anticipate cost overruns and delays. In the final phase the project

commences operati'ons and generates revenues.

As the project passes through each phase, the finandal requirements increase. For the
Synfuels Project, at the first phase the sponsors will spend 85 to $15 million. At the
second phase, before construction is started, at least $50 to $100 million will be spent.
To complete design 5§1-d construct the project a total of approximately $3 billion will
xbe spant. The reqxirements for funds to be spent in this manner is a major obstacle
fcr the project. The sponsors must spend in excess of $50 million before they know
with any certainty what the project will cost. Befors the $50 million is spent the
sponsors will insist that they have clear rights 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 Crow Tribe in a manner such that the approvals and

agreements cannot be reversed,

4.1 OBTAINING EQUITY 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 energy projects. A large number of planned synthetic fuels prdiects have
been cancelled or postponed. In addition, the massive synthetic fuels program
envisioned in the Energy Security Act is ewolving into a much more modest program
where only a few projects of the size of the proposed Synfuels Project will be

construtted. N
%
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1 , {Continued)

These negative factors must be balanced by the fact that the Crow Trikal l.ands and
the control of the Crow Tribe over land, coal, and water make this one of the most
attractive potential sites fora rnajorl power plant or synfuels project.

However, because of the slowdown in interest in synthetic fuels, potential project
sponsors will weigh the attractiveness of the site versus other sites and consider what
will be perceived as problems in dealing with an Indian Tribe. These problems
particularly will center around tribal sovereignty and the ability of the Tribe to be
sued.

.. In constructing and operating a project on Crow Tribal 1énd, potential investors and
lenders to the project will insist that the ezonomics of the project and the abxhty to
proceed with the project will not be altered by actions of the Crow Tribe, sunseq.lent
1o the commencement of the second phase of activities previously outlined a!',;;?ye. The
details of accomplishing this are addressed in the legal study. Howevég_-, to be
successful in attraéﬁng a group of equitj investors, the Crow Tribe must gddrESs the
actions which the Tribe needs to take to make this project attractive to potential
project sponsors at the end of this feasibility study.,

The Crow Triba needs to take the necessary steps in advance of negotia'ﬁng with
potential sponsors. These consist of: (1) establishing the legal framework for
negotiating, approving and signing agreements which cannot be reversed by subsequent
unilateral Crow Tribe action and allowing the Crow Tribe to be sued under these
agreemeris; (2) establishing a legal mechanism where the Tribe agrees not to impose
any subsequent tax on the project; and (3) establishing the manner in which the Tribe
would be willing to participate in the project.

42
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4.2 ISSUES OF FINANCIAL RETURN AND .
PROJE T CONTROL FOR THE CROW TRIBE

The"i%gges ofCro\v divect financial returns and hence tribal revenues recéived directly
from the project are a matter of negotiation. In viewing the benefits é;f_ any resouwrce
development project, the Crow must take the point of view of a government and not a
private investor and examine the overall economic effects of the project on the people

of the tribe,

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 it can make a
‘major coal project attractive to outside venturers, need to consider the value of
infrastructure development and the indirect effects on tribal members of employment,
local business revenues and infrastructure development.

This financial study only addresses the economics of the Synfuels P.réject and
does not address overaltbenefits to the Crow. To understand those benefits this
financial report must be examined in conjunction with the sections of the study dealing
with socioeconomic impacts.

Because of the size of the financial requirements necessary to accomplish this project,
the Crow Tribe will not be able to exercise the degree of control that the Tribe might
desire in developing Crow Tribe natural resources. This is particularly true at this
poiﬁt in time. In the current environment energy properties have changed
dramatically from a "sellers market" to a "buyers market™.

In this context, the proposed Synfuels Project will be perceived as very risky
for investors even with the Government's financial assistance. In exchange for bearing
this risk, investors will want to receive all available 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 crediis which reduce taxes on other
income) which cannot be utilized by the Crow Tribe.

The returns to the Crow Tribe are royalties on the doal, and payments for leasing the
land and providing water rights. The amount of the payments for land and water are

4=3
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4.2 (Continued)

negotiable. It might also be possible to negotiate 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 equityinvestors realized their expected return on investment.

Ultimate control by the Crow Tribe over the project will most likely 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 significant owner and exercise major control over the project.

4.3 STUDY OF JOINT POWER PLANT AND SYNFUELS PROJECT

Although the studies of the power plant and the Synfuels Project have been conducted
separately, if either project were to proceed, it could dramaticially enhance the
economics of conducting the second project if both are constructed in tandem or
sequentially. This results from two principal project savings. The first is that the
infrastructure would be shared depending on the sites chosen. The secend reason is
that the synthetic fuels technology proposed cannot utilize coal fines. In the case of
the synfuels plant, coal costs can be significantly higher if the fines are mined and
cannot be sold economically. Sufficient engineering data is not available to examine
the infrastructure savings achievabl.e under both projects. However, at minimum the
Project could be examined in terms of purchasing electricity and without a penalty for
unutilized coal fines. This would involve some limited additional engineering cost
analysis. This would then provide an assessment of the synfuels project, assuming that
the power plant is built in a location where offsite facilities are not shared.
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5.0 AVAILABLE FEDERAL FINANCIAL ASSISTANCE FOR SYNTHETIC FUELS
51 ENERGY SECURITY ACT o s

The economics of the Synfuels Project are such that the Pro;ect’ requlres financial
assistance from the SFC. The Govemment synthetlc fuels program is currently
embodied in the SFC which was authorlzed and established by the Energy Security Act
passed in July 1980. Funding for the SFC is provided through Public Law No. 96-126
and a series of subsequent clari iymg appropriations acts. The Energy Secrurlty 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 contract to construct and operate, for its
own acccount, up to three SFC owned synthetic fuels projects. The law clearly 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 tum, is given a higher priority than entering into a
joint venture with a project sponsor, A project may be oconstructed directly by the
SFC only if no acceptable finsincial assistance proposals are forthcoming. Potential
sponsors and the SFC Board of Directors have focused on loan guarantees and price
guarantees as the probable form of assistance which will be granted.

The maximum total financial lisbility of the SFC to a single project at any point in
time is $3 billion. This would include any past payments to the project. This $ 3
billion limit includes awards made in the form of a single incentive type or more than
ane type of incentive such as a ioan guarantee and a price guarantee provided to the
same project. The authorizing legisiation also provides that each contract for

financial assistance specify the maximum liability of the SFC with respect to that
individual award.

Projects recelving more than one form of financial assistance must meet a higher
standard than those requesting a single form of financial assistance.  The
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51 (Continued)

Board of Directors of the SFC must determine that more than one form of financial
assistance is required for the viability of that project, and further, that the specific
project is necessary to achieve the purposes of the Energy Secwrity Act.

This study anticipates that the Project will request two forms of finandcial assistance:
loan guarantees to finance construction and product price guarantees following start-
up. The loan guarantees are required to reduce the completicn and performance risks
in the project during the construction phase and to supplement the price guarantee
during the operating period. Subsequent to constructien, price guarantees assure a
specified minimum price level.

5.1  Loan guaraniees

The SFC has the authority to guarantee 100% of the principal of loans approved by the
SFC. 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 finance, through loan
guarantees, up 1o 50% of cost overrruns aver the initial total estimated 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 estimated cost, the SFC may finance only
up to 40% of the additional o(rerrm. If the overruns exceeds 250% of the initial
estimated cost, the SFC may not provide any additional loan guarantee authority to
the project unless the SFC indicates its intent to Congress and Congress does not
disapprove this action. '

Loan guarantees made by the SFC are full 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 SFC. The Energy Security Act further provides that the
guarantee cannot have a maturity of more than 30 years, or the useful life of the
synthetic fuels project, whichever is less. The enabling legislation also provides that a
loan guarantee can be made to one and not all of the Project's spansors.

5-2
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51.1 (Continuad)

An issue which was raised in the negotiation of loan guarantees with Toscq.'éhd the
Great Plains Coal Gasification Project is that of the non-recourse nature of the loan
guarantee and its effect on the risk of the Project sponsors. A recent Fifth Circuit

Court of Appeals Case held thzt forgiveness of indebtedness income, in the event of a
defaulted non-recowse loan, would be limited to the value of the collateral. This
implies that Project sponsors can effectively receive the tax benefits of a project and
avoid recapture of most or all of the tax benefits. This would occur if default occurs
past the 5 year recapture period for tax credits which also is the depreclation pericd
for most of the Synfuels Project’s assets. '

i
In order to keep the project sponsors at risk throughout the project. life, the
Department of Energy sought and received from 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 specific circumstances, of an additional $100
million in the event of default. '

Under the loan puarantees tc the Great Plains Project and to Tosco, the Department
of Bnergy received a first and prior lien on all rﬁoject assets. The second SFC
solicitation includes a willingness to engage In on—ﬂnandng under which private non-
: gt_xaranteed lenders would presumably share in the pfoject collateral.

%l.2 Price Guarantees

The SFC is also authorized to enter into price guarantees. The law requires that price
guarantees cannot.be based on a cost-plus arrangement or any variation thereof which
guarantees a profit to the project. The law specifically exciudes a cost of service
tariff from the definition of cost-plus types of loan gﬁaranters. SFC is also required,
in awarding price guarantee contracts, to establish a specified sales price at the level
which would provide the minimum subsidy determined by SFC tc be necessary %o

provide adequate incentive for the project.
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5.1.2 (Continued)

The law provides that the SFC may require, as a condition of providing tﬁe price
guarantee, that the SFC share in the profits of the project on a fair basis in awarding
price guarantees, The Energy Security Act requires that any price guarantee indude a
provision to the effect that “;he price guarantee or purchase agreement shall be
subject to review and possible renegotiati&h within 10 years from the date of initial

production by the synthetic fuels project, at which point the SFC shall specifically
determine the need for continued financial assistance pursuant to such price guarantee
or purchase commitment',

5.1.3 Purchase Agreements

Although the Energy Security Act gives the SFC the authority to enter into a purchase.
agreement, the effect oi the act is that purchase 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
delivery of the synfhetic fuel under such terms and conditions as will be specified in
the purchase agreement. This contractual right to refuse delivery means that the SFC
can effectively guarantee only price and not the market for the fuel,

Purchase agreements could be available from the Department of 'Ijeiense or other
government agencies with the price guaranteed by SFC. However, no government
agency including the Department of Defense purchases natural gas on a centralized
basis. Purchase agreements are not an option for this project.

5.1.4 Direct Loan Authority

In addition to loan guarantees the SFC is authorized to enter into direct loan agree-
ments for a synthetic fuels project. Such loans have similar provisions to those of the
loan guarantee authority except that direct loans are further limited to the lesser of

49% of the initial total estimated project cost or not more than a minority financial
interest in the pmjgct, unless the Board of Dii‘\ectors of the SFC determines that the
borrow_er has satisfactorily demonstrated that such limits would prevent the financial
viahility of the proposed project and therefore additional loan assistance is necessary.

>4
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514  (Continued)

A direct loan would not necessarily be issued at an 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 capacity of the recipient and prevailing rates of
interest. However, the law provides that such interest shall not be less than rates
determined by the Secretary of Treasury, taking into consideration current yvields on
outstanding obligations of the United States.

The disadvantage to the SFC of a direct loan is that, when the SFC makes a direct
loan, the amount counts as a budget outlay for the Government, contributing to the
Federal Budget deficit, Loan guarantees do not count agalnst the Federal Budget
unless a payment is made against a defaulted loan.

5.1.5 Joint Ventwres

Joint ventures by the SFC are restricted to a synthetic fuel project module which (1)
demonstrates the commercial feasibility of the tech’nologf; and, (2) can at the same
time be éxpanded into a synthetic fuel project. . The law further states that the inital
contract may provide for purchase, 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 net finance more than 60%
“ of the total cost of the synthetic fuel module as estimated by the SFC 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 it Is uses technology which has been demonstrated in South Africa at

the Sasol Plants and which Is currently used in the Great Plains Project now under
‘construction.

-
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52 SYNTHETIC FUELS PROJECTS RECEIVING FEDERAL FINANCIAL ASSISTANCE

- Three synthetic fuels projects have been assisted by the Federal government. The
terms and conditions under which each project received-financial assistance has a
bearing on the likely financing structure for the synfuels rroject.

" Two of the Projects, the Union Oil Shale Project and the Tasco-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 SFC became an operating enftity.

The third project is the Great Plains Project which was financed under a seperate law,
the Federal Non-nuclear Research and Development Act. The Synfuels Project is
similar to the Great Plains Project in size, technelogy and operations.

5.2.1 Union Qil Shale Project
5.;- ln.l Pmiect Descri Egon

The project is located in Garfield County, Colorado, and is adjacent to the now halted
Exxon/Tesco Colony Project. Union Qil will conduct on-site underground room and
pillar mining, retorting of the shale and upgrading of theshale oil. Project output will
be in the form of upgraded syncrude, suitable for pipeline transportation and as

refinery feedstock. This project was approved by the Depariment of Energy but was
transferred to the SFC.

The project is in two phases, as follows:

Phase 1 - began construction in October 1980 and is scheduled for completion in 1983,
Phase 1 consists of mining 12,500 tons per day of shale and producing 10,000 barrels
per day of upgraded syncrude from a single retort. Phasel is estimated to cost $500
million in 1980 dollars.

Phase II - will begin constgpctfon in 1983 and will be completed in 1983, The second
phase will add four additional modules for a 50,000 batrel per day total output. Phase
I is estimated to cost an additional $1.5 billion in 1980 dolars.
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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 (JP-4) and diesel fuel (DF-2

"3“:"-»‘-1nd DEM) 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 funds
appropriated to the Energy Security Reserve,

5.2.1._3 . Contract Pricing Terms

Major terms of the contract ares '

(1)
2)

3
«

(5)

(&)

@

(8)

(9

(10)

(1n

Total payments to Union will not exceed $400 million.

Union agrees to supply 9,900,000 bbl (247,000 bbl/quarter) of JP-4 and
23,100,000 bki (577,500 bb/ quarter) of DFM and DF-2 to DOD.

DOD pays market price.

DOE will pay price differential payments on a quantity up to 20,000,000
barreis although the pwrchase contract is for 33,000,000 barrels.

Differential payments are computed on the difference per barrel of a
reference price and a market price.

Reference price isa base price of $42.50 per barrel adjusted for an index of
75% GNP deflator at a base date of June 30, 198! and 25% of the indexed

cost of natural gas to public utility generating plants with a June 30, 1981
base.

Market price is defmed as 30% of the JP-# price and 70% of the average
price of DFM and DF-2.

Sales of refined produc:ts will be for 10 years through 1393, although the price
support period will last only through 1990.

In any month where the market price exceeds 125% of the reierence price,
the difference between market price and 125% of the reference price will be
paid back by Union to DOE. .
DOE will maintain repayments in an escrow fund ® be used for future
payments or for commitment, together with any unpaid balance of the $400
million for Phase II, as might be agreed in the future.

Repayment will only be required through the prig:_e differential period
(through 1990) or as otherwise defined. ‘

LY
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5.2;1.4 Commitments by Union

Union commits 1o perform the second phase subject tos

¢3) Meeting design capacity of the initial modul =
(2) Realizing a 15% real rate of return.
) Availability of non-recowrse finanding on cor ipetitive terms.

()] No legal or regulatory barriers.

5.2.1.5 Default and Terrnination

The agreement may be terminated by the mutual written consent of Union and DOE.

DOE may unilaterally terminate agreement if:
(1) Union fails to complete construction of the synthetic fuel production facility

by April 1, 1984, Construction is completed when the higher of the following

expenditure is reached: $500 miklion; the facility on or after January 1, 19843

@ For any 24 month period beginning July 1, 1984 less than 300,000 barrels are
shipped.

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

Union may terminate agreement if:

(1) DOE fails to make price differential payments ' 0 days after due;

2 Construction delays by reason of force majeure shall extend the April 1, 1984
due date; or,

(3) Force majeure includes delays directly related to the transportation of major
components being uniquely manufactured for the synthetic fuel production
facilittes.

Union will front-end finance a new school by u'ea.ting‘a ron-profit corporation to sell

tax-exempt bonds guaranteed by Union. Lease payments zre based on revenue from a
$4 million levy on the assessed valuation of Union's Phase 1 Shale Oil Project.

Union is tequired to see that housing is available when ne: ded for at least 80% of ifs
workers. S
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5.2.1.6 CommunityImpact Assistance

5.2.2 Colony Oil Shale Project
5.2.2.1 Project Description

This Project has recently been cancelled by the Exxon Cﬁi-poration. The Project was
to be located in Garfield County, Colorado and is adjacent to the Union Oii Shale

Project. The Project employs underground mining, surface crushing and retorting, on- S

site hydrotreating of crude shale oil, and pipeline transport to Utah for further
movement through common carrier crude pipelines to the Southern U.S. .The product
output is premium refinery feedstock (principally iet and diesel fuel). - Plant
construction began in 1980; 75% capacity was expected by late 1986 (full capacity is
48,300 barrels/stream day). The partners weres
Qil Shale Corporation (40%) - a wholly owned subsidiary of T osco
Corporation.

Exxon Corporation (60%) - Exxon did not seek Government financial
assistance. »

5.,2.2.2 Contiact Structure
P z’ .

Purchase Agreement major contract terms were:

(1) Purchase commitment is for 10 years dated from plant startup;

(2) Oll Shale agrees to supply 2,000 barrels/day of JP-4 and 8,000 barrels/day of
DFM 1o DOD; and .

(3 DOD pays market price.

Loan Guarantee Agreement major terms were: .

(n The government will guarantee 75% of Oil Shale's 40% interest or $1.112
billion. ©il Shate will provide the remaining 25% in the form of an equity
contribution or $0.371 billion.

{2 = Maximum government liability is $1.232 billion.

&) Tosco will fund Oil Shale's share of Project costs up to 30.371 billion,

_(u) T_osod will fund reasonable cost overruns and will provide DOE with quarterly

i

and annual financial reports,

.o s
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5.2.2.2 {(Continued)

(5) A Project Fund to handle the proceeds from the sale of indebtedness is to be
established, and monitored according to a disbursement milestone schedule by
the Debt Servicing Agent (DSA).

{6) The government is to have unlimited access to Oil Shate’s records to
sﬁfﬁciently monitor the agreement.

Technology Agreement major terms were: .

(1) All inventions, technology, and other proprietary rights developed under the
Praoject are the property of the borfower;
(2 Al of the technology interests (including licenses) of Qif Shale and Tosco in

the above are collateral for the reimbursement obligations under the
Guarantee commitment; and,

3 Oil Shale must surrender all proprietary rights in the event of default to
anyone who completes and operates the Project, and provide them on

equitable terms to the Government (even if no default occurs) for the purpose
of developing similar projects. °
S

Operating Agreement major terms were:

(v I£ Oil Shale fails to provide its share of funds in a timely manner, Exxon may
“cover" the cash call. Exxon shall be reimbursed at an annual interest rate of
125% of the prime rate,

(2) No disbursements from the Project Fund may be made to Oil Shale at any
time it relies on covered funds,

(3) Qil Shale may not make any payments to Tesco until 75% of production

capacity is reached, and t1en only if funds have been set aside to service the
repayment of principal and interest due for the following 12 menth period.

5.2,.2.3 Default and Termination

Collateral pledged Is in excess of project's mﬂaterai_. All of Oil Shale's venture rights,
capital, inventions, and proprietary interests are pledged along v:ith some of Tosco's

additional real property. "aj
g
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5.2.2.3 (Continued)

Termination (by DOE) evénts are:

{n Failure to achieve defined termination milestones;

(1)) A fundamental change in the project (e.g» a changein product);

(3 If Oil Shale oject partlcmatmn is Feduced to a level where in DOE's opinion
Qil Shale may not service us debt obhganons;

® A default is not cured within 60 days; and,

(5 In failure to meet termination milestones, DOE will allow for events beyond

he control of the borrower (i.e., project schedule dates).
5.22.4 Community Impact

The Colony Oil Shale Project is committed to building a new community called
Battlement Mesa. It will accommodate a population influx roughly twice that
anticipated from the operation of the project.

5.2.3 Great Plains Gasification Associates

5.2.3.1 Project Description

In size, technoiogy used and operations, the Great Plains Project is almost identical to
the proposed Synfuels Project. The Project currently under construction is located in
Mercer County, North Dakota. Great Plains Gasification Associates ("GPGA") will use
approximately 14,000 tons per day of lignite to produce:

137.5 mﬂhon cubic ieetl day (eq.llvalent to 21,006 barrels oﬂl dayk
93 tons/day of ammoma,

85 tons/ day of suliur- and
200 million cubic feet/day of CO2.

. GPGA has 125 million recoverable tons of lignite under contract and plans to start .
production late in 1984, American Natural Gas (ANG) Coal Gasification Company (a
subsidiary of ANR) is the project manager. A subsidiary of Padcific Lighting

"ECorporation 1s an investor in the Great Plains Project.
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5.2.3.1 (Continued)
The gas is to be marketed through an interstate network of gas pipelines with some of

the partners having pipeline affiliates. An additional 35 mile pipeline may nez? i be
built from the facility to the interstate pipeline network.

5.2.3.2 Project Costs

Government
Guaranteed Sponsor
Debt Equity _Total
Estimated Project Cost $1,500 $500 $ 2,000
Overrun Contingency - 400 200 600
Pipeline Contingency 120 __bo ___ 160
o ogm $270
Esti mated Construction Expenditures (millions)
Plant Mine  f Total
Through 1981 § 270 $ 30 $ 300
1982 560 40 600
1983 560 40 600
1984 460 _u 50
| 1850 g% 52000
5-12
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5.2.3.3 Loan Guarantee Contract

Loan Guarantee Contract major terms are:

™ (1)

@

)
-

(G

m

Congtruction  funding increments have differing requirements for the
‘gazeentages of debt and equity (For example, the first billion dollars is

-‘:‘Jf'imded by 70% debt and 30% equity, and the second-billion dollars is funded

P

by 80% debt and 20% equity);

.Pipeline costs are to be financed by 75% guaranteed debt and 25% equity;
GPGA's equity must not be less than 25% of capitatization;

DOE determines the ﬁmlné and the ratio of the amount of guaranteed debt
drawn down with respect 1o equity on a dollar for dollar basis; and,

The guaranteed debt repayment of each Issue is not to exceed 20 years or
90% of the expected useful economical life of the Project's major physical
assets, whichever is higher. .

The borrower shall submit a project management plan acceptable to DOE and

- . | shall also execute a project monitoring agreement with DOE.
7

Limits on partner distribution are impesed to maintain equity at 25% of
capitalization and the amount is limited to "available cash."
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5.2.3.4 Federal Energy Regulatory Commission RC) Tariff

The tariff provides for guaranteed sale of project substitute natural gas (SNG) to
pipeline customers after project completion. In conjunction with the tariff, a FERC

order assures the piﬁeline customers of their ability to flow through the contract
prices to their customers.

5.2.3,5 Gas Pricing Formula

The tariif provides for a guaranteed price. The SNG is sold to pipelines at
§6.75/million btu plus quarterly escalations based on an average of the escalation of
the Producers Price Index and the escalation of #2 Fuel Oll.

However, after commencement of operations the price cannot exceed:

(1) During the first five years, the price of #2 fuel cil unless such price is
regulated.
2 During the sixth through tenth years of operation, the higher of the average

prices paid by the pipeline affitiates for the highest priced 10% of domestic
ratural gas or for Canadian and Mexican gas, but in neither case higher than
the unregulated price of #2 fuel oil.

(3) During the remaining life of the 25-year agreement, such domestic natural
gas prices unless such prices are then regulated in which case the Canadian
and Mexican price will set the ceiling. ‘

5.2.3.6 Default and Termination Provisions

Principal default and termination provisions are:

GPGA can cease making equity payments if, due to governmental, legislative or
judicial actlon, it believes projected first full year operating revenues will be less than
$300 million, or if GPGA estimates total Project costs to exceed $2.64 billion.

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

5-14
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5.2.3.6 (Continued)

In the event of termination, all patents, technology, and inventions necessary to
operate the Facility are available to DOE.

DOE has the right to seek up to 5100 million of payments from the project sponsors,
under specified circumstances, in the event of default.

5.2.4 Appticabllity to Crow Project

The ‘Great Plains Project is identical in size, technology and products to the proposed
Synfuels Project. However, it is not likely that the Synfuels Project at this time can
be financed in the same way in which the Great Plains Project was accomplished.

The Great Plains Project received a FERC tariff for the SNG. This tariff was issued

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

The original tariff was granted before the DOE program was funded. It had provisions
which acted like the "Hell or High Water" power plant agreement where the gas

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

These provisions were opposed by a group of intervenors who successfully opposed the
project through the judiciary process. The tariff was reviewed by an Appeals Couwrt,

after the DOE program had been funded. The Appeals Court found that Congress's

intent-in passing the Energy Security Act was that the government through the DOE or
the SFC bear the risk of project failure.

3-15
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5.2.% (Continued)

The FERC could, however, under the Research and Development order, provide a
tariff that would be effective after the plant was in operation.

Because the FERC tariff for the Great Plains Project is specifically for research and

development it will be difficult 1o present a tariff application arguing that an identical -

project also needs similar assis ance to encourage research and development.
Consequently, to the extent that the project needs a price guarantee in addition to a
loan guarantes, this price guarantee would most likely be available through the SFC.

A pricing methbdology 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 requirement for review and possible
renegotiation in 10 years by the SFC and the requirement that the SFC price
guarantee fix in advance the maximum amount of assistance available. The Great
Plains Project tariff allows the purchaser to roll in, or average, the SNG with other
purchased gas. The tariff has no limit on payments over other gas costs and the price
guarantee is available for the life of the Project.

Both of these differences are poiential drawbacis to the Synfuels Project. The
Project sponsors must take the risk that sufficient funds are available, as needed, and
that, if necessary, price guarantees are” available beyond the 10 years period.
Depending on how the transaction is structured, the loan guarantee might protect the
sponsor past the 10 year period. However, unless the loan guarantee agreemerit
provides for continued project ownerhip 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, through 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 Oll Shale Project. Under this guarantee, the Project would receive

n eu AR
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524 (Continued)

payments only for the am'ount of the SNG gas produced. The émount paid would be tied
to the performance of two Indices, one which measures market price amd the other
which bears a relationship to changes in the cost of producing the SNG.

5.3 ACTIONS TO DATE OF THE SYNTHETIC FUELS CORPORATIONM

The Synthetic Fuels Corporaﬂqrﬂ_t:_.("SFC") was established as an independent Federal
entity under the Energy Security Act (Public Law 96-29%) on June 30, 1980. The
Energy Security Act established a ceiling of $20 billion for financiai awards by the
SFC and related DOE programs, although the ceiling could be raised to $88 billion
after 1984. Of the $20 billion authorized, $17.2 billion has been appropriated to
synthetic fuels projects. The SFC directly received $12.2 billion in funding and also
received the balance of uncommitted funds from the $5 billion originally made
available to DOE. The SFC currently has total funds avallable of $14.9 billion. Studies
are currently being conducted by the SFC to determine if the approximately $1 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.

3.3.1 Solicitation Process

The SFC issued an initial solicitation fof project proposals with the deadline of March
31, 1981 for submission. A total of sixty-three (63) projecis responded to that initial
solicitation. A second soiicitation was set with a deadline of June I, 1982 for
additional proposals. Of those projects, two from the initial solicitation have proceed
through the SFC review and are in the point. of final negotiations. A total of nineteen
projects which responded to either or both of the first and second solicititions are
currently under active review by the SFC. Although the Energy Security Act reauires
that the solicitation [process be competitive,; the SFC has determined that the

competition shall consist of the projects being screened against two sets of seleciion
criteria.
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5.3.2 Project Selection Criteria

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
measwe if a project is developed to a degree where there is sufficient infarmation to
determine if a larger commitment is warranted. Project maturity criteria are criteria
similar to that which might be used by a project sponsor in making a decision to
proceed beyond a feasibility 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
SFC must provide in order to accomplish the proposed project.

EXHIBIT 5.3.2-1
SYNTHETIC FUELS CORPORATION

Project Maturity Criteria

1)  Rights to the plant site have been secured with no material encumbrances during
the term of the proposed financial assistance;

2) Comprehensive financial viability and technical feasibility studies of the project
have been completed;

3)  The design work is sufficiently advanced that costs can be estimated with a high
degree of accuracy during Phase II;

4)  Access to necessary resowrce (feedstock), utility and water inputs has been
obtained;

5}  Rights to key technologies have been secured;

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

7)  Permits are either in hand or can realistically be obtained on a schedule that
would permit the project to begin construction upon the receipt of assistance
irom the SFC, Ny
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1)

2)
3)
1)

5)
6)

EXHIBIT 5.3.2-2 '
SYNTHETIC FUEL CORPORATION
Project Strength Criteria
Technological soundness, including an examination of technology selection, data

base, operating history, project design basis and philosophy, project operating
basis and philosophy, cost basis and owner's risk perception;

‘Potential for replication;

Management capability;

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

Product marketability;

Regulatory compliance, including environmental, health and safety and
regulatory acceptability, socioeconomic impact, water availability and quality
and labor force.
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533 Available Financial Resources

The SFC currently has $14.9 billion of total budget authority. This authority can be
used in any of the forms of financial assistance that were described previously. The
total financial exposure of any one project is counted agalnst this total amount and is
not available for other projects. '.I:E a project receives both loan guarantees and price
guarantees the maximum exposure by the SFC under the combined forms of assistance
must be set aside for each project.

At a recent board meeting, the Synthetic Fuels Corporation set an allocation of $10
billion of its funds as followss the first 36 billion would be available for coal
liquification and gasification as is proposed for the Synfuels Project. A total of $§3
billion would be allocated to oil shale and an amount of $1 billion would be available
for heavy oil and tar sands. The remainder of the $4.9 billion would be allocated later
and might be used to £ill in amounts necessary to demonstrate a broad range of
technologies in any of the previous categories. .'

5.3.4 Likelihood of Receiving Financial Assistance

The Synthetic Fuels Program was originally conceived as 2 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 o be available after the SFC 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 $14.9 billion is currently available with $6 billion currently allocated for coal
gasification and hquefxcatmn projects. Each project of the size contemplated here is

likely to seek the maximum limit available $3 billion per project. This indicates that
very few large projects will be initially 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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5.3.4 (Continued) ‘ | 5
Plalns.Pro]ect is vinua.lly identical to the Synfuels Project suggests that this Project
might be considered of less importance to achieve overall diversity of technalogies.

. An alternétive project mode is examined in this feasibility report where methanol and
SNG are jointly produced. Methanal can be sold, as produced, or, used as the feedstock
for synthetic gasoline through the Mobil M process. The Hampshire Project, a

but which makes gasoliné,*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~-producing synthetic natural gas and methanol {or gasoline).

PP P
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6.0 CROW SYNFUELS PROJECT FINANCIAL STRUCTURE

The following sections of - this study examine the Projects’ potential returns and risks.
The oondusions drawn are that the ptoject needs fimancial assistance from the
Synthetic Fuels Corporation 1o make the project financially viable.

Because of the priorities set in the Energy Security Ad, 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 financiai 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 viable. The risks of a project of this
magnituds are such that only the largest few corporations in the United States have
the financial resources to conduct a project of this magnitude 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 lean guarantees and
price guarantees. '

6.1 FINANCIAL STRUCTURE OPTIONS

The Project organizaticnal structure options are principally determined by the tax
benefits of the Project. 1f 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 firms' financial statements.

6.1.1  Tax Benefits

The tax benefits under the Project are the 10% Investment Tax Credit, interest
deductions during construction (if the project is leveraged) and accelerated
depreciation deductions during operations. Most of the project's assets would be "5
year property" under the recently enacted tax law changes.
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i 6l.1 (Continued)

The 10% Energy Tax Credit is only available if by January 1, 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, 1986 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 equipment is at least 50 percent of the cost for all such Project
equipment. The Synfuels Project cannot meet this timetable.

s rme e wees b

6.1.2 Organizational Options

[ TRy P P R R X TR R T

The Project can be organized as a corporation, a partnership or a joint ventwre. A
carporation is not a recommended form of organization given that no sponsor will own
the 80% share required to file 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 if the tax status of participants or the changing role of a
( partici.pant, 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.
i However, at present there is no need for a partnership structure. The typical form of

a Project of this nature is a joint 'vénture of the participants.

(ST

o

AL M A T bt Uk g A RS}

Under this joint venture, a subsidiary corporation of each of the sponsors would
typically be the venturer. The obligation of each of the §quom would be set forth in-,
an operating agreement which would appoint one sponsor as the project operator. This
agreement would provide for sharlng of expenses, allocations of production or ;
revenues, assumptions of the obligations of a defaulting partner and a voting method 3
for making major project decisions and changes. The existence of this operating
agreement is one lheasure of project maturity under the SFC evaluation process.

e 2

6.1.3 Private Financing

Under this approach the Project :s:i:dnsors would be required to advance, individually,
the funds necessary for their pro rata share of the Project costs. The SFC price
(* guarantee would provide assurance that the price received for the Project's output met
' the formu?a negotiated. However, in addition to all other risks, the Projects' sponsors

8-2
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6.1.3 (Continued)

would continue to bear the price risk that (1) the limited maximum price guarantee
authority might be utilized faster than expected, due to lower than anticipated natural
gas prices and (2) any price subsidy or support beyond the tenth year is subject to
re-negotiaﬁon 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
financing is feasible unless all of the separate risks (which will be ehumerated in
Section 8) are assumed contractually by the Project sponsors. To accomplish this the
sponsors would need to provide completion and performance guarantees and possibly
agreements to meet cash deficiencies if they occur. Long term take or pay contracts
would be needed for the Project's output.

The price guarantees available from SFC are effectively assured for a limit 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 finance structure.

-

There are numerous . suboptions available to the Project sponsors under private
financing which have different implications for the risk sharing and capital
requirements of the sponsors. Certain Project assets 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 separation 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.

.
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6.1.4 Project Structure with Loan Guarantees

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 sponsors’ commitment to the Project. and recourse, if any, back to the Project

sponsors in the event of default. With a loan guarantee, true non-recowrse 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 it pertains to the risk of default. SFC
will seek to limit its risk in negotiation by obtaining guarantess.or warranties similar
to that a private lender would requiréé. The major difference is that the SEC has the
clear authority to take more of the risk than any private lender will take. '

Under a loan guarantee structure, it is possible to transfer 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 ‘parallel agréements,
such as completion guarantees, performance bonds, or other agreenients.

Project variations can also take place with a loan guarantee similar to those discussed
above, including separate ownership or leasing of individual Project assets. The SFC -
wi.ll encourage this form of project structure to the extent that it lowers the SFC
authority which would be utilized. The key issue in this structure is the liability for
termination charges under leases, or take or pay contracts, and whether the SFC will
allow these charges under the guarantesd loan.

If the Project sponsors proceed to seek loan guarantees, the percentage of the project
assets financed through the loan guarantee will be critical. Undér a higher percentage
loan guarantes, 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 substantially
reduced during the construction period beforz the project is in service., Full
repayment of equity will occur during the accelerated depreciation period which is the
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6.1.4 {(Continved)

first five years of operations. As a result, SFC will seek to keep the project sponsors
at risk through either a higher percentage of the project financed through equity, or
through pledges to recontribute iax 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 irnvolving' major facilities, indicates that, where the Government takes
risks not borne by private lenders, the Governmer_‘.':i: also takes an active role in closely
monitoring the project's performance. This will ";ometimes invalve the Government's
approving disbursements to the project at individual project mitestones.

£
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6.2 PROJECT DEBT STRUCTURE

Three a_ltematives‘u.are'available for the short-term construction period. The first
alternative would be a straight commercial bank loan with the Government
guaranteeing 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 structure invclves the establishment of a project finance company. This
structure is shown in Figure 6.2-1. 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 fransaction because in default the Government will not f%{*.}:nor the guarantee
Immediately but will specify some period, typically 60 da‘ys'}: to n‘i#ke payment. The
Government guarantee would be to the commercial bank. The lines of credit would be
exercised only in default or, if there were a crisis in the commercial paper market
such that commercial paper could not be scld.

- The cost of three month commercial paper in relationship to the U.S. Treasury Bill

rate is shown in Figure 6.2-2. This rate most recently has been approximately 130-140

‘bééis'.'poiﬁts (1.30-1.40 percentage points) over the equivalent Treasury Bill rate.

Additional costs of this financing would be a 1/4%-3/8% annual fee to the commercial
bank and 10 basis points for the commercial 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 guaranteé. In this case a trustee, typically a commercial bank,
acts on behalf of the noteholders. The trustee collects Interest and principal payments

from the Prcject sponsor, forwards payments to the noteholder and acts on the
debtor's behalf in the event of bankruptcy.

Both long and shert-term Synthetic Fuels Corporation directly guaranteed debt are
likely to be priced similarly to existing Government guaranteed securities. The

principal issues currently in the market are the Chrysler Corporation Notes,

-
*
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6.2 (Continued)

. fTi,f:le XI Ship Finéncig_ng Notes, and AID {Agency for International Development) Notes.
" ‘The spread from comparable Treasury issues for initial SFC financing might be wider

than the existing guaranteed issues, if this project were to be first in the market with
SFC debt. The wider. spread would be necessary to compensate for the market's
unfamiliarity with the SFC as issuers of debt.

However, given an initial and continuing effective distribution of information to the
mar ket, future issues of SFC guaranteed debt should trade at narrower spreads with
these spreads estimated to be approximately 100 basis points. At present, spreads
vary from 65 to 100 basis points for the publically traded Chrysler Notes, to 100 to
170 basis points for the AID Notes. Title XI Notes are privately placed and, therefore,
do not trade in secondary markets.

Recent new issue Title XI notes should give some indication of likely ;1ew issue
spreads. Recent larger Title XI issues are given in Table 6.2-1 which shows amounts,
maturities, average life, comparable issues and spreads. The recent level of
comparabie. Treasury securities and longer term Title XI issues are shown in Figure
6.2-4. These spreads varied historically from as little as 35 basis points to over 100
basis points.

Bond traders contacted recommend that the initial issue be in the $100 to $2060 million
range. The problem most frequently cited by traders in discussing Government
guaranteed debt issues is the general lack of understanding of this type of issue by the
market. (The traders belleve that few investors, Iif 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 recenily come to
market as numerous small issues v/ith limited marketability and little 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 eliciting a greater
marketing effort than that accompanying smaller issues.

The market for this type of security appears large enough to comfortably accomo;late
a $2-3 billion issue. From the point of view of marketing this debt the greate?st
obstacle in issuing Government guaranteed debt is obtaining 1he
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8.2 (Continwed)

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

A typical term sheet for this debt is shown in Exhibit 6.2-1. Marketability of the debt
would be enhanced by a pro rata sinking fund, 10 year call protection, a good trustee
and minimal documentation to traders,
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EXHIBIT 6.2-1

SYNTHETIC FUELS PROJECT

Government Guaranteed Debt

AMOUNT
MATURITY

INTEREST RATE

REDEMPTION

SINKING FUND

EVENTS OF DEFAULT

U.S. GOVERNMENT
GUARANTOR

TRANSEER AND EXCHANGE

LIKELY INVESTORS

epresentative ‘terms

$100-5200 million parcels. (Denominations of
$1,000 or $3,000, 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-callable for 10 years; redeemable at 100% of
principal plus accrued interest to the date of
redemption.

Pro Rata (if not, add 20 basis points at issue).

Default is defined as:

(a) defawt in the payment of principal of or
interest on the Note and the continuation of
such default for 30 days, or

() failore by the Project to observe various
financial covenents and conditions.

The Synthetic Fuels Corporation ("SFC") established
under the Energy Security Act, enacted as Public
Law 96-294 on June 30, 1980; appropriations for the
SFC made available through P.L.~-96-304.

The Notes would be transferable or exchangeable
for Notes of other authorized denominations of like -
principal amounts without charge except for taxes
or other governmental charges, if any, payable in
connection therewith,

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

This section of the report examines the Project to determine if it is a viable financial
investment. The conclusion drawn is that the Project needs price guarantees to make
it financially viable. The positive effect of financial leverage through a guaranteed
loan is also necessary to improve 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 doilars) escalated by some general inflation
index.

The Synthetic Fuels Corporétion has a limit of $3 billion in total financial assistance
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 PROJECT 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 1932 dollars and are escalated for
the financial evaluation to determine actual dellars to be spent.- In the case where the

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

The four cases examined are divided into two sets. The first diree cases examine
projécts 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 utilize Westmoreland Coal and produce excess electricity; the Self-Sufficiency
case, where the project is assumed to produce only enough electricity for self use; the
third case examines an alternative site for the project utiiizing Shell Coal.
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7.2 COST OF SUBSTITUTE NATURAL GAS

The overall economic viabllity of this project depends on the cost of gas at the
synfuels plant site (called the plant tailgate price) and the cost of delivering the gas to
California. If this cost is competitive with alternauves, then the Project is
economically viable.

To determine what this cost would be, a serles 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. Escalatlon assumptions used are those provided in the 1982 California
Gas Report's forecast shown in Table 7.2-2.

The economic scenario reflected in these assumptions is one of gradually declining
inflation. 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 potzntial 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
under the alternative cases identified.

The three cases producing natural gas were examined to consider the comparative
economics of each plant. This was done by examining how the returns to investors
vary if different assumptions about pis prices are used.

This analysis, which is sometimes called life cycle cost analysis, uses the computer
model to find alternative base prices in either 1982 or 1990 (the second year of

operations)‘ and determines the rate of return to investors. Where a 1990 cost is fousid,"

the inflation assumptions uséd can be applied to determine the equivalent 1982 price.
The rate of return is net of all tax bene:fxts and assumes that all tax credits and
deductions are used to offset other tax hatulxtles and taxable income of the investor.

This analysis does not consider other financial characteristics of the Project which are
important to equity investors. These include the effect on corporate reported

N
3
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TABLE 7.2-1

CROW SYNFUELS PROJECT
ASSUMPTION USED IN INVESTMENT ANALYSIS

Gasification Plant

In-service - Jan. 1, 1989

Plant life - 25 years

Book Depreciation - 25 years {life of plant)
Tax Depreciation - 5 years - ACRS
Debt/Bquity - 75/25

Debt Term - 20 years (fixed rate)

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

drawdown

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 of plant investment (included in

operating costs)

Tax Credits - ITC - 10 percent
ETC - none

Working Capital - 2 months O & M
Loan guarantee fee - 1/2 percent of outstanding principal
Start-up Prodqction: '

First testing - Oct. 1, 1988

First sale to pipeline - Jan. 1, 1989

Maximum operating efficiency (91%) - July 1, 1989
Total 1989 SNG production 30,688 MMCF

Construction Schedule
Procurement release  12/1/85
Site Preparation 1/1/86
Effective Start of \
Construction 711186 ’

Feedstock Requirement - 5.976 MM Tons Coal/yr.
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IL SNGPipeling

In-service date - January I, 1989
Construction period - 18 months
Plant life - 25 years
Average daily flow after July [, 1989 - 125 MMCFD
Definitions: .
1A -Site 1, Western Leg
1B -Site I, Rocky M. Sys.
2A - Site 23, Western Leg
2B -Site 23, Rocky Min, Sys.

Cost Data (Thousands of 1982 $'s)*

1A iB 2A
Capital Investment 157,500 260,700 165,900
Annual Operating Exp. 300 200 300
Working Capital 37.5 62.5 37.5

Financial Data

Federal Income Tax - 46 percent

Montana Inc'ome 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

ITC - 10 percent of construction cost

AdValorem Taxes - 1.5 percent plant investment

Book Depreclation - 20 years-straight line

Start-up production - see Gasification Plant

*Source - Transpartation Study

CnienE

2B
266,700

500
62.5
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L. 3rd Party Transportation Costs*

Capital Cost
Annual Oéerating Exp.

Gas Consumption

IV. By Product Sales

Ammonia
Naphtha
Sulfur
Eleciricity

1A 1B 2 _2B
- 21,100 - 21,100

56,700 50,300 56,700 50,300

10% 1.4% 10% 1.4%
Unit Price Annual Qutput*

$235/Ton 25,500 Tons

$263/Ton 65,100 Tons

$60/Ton 28,900 Tons

$ 4¢/Kwh 2.25 x 10°Mwh

First year's (1989) estimated revenue from by-products - $115.2 miliicn (1982 3's)

*Source - Transportation Study
*#Based on 125 MMCF/CD.

7-3

e s Crraat

USL GR DISCLOSURE OF REPRT: LATA
19 SUBIICT T8 THE ALSTRICTION €Y THE
MOUCE PAGE AT THE FROKY OF THIY REFORT




U |

0€° 691
9€" £ST
9Z* 941
16°GET
CE* 921
€4 LT
€1°607
SH* 10T
62" %6
419°£8
99°18
1L°6L
2E°0L
Z1°g9
€Z°09
€L°gs
6" 1C
i Lh
0Z*#rh
#6°0h .

***_nﬂw
TIO a1efnisiqg
Z "ON

9L°64T FARBL Y
0Z°6ET 12°1€1
8e 621 $6"1Z1
174 | SEENT
L 111 £E°<01
88" €01 z6°L6
95" 96 10°16
72°68 65°48
Th'e8 €9°8L
€L 80°cL
90°ZL z6°L9
86°99 ET°€9
€z'z9 £9°8¢
09° L€ 0E*HS
DEES $Z° 05
FA M ] 6o
f19°c¢h Z0°eh
TATA 18*6€
Zh° 8¢ 0L°SE
£0°9¢ SL ZE

PP LTS nxx]09/S

Jnydng %6cz” anyding %¢*
9 "ON 9 *oN

ao1lg o—ﬂo-o:?. #H®

1503 uontisinboy a8esoAy sJauizay

10NpoJJ JRUOIIEN §S0.D) YJojefiaQ a914g Jarduy

€Z 0el 0c°1 00°9
#0121 0s°1 00°9
0¢°211 0s°1 00°9
L6°H01 0s°1 00°9
61°Z6 0s°1 00°9
€L 06 0s°1 00°9
96°¢8 0s°1 00°9
70°8L 0¢°1 00°9
€S'CL 0g°1 00°9-
" L9 01 00°9
99°29 0s°1 00°9
HZT°8¢ 01 go°9
ET"He .. 001 00°L
60°05 00°1 00°L
SE"M 00°1 00°L
68°2H 0o°1 00" 4
69°6E 001 00° £
ZL79¢ ge*o 00°8
00°4E L3t~ 00's
SL°TE I 00°g
»2199/$ ISEJOU] [BFY sseanuj
aMyg 110 a8:ueodag Tenuuy a8ejuaoisg renuuy
SpnID 8dlig 110 *dNDd
SNOLLAWNSSY NOLLYTANI
JALOVNH SY VDN
AL WD
ASYDAE0L HOI4d SYD

TLAYL

%
#*

1002
o0z
6661
8661
£661
9661
£661
h661
g661
Z661
1661
0661
6861
8861
4861
9867
<861
861
£961
(434

USE CR DISCLISURE OF NEPLAY LATA

13 3UBLLCT 10 THE AESTRILTIZN €3 HE
HOTICE PAGE AT JHE FROMT OF THIY REFORY




7.2 (Continued)

profitability, the timing ef _equity returns, the magnitude of the cash requirements and
the financial risks. These elements are addressed below.

Alternative forms of this analysis were studied. In the first case, the Project was
examined to determine what the real rate of return would be under different gas price
assumptions for private (i.e. all equity) financing of the project. A real rate of return
is the return after adjustment for inflation (i.e. a 22% return with 7%-inflation
assumed would be approximately a 15% real rate of return),

The results of this analysis are shown in the following two exhibits. Figure 7.2-1 shows
the delivered price of synthetic natural gas to California under the Base Case, under
‘the Self Sufficiency Case and the Shell Case. The Base Case is shown with the two
alternative transportation routes studied. - The Shell Case has a marginally less
expensive life 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 clearly less 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 ecuity must be at minimum in the 15-20% range,
with equity sponsors most likely requiring returns at least at the high end of this
range. To meet this requirement the delivered California price must be in excess of
514 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 if the price begins in 1982 at
some base price and real prices grow at differing rates. For example, under all equity
financing if 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 would be approximately 15%. If
prices were expected to rise at 1% in rea! terms, the price today would nzed 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 basis. Although corporations typically
- examine project economics on a non leveraged basis, in this case it is valid to examine
;f' the leveraged case because the guaranteed debt is assumed to be non-recourse. The
" following twe exhibits examine the Project on'a leveraged bas:s with escalated prices.

The delivered price in 1990 is shown in Figure 7.2-3 where prices and costs are
escalated according to the previously stated assumptions provided by the 1982
California Gas Report. The year 1990 is used because it is the first full year of
operations. The equivalent plant tailgate price is shown in Figure 7.2-4.

These results are shown in tabular form in Table 7.2-3 for the Base Case. In order to
meet a minimum required real rate of return on equity of 15-20%, the escalated rate
must be in the range of approximately 23-28%. Equivalently, to meet this return the
1982 plant tailgate SNG price must be in the range of $6.00~$7.00 at the beginning of
- 1982, This assumes that the real 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 1982 gas price.
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TABLE 7.2-3

(., : SNG PRICE VERSUS RATE COF RETURN
. BASE CASE WITH WESTERN LEG TRANSPORTATION

Tailgate Tailgate Delivered Rate of
Price 1982(a) Price 1990 Price 1990 Return
$3.75 $7.02 $11.31 2.7%
4.00 7.49 11.83 - 4.9
4.25 7.96 - 12.35 7.1
5.50 8.43 12,87 9.3
4.75 8.90 13.39 . 11.5
5.00 9,36 13.91 T 13.6
5.25 9.83 14,42 15.7
5,50 10.30 14,95 17.8
6.00 11.2% 15.99 21.8
6.25 11.71 16. 51 23.7
6.50 12.17 17.03 25.%
6.75 12.64 17.55 27.2
7.00 13.11 - 18,07 23.9
7.25 13.58 18.59 30.5
7.50 14.05 19.11 32.1
7.75 14.51 19.63 33.6
. 2.00 14.98 20.15 35.0
( 8.25 15.45 20.67 36.%
8.50 15.92 21.19 37.8
8.75 16.39 21.71 39.0
9.00 16.26 22.23 40.3

(@) Price at the beginning of 1982.
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-- 7.3 PROIECT FINANCING
The financing requirements for the project are shown in Table 7.._3-1. The assumed
Inflation rate for construction costs is the overall general price level escalation shown

previously in Table 7,2-2, With inflation, total construction cnéts equal $3.15 billion.
The analysis assumes that 75% of total project costs are financed by deBt_. Total
project costs include capitahzed interest of $518 million. Therefore, the.total

financing requirements are approxlmately $3.66 billion. Of this total amouat, 75% is

funded by debt with the balance paid by the equ:ty investor. The equity requirements
total $916 million spread out over the construction period as shown in Table 7.3-1.

Under present tax law, interest deductions and tax credits for qualified construction -
costs are eligible for use during the construction period. ‘The availability of these tax
benefits reduces the net equity investment during the construction period from $916
million to $394 million.

7.t PROJECTED OPERATING RESULTS

.. The projected operating results of the plant are wmplet:e':ly~ dependent on the price at
which the SNG can be scld. Because the SNG would be sold in California, the available
price in California will dictate the plant econom ics, unless some exiernal price
guarantee from the SFC is provided.

. The Appendl.. to this volume, which follows secticn 8, shows four diffenng cases under
which the plant economics can be v:ewed. Case A assumes that the SNG dehvered K
price in California-is the 1992 California Gas Report forecasted crude price. The
transportation cost, using the Western Leg Base Case alternatwe, is subtracted from
the California price to determine the plant tailgate price. WUsing the California
forecasted crude price, results in a projected rate of return of 6%, which is a negative
real rate of return. Under this case, the after tax initial investment is not recovered
until the year 2010. Book income before taxes is not positive until 1999,

Case B examines the project under the Base Case and utilizing the Western Leg
transportation route under alternative California pricing. In this case it. is assumed
that & tariff is granted so that the SNG could be sold at the city gate at

u"a;,
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7.4 (Continued)

the forecasted cost of distiliate fuel. Under this case, the return to the investor is
17%. On an adjusted after tax basis the project returns the initial equity investment
in 2001. Book Income Before Taxes in this case is not positive until 1996,

These projected operating results are not attractive to equity investors. The two
forecasts, crude priceé-"and distillate, can be viewed as a range of alternative pricing
structures which coud be available to 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 tariff 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 willing to take.

The SFC 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 mode], the appropriate
price guarantee for the Synfuels Project would depend, in part, on escalation clauses in
the ceal 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 lifecycle 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

1982 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)

The $6.75 price is intended to be representative of the level of price pguarantee
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 neceésary to provide sufficient.
incentive to attract investors, a problem arises in that the SFC authority is limited.
The overall financial commitment 1o any project cannot exceed a total of $3 billion.
Uader the 75% leverage case, $2.7 billion is required for loan guarantees. This leaves
only $300 million available for price guarantees.

The averall 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 §3.4 billion
against the SFC price guarantee. Even if the project were privately financed, or the
loan grarantees were provided only during the construction period, in the crude pricing
scanario the SFC could make price guarantees for only 9 years. Past the 9th year the
available $3 billion would be utilized.

Case D shows the price guarantee requirement if the gas is sold at the distillate 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 California, the maximum forecasted
cumulative payment under this price guarantee ls $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 equity contributions are available, the Project could be feasible. 1t is not
feasible if a 75% loan guarantee is required together with adequate price guarantees
at today's price levels for natural gas.

7.6 SENSITIVITY ANALYSIS

Sensitivity analysis was performed on a number of variables in the financial model.
The results of this sensitivity analysis are shown in the following three tables.

Table 7.6-1 shows the sensitivity of the project to capital cost escalation and to
failure of the project to operate in the first year of startup. The startup delay

assumes 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 limit escalation of future real coal prices,
escalation of real coal prices will cause a moderate reduction in returns.

As shown in Table 7.6-3, similar modest reductions in return will occur if interest
costs are 100 to 200 basis points higher than expected. Higher levels of interest rates
would tend to be accompanied by different inflation assumptions. Alternative
inflation assumptions were not examined. However, if rapid inflation occurs after
startup, the returns to the sponsors will be greatly enhanced.
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TABLE 7.6~1

SENSITIVITY ANALYSIS
EFFECT ON RATE OF RETURN OF COST AND OPERATING CHARGES

Gas Price

4.00
&.50
5.00
5.50
6.00
6.50
7.00
7.50
8.00

Failure
to Operate
1st Year

50% Capital
Base Case Cost Overrun
5,0% -2.0%
9.3 1.3
13.6 .5
17.8 7.5
21.3 1004
25.5 13.3
28.9 16.2
32.1 19.0
35.0 21.7
TABLE 7.6-2

SENSITIVITY ANALYSIS

3.7%

7.3
10.7
13.3
16.7
19.5
22.2
24.6
26.9

EFFECT ON RATE OF RETURN OF VARJATIONS IN COAL PRICES
| Real Coal Price Growth

Base
Gas Price -2% ~196 Case +19 +295
4,00 8.3% 729 5.0% 1.7% -4 .3%
4.50 12.8 11.3 9.3 6.6 2.1
5.00 16.8 15.4 13.6 11.2 7.7
5.50 20.6 19.3 17.8 15.7 12.3
6.00 24.3 23.1 21.8 20.0 17.¢6
6.50 27.7 26.7 25.5 24,0 22.0
7.00 30.9 30.0 28.9 27.6 26.0
7.50 33.% 33.0 32.1 30.9 29,5
8.00 36.7 35.9 35.0 34.0 32.8
TABLE 7.6-3 '
SENSITIVITY ANALYSIS
EFFECT ON RATE OF RETURN OF VARIATION IN INTEREST RATES
Gas Price Base Case +100 Basls Points +200 Basis Points

54.00 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 21.3 20.0 18.3

6.50 25,5 23.7 22.0

7.00 28.9 27.2 25.5

7.50 2.1 30.5 28.9

8.00 35.0 33.6 32.0
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7.7 COPRODUCTION OF METHANOL AND SUBSTITUTE NATURAL GAS

The financiai analysis also examined 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 éubstantially above its comparable SNG Btu value, coproduction could be a
viable alternative.

The rate of return of the plant under alternative methanel and SNG prices is shown in
Table 7.7-1. A methanol price of $10 per million Btu with SNG prices at $6.00 per
million Biu provides an acceptable rate of return.

If methanol prices were to increase from the $10 per million Btu level, coproduction of
natural 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) . §5.00 6.00 §7.00
Methanol Price (b) )
($1982)
2-00 N -8-6% "'2-7% 2-1%
4,00 1.3 5.7 10.0
6.00 9.2 13.4 17.4
8.00 16.7 20.6 24.3
10.00 23.7 27.2 30.3

(a) Assumes 75% debt with inflated dollars to calculate rate uf return.
(b) SNG and Methanol Prices in $IMMBtu.
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8.0 PROJECT RIS

8.1 IDENTIFICATION OF PROJECT RISKS

The major risks for financial sponsors of the Project can be enumerated as follows:

1.

2.

3.

&4,

10'
1.
12

Project abandonment prior to commencement of operations due to
cost overruns, technical failure, enviormental regulations or any
other reason;

Delays in timing and cost overruns during construction;

Higher than anticipated operating 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 failure;

Force majuer events including strikes, etc;

Higher than anticipated financing costs;
Availability of a market for the project output;
Lower than anticipated product prices; and,

Changes in tax laws.

8.2 RiSK SHARING

These risks are present under any project financial structure. Alternative structures
shift the risk among the Government and the private sector paticipants. An example
of the differences 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 typically results in the Government iaking 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
escalation. Real cost overrun risk and the risk of construction delays will be shared by
the equity sponsors and the SFC through the loan guarantee. If the price guarantee
adjusts with inflation, 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 additional funds to cover higher operating costs.

The risk of higher costs or shutdowns resulting from environmental regulations wiil 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 delays due to technology adjustments are

lessened by using commercially available technologies. Process performance
guarantees and construction guarantees are expected to be available from major
equipment vendors and construction 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 alternatively available fuels at substantlally 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 bill
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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LEGAL ASSESSMENT

1.0 INTRODUCTION

In addition to the legal tasks and potential legal problems facing any new,

major energy facility in the United States, there are certain tasks and

potential problems which are specific to and inherent in the proposed Crow -
Synfuels Project. 'The following section identifies and assesses 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 entity composed of tribal and non-tribal interests, 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 assert 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 during 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 the state statute interfere with the purposes of federal
statutes pertaining to Indian tribes;

3) Does the state statute interfere with the Indian Tribe's right to
self-povernment;

4) What is the history of treaties between the United States and the
Indian tribe (Crow) and the statutory history pertaining to the
Crow Indians;

9) To what State-Indian tribe relationship have the Crows pre-
viously accommodated themselves; '

2-1
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2,1.1 (Continued)
6) Is the project on an Indian reservation; and

7) What legitimate state interests are involved.

Obvio .y these factors require an analysis of the specific state law in
question. Such an anealysis can be prepared only after a more detailed
project proposal is in hand and the state's perspective is understood.

Careful planning may well avold protracted disputes regarding legal
jurisdiction.

2.1,2 TFederal Permits

The proposed synfuels project will be subject to numerous federal
environmental regulations. Many of these regulations require the project
to obtain a peormit prior to commencement of construction or operation.
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 will be necessary will be right-of-way permits from the

Bureau of Indian Affairs, a hazardous waste permit, sir quslity permit,
and water quality permit from the Environmental Protection Agancy.

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 agenecy for purposes of preparing the EIS and

considering project impacts will most likely be the Bureau of Indian
Affairs.
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2,1.2 (Continued)

In addition to NEPA and 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,

2.1.8 State and Local Permits

The most likely local government to assert jurisdiction. 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, however, is subject to two important limita-
tions: 1). the power of any county government to regulate 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 county might issue 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 assert jurisdiction
over the project, the state has enacted a large number of laws requiring
that environmental -permits are obtsined. As with Big Horn County, the
state conceivably could issue permits for any portion of the project located

off-reservation, Additionally, there is the potential for the state to issue
permits for purely Indian activities located wholly within reservation

boundaries pursuont to a delegation to the state of a federal permitting
function.

2~3
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2.1.3 (Continuved)

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 msnagement acts, water and air
pollution laws, hazerdous and solid waste management requirements, end
laws protecting historical and archaeclogical resources. Permits pursuant
to the Montana Strip and Underground Mine Siting Act and the Montana
Strip and Underground Mine Reclamation Act might be needed in sddition
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.
i\fhile for several years National Pollutant Discharge Elimination System
(NPDES) permitting has been turned over to the state, the EPA continues
to issue these point source witer discharge permits on reservation land.
It is anticipated that by the end of 1982, the state will have assumed
federal permitting authority for issuing PSD (air quality) and hazardous
waste menagement permits.

2.2 REGULATORY LAW

The menufacture, transportation and ssle of cosl gas is not repgulated by
the Federsl Energy Regulatory Commission (FERC) under the Natural Gas
Act. The courts have also clearly established that the manufactiure,
transportation and sale of coal gas, not commingled with natural gas, is
beyond the jurisdiction of the FERC. 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 upply to the coal gas
once it is commingled with natural gas., This commingling of SNG with
natural gas would occur at the point of interconnection with s FERC
regulated interstate pipeline. Once commingled, FERC authority would
have to be obtained for any subseguent transpertation or sale,

The State of Montana does not have any specific statute to regulate naturai
ges pipelines. There does, however, sppear to be a state statute which is
written broadly and could be wutilized as a basis to regulate an intrastate
SNG pipeline. Under this statute, the Montana Public Service Commission
(PSC) has the power to estsblish and enforce rates and regulations for
gathering, transporting, loading, and delivering crude petroleum, coal, or
the products thereof by pipeline carriers within the state. This language
would seem to apply to an SNG pipeline since the gas being transported
will be the product of coal,

2.3 WATER LAW

The proposed project when it is operating at its full capacity
(250 MMSCF/CD) will require approximately 20,000 acre feet of water, ail
of which is consumed. The Crow Tribe under the reserved water rights
doctrine has more than sufficient water to meet the demands of the
project.

The reserved water rights concept was first announced- by the Supreme
Court in 1308 in Winters v. United States. Therein, the Court held that
when a reservation is estsblished, sufficient water to meet the needs of
the reservation is deemed to exist. These needs cneompass past, present
as well as future uses and is not limited by ths amount of water that is
actuelly used at any given time.
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2.3 {Continued)

The Crow Tribe hss water available to it for use by the project in the Big
Horn River, Yellowtail Reservoir as well as the Little Bighorn River and
its tributaries. Since the Tribe's right to these waters is based on federal
law, it does not have to apply to the State of Montana for a use permit.
Moreover, the Tribe's priority date of 1851 is senior to all other users
within the respective watersheds; therefore, in times of shortage the Tribe
has the :.L'ight to displace other users to meet its water needs.

Although the quantity of water the Crow Tribe is entitled to under the
reserved water rights doctrine is not yet determined, there exists more
than a sufficient supply of uncommitted water in the Big Horn River and
Yellowtail Reservoir. The Bureau of Reclamation has acknowledged that of
the stored water in Vellowtail Reservoir approximately 98,000 acre feet per
year was reserved for the irrigation of agricultural lands in the Hardin
Bench unit. That irrigation system has never been constructed. Nonethe-
less, in 1971, 30,000 acre feet were transferred temtatively for industrial
uses for the development of Crow coal reserves. The 30,000 acre foet is
no lenger committed to the option-purchase contract for industrial use and

it is therefore fair to state that it at a minimum is svailable if needed for
the project.

2.4 INDIAN LAW

2.4.1 Jurisdiction and Regulatory Authority

The proposed siting of this project on an Indien reservation along with the
attendant environmental issues raise the question of which governmental
entity has primary regulatory control over the development as well as
operational phases of the project. The three principal governmental
entities of concern here are the Crow Tribal Council, the United States,
and the State of Montana.
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2.4.1 (Continued)

The Crow Tribal Council will have primary regulatory responsibility
inasmuch as the lands and environment to be affected by the project lie
within the boundaries of the reservation. However, the United States
because it must approve the project in its: trustee capacity for the Crow
Tribe and because of certain fedeval statutes which apply on the reserva-
tion will have a significant role. The United States, through the
Department of the Interior, in determining whether it 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 25 to minimize any permit delsys. Although the State of
Montana does not have direct regulatory 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 project.

Once the project is approved and all regmired federal permits are obtained,
other than whatever federal oversight of the permits is required, the Crow :
Tribal Council will have primacy. . 1

2.4.2 Pledging Trust Assets as Collateral . ;

The Crow Tribe has substantial real property assets which could be used 3
or commitied in some form to help finance its share of the project. These
assets coneist of timber, water, surface lands, and deposits of coal,
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2.4.2 (Continued)

bentonite, oil and gas. The coal deposits slone consist of approximately 17
billion tons, of which, it is estimated 6 to 7 billion tons under today's
economic conditions is strippable.

However, these assets cannot be slienated, mortgaged or pledged without
the approval of the United States. As trustee for the Crow Tribe the
United States must approve sueh actions affecting tribal property. The
executive branch is charged with this responsibility but it cen only act in
accordance with federal statutes. That is, unless Congress has vested by
statute in the executive the authority to approve the disposition of tribsal
property such a disposition is invalid. See, 25 U.S.C. § 177,

Because of this lmitation, for the purpose of pledging or alienating tribal
properties to help finance this project only certain specific statutes are
available. One is 25 U.S.C. § 415 which authorizes the executive branch
through the Department of the Interior to approve the leasing of tribal
lands for business purposes and the use of natural resources in connection
with the operation of such a lease. Under such a lease the Crow Tribe
could commit coal and water to the project. Alternatively, the Tribe could
lease coal reserves under the 1938 Mineral Leasing Act and by the lease
terms have the coml dedicated to the project. Also available is the Act of
May 19, 1958 which authorizes the Secretary of the Interior to approve the
sale or exchenge of restored twribal lands in the so-called "ceded area."

This Act appears to permit the direct sale or mortgaging of lands acquired
pursuant to it.

2.4.3 Business and Tax Stafus

Because of certain tax immunities enjoyed by the Crow Tribe as a govern-
ment the method of ownership of the project between the Tribe and the
other participants needs to be closely examined. The Crow Tribe as a

W3t e e e epeara ey
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2.4.8 (Continued)

government continues to retain the inherent powers to ‘impose taxes on

~ activities within its jurisdictional boundaries. And as a government it also

is immune from federal and state taxation statutes.

Thus, income derived from tribal lands and minerals held in trust and
accruing to the Tribe is non-taxsble. However, Montana like other states
hes vigorously sought to tax minerals severed by non-Indian lessees from
tribal lands. The Crow Tribe through litigation is opposing the imposition
of such a tax by Montana. The Tribe in opposing the tax is relying on two
broad principles of law laid down by the federal courts to test whether a
state statute has application on an Indian reservation. One is the
infringement test, that is whether the state law interferes with the right
of a tribe to make its own laws and be governed by them, And the other
principle is whether the federal government so regulates the ‘area so0 as to
preempt the state statute.

In the area of Indlan mineral development the United $States in 1938
enacted comprehensive legislation for the purposes of regulating mineral
development and encouraging tribal economic development. This Congres-
sionsl enactment along with certain others serve to negate the imposition
by the state of taxes on the development of the Tribe's coal reserves.
However, should the project be handled through a lease arrangement the
state may seek to impose a Possessory Interest Tax on the leasehold.
Such state taxes have been upheld by the courts on the basis that the
incidence of the tax does not fall directly on the Tribe but instead is
imposed on the non-Indian lessees. Current case law suggests that it may
even be possible to overcome this tax should Montana seek to impose one
on the project.
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2.4.8 (Continued)

Despite some of the problems of attempts by the state fo tax tribal

' interests by varlous methods the fact that the Tribe is generally immune

from taxation should not be overlooked when structuring the business

organization of the project.

2-10
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3.0 SCOPE OF WORK

The scope of work for the legal assessment included: .

Identifying the legal tasks and potential legal problems unique to the
proposed synfuels project.

Assignifig each area of the law identified sbove to an appropriate
attorney for research and drafting,

Reviewing and commenting on the above work by others involved in
* -producing the legal assessment.
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