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SUMMARY

Applications have been filed with the Federal Power
Commission (FPC) for projects to transport liquefied natural gas
from Indonesia and Cook Inlet, Alaska, to Califorria. Sponsors
of the projects acknowledge that the amount of money needed to
construct the projects' facilities precludes financing by the
traditional utility method whereby the sponsors would obtain
construction funds by issuing additional securities; that is,
bonds, preferred and common stocks. They seek authorization to

bind gas consumers' credit to obtain construction funds.

This would be accomplished through an 'all events,
cost-of-service tariff.'"" The tariff would compel gas consumers
to pay all project costs including profits to the sponsors
beginning approximately four years before the gas begins to
flow. Consumers' payments would continue even if the projects

were unsuccessful and no gas was received.

Since the federal applications for certification of the
projects were filed in 1973 and 1974, the FPC has considered a
number of major financial issues which must be resolved. However,
only vague references have been made in the FPC hearings to a
viable alternative to the all events, cost-of-service tariff;

that is, government finance.
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To obtain the necessary construction funds under the
alternative methods of finance, the following costs would be

incurred over the projects' lives:

Conventional utility finance $4,103,000,000
Project finance with debt retired
over the life of the project
and a final liquidating dividend
to sponsors 3,011,250,000
Project finance with sponsors'
investment retired concurrent
with debt retirement 2,131,250,000
Government finance requiring
voter approval 687,500,000
The first method is unfeasible because sponsors have found they
cannot obtain sufficient funds by this method. The third method
is that proposed by the sponsors; however, the evidence presented

at FPC hearings indicates the second method is more likely to

occur. The fourth method would require voter approval.

Precedent exists for government financing. The
California State Water Project was financed by a $1.75 billion
state general obligation bond issue at no cost to taxpayers. All
project costs, including debt service, are paid from water sales
revenues. Examples of government bond issues for private
developments include the recently opened oil terminal at Valdez,

Alaska, and numerous bond issues for anti-pollution facilities.
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Similar financing of the LNG projects could save between
$1.4 billion and $2.3 billion under the financing costs proposed
by the sponsors. The Legislature could consider a ballot measure
to enable voters to decide if the State should finance the proposed

projects and thereby enable gas consumers to realize these savings.
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INTRODUCT ION

In response to a resolution of the Joint Legislative
Audit Committee we have studied the proposed financing of the
projects by which natural gas will be liquefied, transported to
California from Indonesia and Cook Inlet, Alaska, and regasified.
This examination was conducted under authority vested in the

Auditor General by provisions of the Government Code.

This study was limited to examining the voluminous
correspondence and proposal documents relating to the liquefied
natural gas (LNG) projects' financing as supplied by Southern
California Gas Company. The major portion of this material
relates to the regulatory processing of the project applications
before the Federal Power Commission. The scope of our examination
was limited to (1) examining the accuracy of the cost data and
(2) providing an assessment of the reasonableness of any under-
lying assumptions used to project the expected costs. In conjunc-
tion with the latter analysis, we also reviewed the proposed

financing arrangements.

The projects' sponsors, Pacific Lighting Corporation
(PLC) and Pacific Gas and Electric Company (PG&E), have determined
that the magnitude of the capital requirements of these projects,
considering all their other near-term capital needs, precludes

financing by the traditional utility method, i.e., issuance of

-4-
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debt and equity securities by the sponsors. Following is a
description of the natural gas industry and conditions which
adversely affect the industry's ability to obtain construction

funds by the traditional method of finance.

Industry Background

Large gas transmission systems built in the 1950s were
constructed under unusually favorable circumstances compared to
current conditions. These pipelines connected large, proven
fields of inexpensive gas to markets where gas had a competitive
edge over most alternative forms of energy because the well-head
price of gas transported interstate was federally regulated. The
technology of pipelaying and gas transmission system design was
simple and established, and materials and construction costs were
predictable and not subject to unexpected inflationary pressures.
Consequently, the investment community had a positive outlook on

the gas transmission industry.

Investors today see the gas transmission industry
threatened by the substantial demands placed on the capital
markets by numerous other industries. The following problems

contribute to the situation:

- The high risk associated with an industry threatened
with exhaustion of its basic domestic product has
adversely affected the industry's ability to raise

funds by conventional means.

..5_
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- In contrast to the vast supplies of inexpensive
gas available in readily accessible locations of
the past, new gas supplies involve risks of trans-
porting gas from remote areas; new risks of
evolving technologies; inflationary risks associated
with large capital costs, long lead times, potential
regulatory and construction delays; and ecological

considerations.

- The unprecedented capital expenditures will produce
a disproportionately small amount of gas per dollar
spent in comparison to historic transmission
facilities investments. The proposed Arctic gas
pipeline and connecting systems will deliver about
six percent of North America's annual consumption
but will increase the aggregate transmission

system's cost by 50 percent.

- The regulatory bodies may not provide the necessary
regulatory underpinnings for an unconditional
obligation to provide sufficient revenues to pay
all project operating and capital costs, even if

no gas is delivered.

As a consequence of these economic changes and risks,
lenders now require a project's bonds to be supported by noncan-

cellable contractual obligations providing for all the expenses

-6~
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of project operation, including debt service, throughout the life

of the debt obligation.

Projects Background

In 1973 a subsidiary of Pacific Lighting Company contracted
to purchase from Pertamina, the Indonesiam government-owned oil and
gas company, LNG equivalent to 540 million cubic feet per day of
natural gas for 20 years. Applications have been filed with the
FPC for authorization to import the LNG from Indonesia, to construct
a terminal complex in Southern California with facilities for
receiving, storing and regasifying the LNG, and to sell the gas

derived therefrom.

Another subsidiary has contracts with producers in South
Alaska to purchase gas for amounts sufficient to provide delivery
of 130 million cubic feet per day for about 20 years. Rights to
additional gas discovered from existing exploration activities
have also been acquired. Applications have been filed with the
FPC for authorization to construct a liquefaction facility in
South Alaska and a terminal complex in California with facilities
for receiving, storing and regasifying the LNG and to sell the gas

in California.
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On January 27, 1976, Pacific Gas and Electric Company
agreed to become an equal participant in the two projects for
payment of one-half, or approximately $21 million, of the cost
incurred prior to January 1, 1976, and one-half of all subsequent

costs.

Assuming receipt of satisfactory regulatory approvals,
the sponsors will seek financing for the liquefaction facility
in South Alaska and the terminals in California. The equity
portion of the capital would be provided exclusively by the
sponsors. Agreements have been signed for the charter (i.e.,
lease) of nine LNG vessels, each for 20 years, for use in the
Indonesian project. The first three ships will be foreign-built
and operated and have been financed by their respective owners.
The six remaining ships, which would be U.S.-built and operated,
would be financed and constructed only after regulatory approvals
and financing required for the Indonesian project have been obtained.
In 1973 contracts were signed for the construction of two LNG
vessels for the South Alaska project. The original contract price,
which does not include financing costs, was $205 million for the
two ships; however, cost escalation provision in the contracts will
continue to increase contract prices, which now are estimated to

total S$414 million.
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Source of Finance

The estimated cost of the projects' facilities and
ships is $3.8 billion. The methods of financing the gas collection,
liquefaction, receiving and regasification facilities have been
established, but alternative means of financing some LNG ships are
still being considered. The collection and liquefaction facilities
in Indonesia would be financed by an agency of the Indonesian
government. A significant amount of the materials for the Indonesian-
based LNG facilities is anticipated to be purchased in the United
States and it is anticipated that a significant part of the funds
would come from the Export-Import Bank of the United States. The
facilities in Alaska, together with the California receiving and
regasification facilities, would be financed by issuing project
debt and equity securities of approximately $1.1 billion. The debt
securities would be sold privately, with insurance companies antici-
pated to be the primary purchasers. The equity securities would be

held exclusively by the project sponsors.

Following is a summary of the facilities and source of

finance:
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Facility

Indonesia
Collection and liquefaction
Nine LNG ships

Receiving and regasification

Total Indonesia

Cook Inlet, Alaska

Collection and liquefaction

Two LNG ships

Receiving and regasification

Total Cook Inlet, Alaska

Grand Total

To Be Financed By

Securities of Indonesian Govt.

Shipowners leasing to project

Project debt and equity
securities

Project debt and equity
securities

Federal guaranty bonds with
leverage lease or project
equity securities

Project debt and equity
securities

-]0_

Amount
(Millions)

$ 800

1,469

279
2,548

688

L1k

189
1,291

$3,839
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STUDY RESULTS

Alternative Methods of Finance

There are four alternative methods of financing the Indonesian
and Cook Inlet projects to transport LNG to California. The alternatives

and their projected carrying costs* are:

Conventional utility finance $4,103,000,000
Project finance with debt retired 3,011,250,000
over the life of the project and
a final liquidating dividend to
sponsors
Project finance with sponsors' 2,131,250,000
investment retired concurrent
with debt retirement
Government finance requiring voter 687,500,000
approval

NOTE: The above cost comparisons are shown in Appendices
C, D and E. Appendix F provides the sources of the data
used in these appendices.

The first method is unfeasible because sponsors have found
they cannot obtain sufficient funds by this method. The second and
third methods are variations of project finance. Sponsors prefer the
third method; however, evidence presented at the Federal Power Commission
(FPC) hearings indicates the second method is more likely to occur. The
fourth alternative is government financing by a tax-exempt bond. This
method could save between $1.4 billion and $2.3 billion below the

finance costs proposed by the sponsors.

ot
7

“ Financing costs only; does not include facilities or operating costs.

-11-
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Because there are a large number of energy projects that

are likely to come into fruition, lenders can be selective in their

investments and prefer the securities of the higher quality issuers

and the safest project financing. Lenders require at a minimum that

they be protected against the following basic risks:

Completion -- The risk that the project may not be completed

or that funds may not be available to meet cost overruns.

Debt service -- The risk that, even though the project is
completed and operating satisfactorily, and output is at
or near capacity, revenue generated will be insufficient to

provide for debt service after paying operating costs.

Force majeure -- The risk that after the project is in
operation, some event will prevent or reduce output. This
event could be peculiar to the project itself, such as a
catastrophic failure or a technical difficulty, or an

externally imposed interruption.

At the time commitments are sought from lenders, financing

of all project components must be coordinated and the following

assurances provided:

That an adequate supply of gas is available to support

each project during its economic life.

That financing is available for other aspects of the project.

_]2_
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That the LNG liquefaction, regasification and transportation
facilities are feasible from an engineering and technical

viewpoint.

That all components can become operational within the cost

and construction time estimates.

That sufficient funds are available and committed to assure
start-up even if (1) the capital investment cost exceeds

the cost projections, (2) delays occur in completion for
whatever reason, or (3) operating problems occur which

defer the expected delivery of gas and the related generation

of cash revenues.

That in the event the project is not completed by the date
specified, a provision is made for lenders to recover their

investment.

That sufficient cash will be generated to meet project
obligations and that the security arrangements and the credit

behind the security arrangements will be adequate.

That the projects will recover costs incurred, even though

the gas may not be delivered.

The project sponsors are unable to accept such contractual

obligations unless they are assured of passing such costs on to their

_]3_
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customers. The sponsors argue that project financing and the proposed
cost-of-service tariff will be important elements in providing these

assurances.

Project Finance

Under the project finance concept, the Indonesian and Cook
Inlet projects to transport LNG would be financed as separate projects
rather than as part of the regqgular business activities of the sponsors,
PLC and PGSE. This requires that operations and contractual arrange-
ments be organized so that the projects have unquestioned ability to
generate sufficient revenue to repay their debts, if development and
operations proceed as planned. For this method of finance, the securities
issued are designed to be self-liquidating from revenue derived from the
projects' operations, independent of sponsors' operations. The security
holders may take recourse against the projects rather than directly

against the sponsors.

The projects' credit assurance is provided by contractual
arrangements which, in effect, bind the eventual gas consumers to pay
for gas made available by the project and facility and operating costs,
regardless of the amount of gas delivered. By the all events, cost-of-
service tariff requested of the FPC and subsequently of the California
Public Utilities Commission (PUC), natural gas consumers will pay all
project costs in their regular utility bills regardless of the amount

of gas provided by these projects. By the ''take-or-pay contracts', gas

-14-
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producers in Indonesia and Alaska will be paid for making gas available
to the project whether or not the project can accept and deliver the
gas. Without these provisions, gas producers will not execute long-
term firm supply contracts and the investment community will not provide
the funds necessary for facilities development. In Appendix A of this
report, the president of the California Public Utilities Commission has
described how project financing differs from the traditional method of

business finance.

The sponsors, PLC and PGEE compared the conventional utility
capital structure and the proposed project finance capital structure
and argued that utility customers would realize substantial saving
from project finance (see Appendix B). The conventional utility capital
structure is 50 percent debt and 50 percent equity consisting of pre-
ferred and common stocks. Project finance would be 75 percent bonded
debt and 25 percent common stock. According to PG&E, project financing
would produce savings because of the higher debt ratio than can be

achieved through a utility company's general credit.

A unique feature of the applications filed with the FPC is
the proposal to retire equity capital during the life of the project.
It is unknown whether the FPC will authorize such retirement or, if
authorized, whether lenders will agree to the concurrent retirement of
debt and equity. The objective of retiring equity concurrent with debt
is cost savings; however, the sponsors could not identify any project

which had been financed with such a provision. An investment banker

_]5_
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witness at the FPC hearings expressed doubt that lenders would accept
this "unusual and unconventional'' provision and described the viable
alternative as not returning the equity until the debt is fully paid off
and then paying a liquidating dividend at the end of the project. The
cost of capital under the project finance method is shown in Appendix D
both with and without equity retirement during the bond repayment

period.

According to the sponsors, shipping is an integral part of
the projects and must be included in the projects' financing to receive
the most favorable terms from investors. The same underlying principles
are incorporated in the shipping contracts as in other contracts, i.e.,
payment of the time charter rate in all events in an amount sufficient
to cover operational and maintenance expenses, taxes, bareboat lease
payments, depreciation and amortization of and interest on debt, and,
except in certain events, the return on equity invested or lease fee

as the case may be. The Indonesian shipping agreement provides:

- Should a ship be lost or become a constructive total loss,
the shipper will pay for damages not compensated by insurance
or otherwise, including the continuing lease or charter costs

and the amount to retire all financial obligations.

- Any obligation to make payment due to any acceleration of
obligations under any lease, charter or other financial
arrangement, including stipulated loss or termination value
or liquidated damages not otherwise recovered, shall be paid

by the shipper.

-16-
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Any loss or delay in delivery of cargo shall be borne by
the shipper; and the ship, her master and the affiliate
providing the shipping service shall not be responsible
for any loss or delay in delivery of cargo by any cause
whatsoever, including negligence or unseaworthiness of a
ship, except such as may be directly caused by the willful
misconduct or gross negligence of the affiliate providing

the shipping service.

The following example of the ''"no set-off'' provisions in

the shipping agreement between two of the participants will operate

to continue the flow of funds from gas consumers to the appropriate

affiliate

company :

Notwithstanding any other provisions of this Agreement,

no payment of the rate for lease, charter or other hire

to third parties, any stipulated loss or termination valued,
or debt recovery rate in the case of owned Ships, which is
included in the Shipping Rate specified in Article 6 of
this Agreement, or any other payment provided to be made

by Pacific Alaska by the terms of this Agreement and/or

the Time Charter for each Ship, which is required by PL
Marine to satisfy obligations for the acquisition and
financing of such ship, shall be subject to any right of
set-off, counter-claim, recoupment, defense, abatement,
suspension, deferment or reduction, and Pacific Alaska shall
not be released, relieved or discharged from any such
obligation or liability under this Agreement or any Time
Charter for any reason whatsoever, including, without
limitation by enumeration:

(1) Any damage to, or loss, requisition, seizure,
forfeiture or marshal's or other sale of any of
the Ships;

(2) Any libel, attachment, levy, detention, sequestration
or taking into custody of any of the Ships, or any
restriction or prevention of or interference with
the use of any of the Ships;

_]7_
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(3) Any title defect or encumbrance or any dispossession
from any of the Ships by title paramount or otherwise;

(4) Any claim, adjustment, refund or credit arising under
this Agreement or as a result of any other transaction
between PL Marine and Pacific Alaska;

(5) Any reorganization, arrangement, insolvency, readjustment,
bankruptcy, dissolution, liquidation or similar proceeding
involving PL Marine or Pacific Alaska;

(6) Any change, extension, indulgence or other act or
omission in respect of any indebtedness or obliga-
tion of PL Marine, or any sale, exchange, release or
surrender of, or other transaction in any security for
any such indebtedness or obligation, whether or not
Pacific Alaska shall have any notice or knowledge of
any of the foregoing;

(7) Any ineligibility of any of the Ships, or the denial
of any of the Ships' right to engage in her trade or
the ineligibility of any of the Ships for documenta-
tion under the United States flag by reason of any
law or regulation of the United States or otherwise,
or any failure to obtain any required governmental
consent for any transfer of rights or title by PL
Marine to Pacific Alaska pursuant to any provision of
this Agreement;

(8) Any of the terms of any insurance contract not being
in effect or enforceable for any reason whatsoever; or

(9) Any other circumstance or happening whatsoever
whether similar or dissimilar to any of the foregoing.

Each payment of the above-specified components of the
Shipping Rate, as well as any other amount provided to

be paid by Pacific Alaska under this Agreement and/or any
Time Charter, which are required by PL Marine to satisfy
obligations for the acquisition and financing of Ships,
shall be final, and not subject to any retained interest,
and, without waiving any other rights or remedies (including
any remedy of damages) which it may have against any other
person, Pacific Alaska agrees not to seek to recover all or
any part of any such payments from any other person for

any reason whatsoever. Pacific Alaska hereby waives to the
extent permitted by applicable law, any and all rights

which it may now have or which at any time hereafter it may
have conferred upon it, by statute or otherwise, to terminate,
cancel, quit or surrender this Agreement and/or any Time

-18-
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Charter except in accordance with the express terms hereof.
Even though Pacific Alaska shall be deprived of or limited
in the use of any of the Ships in any respect or for any
length of time, whether or not by reason of some act,
omission or breach on the part of any person, whether or
not resulting from accident and whether or not without
fault on the part of Pacific Alaska, Pacific Alaska will
continue to make all such payments required of Pacific
Alaska by the terms of this Article 8 and/or any Time
Charter, or otherwise, without interruption or abatement.
If for any reason whatsoever this Agreement and/or any
Time Charter shall be terminated in whole or in part by
operation of law or otherwise (except as specifically
provided herein), Pacific Alaska nonetheless agrees to pay
to PL Marine an amount equal to all payment(s) otherwise
due under this Agreement and/or any Time Charter at the
time such payment(s) would have become due and payable in
accordance with its terms had this Agreement and/or any
Time Charter not been so terminated in whole or in part.

The agreement also provides that even though a party is rendered
unable to perform, ''...nothing contained herein shall discharge or
suspend Pacific Alaska's continuing obligation...to make payment of

the amounts due...."

Except for the financing of Indonesian facilities and ships,
it is anticipated that all equity capital will be provided by the
sponsors and debt capital will be provided primarily by life insurance
companies, public and private pension funds, savings banks and other
institutions. Private placement is regarded by the sponsors as more
appropriate than a public offering because of the type of financing

and the complexity of the proposed security arrangements.

Whether the benefits of the all events provisions of the
tariff should be limited to only debt security holders has not been

resolved. At the FPC hearings, a sponsors' witness testified that

_]9_
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customers would be required to pay all costs under all circumstances.
An FPC staff witness testified that the all events provisions are
far too broad and comprehensive to achieve the balance of equities
between investor and customer interests. The FPC proposed that the
tariff retain its character as an all events tariff, but that the
benefits be restricted to only debt investors, rather than both debt

and equity investors as proposed by the sponsors.

In rebuttal a sponsors' witness testified that (1) no costs
would be recovered under the cost-of-service tariff which would not
be expected to be recouped under a conventional tariff, (2) removing
assurances from the tariff would make financing more difficult and (3)
the FPC staff proposals would preclude the proposed financing. The
proposed changes would not assure investors of the sponsor's ability to
restore operations without FPC approval. The proposed FPC changes
would also make total investment recoupment uncertain and eliminate
the ability to meet debt acceleration requirements. According to
sponsors the proposed changes would also require FPC proceedings merely

to give effect to change the federal or state income tax rates.

The investment banker witness representing the sponsors
testified that the project cash would be three times the net income
of PLC, and if PLC did not have the guarantied revenues provided by
the all events, cost-of-service tariff, it would be bankrupt. Other
comparisons were cited concluding that the all events tariff would
provide the necessary revenue even during a project interruption or

outage.
-20_
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regarding

The sponsors' financial witness testified as follows

the risks consumers must bear:

The plans recognize that the energy consumer, who is the
ultimate beneficiary of the facilities, must in fact

bear the ultimate risk of the success or failure of the
efforts to provide him with an adequate supply of energy,
and that inevitably this must entail payment by the
consumer of the full economic cost of that supply.

It is a basic premise that all cost of a facility, all
the economic costs, must indeed be borne by the ultimate
consumer in the price he pays for the product, the
service, or whatever it is. In one way or another, the
consumer must pay all of these ultimate costs or the
business cannot continue in operation.

The following is from the Pacific Alaska LNG Company

application for a certificate of public convenience and necessity:

Applicant's project contemplates what has been referred
to as '‘project financing'. That is, the project must
contain all of the economic and financial ingredients

to stand on its own feet, independent of any additional
credit guarantees. The magnitude of the capital required
to provide for the transportation of LNG from Alaska to
the ultimate consumer in Southern California dictates
that financing be on a ''project'’ basis. Applicant's
project obviously must be economically self-sufficient
to the degree that capital can be attracted on terms
favorable to the ultimate gas consumer. It is necessary
in the first instance that investors have no question
about the repayment of their project investment principal
and the timely recoupment of all prudent costs. Accord-
ingly, Applicant respectfully requests this Commission
when issuing its certificate of public convenience and
necessity herein to specifically provide that the pro-
posed tariff, which reflects project financing, become
effective thirty (30) days after the issuance of said
certificate.

The projects' ability to stand alone is provided by the following

all-events provisions of the tariff:

-21-
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permitted

Buyer shall pay to Seller monthly Seller's total cost
of service for the billing month regardless of: (i)
the amount of gas delivered, and (ii) the non-delivery
of gas for any reason.

If the Southern California Gas Company and PG&E are not

to recover all the projects' costs in a timely manner

through rates to consumers, it is highly unlikely in the opinion

of sponsors that the projects' bonds would be accorded the bond

rating necessary for issurance.

One of sponsors' financial witnesses testified to the

alternatives as follows:

And, in the absence of an effective tariff, then there
must be something else provided, whether that be
government guarantees, or whatever it may be. |
don't believe the lenders would look, at least to
Pacific Lighting, as being large enough or a suffi-
cient credit of having sufficient credit to back up
such amounts of money in the absence of its ability
to collect these monies, either through its tariff or
through some kind of a government guarantee.

The financial witness from the investment banker testified to the

same point

If the all events cost of service tariff were not allowed
to operate during periods of prolonged interruption and
outside support were sought from somebody and the two
participants concluded they did not have the financial
strength to provide the outside support and the consumer
is not going to be involved through the fact the tariff

is not operating, the only other logical party | can think
of as providing that credit support to attract lenders
would be the government. And there is no program in place
that contemplates that.

_22_
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The financial planning witness for PGEE further testified:

If we felt we could, | think we would be recommending a
project with a hundred percent debt, which would be much
more in favor of the sponsoring companies and the
consumers.

The treasurer of PG&E used the different methods of publicly

financing a toll bridge to explain project finance.

...let's take another example of a project financing, a
bridge.

The state builds a bridge and financing it with revenue
bonds as opposed to general obligation bonds. Now the
reason the project can be sold to investors is they feel
there are going to be enough cars and trucks going across
the bridge to pay off the debts by the revenue generated
and the state will from time to time if necessary change
the tolls on the bridge to make sure that that happens.
That is a project financing concept.

The security behind it is the economics of the project
and the ability of the state to change the tolls.

Now, if traffic should fall off because the federal
government comes along and puts a much bigger bridge with
no tolls next to it, and this has happened, the economics
of the project would dissolve and if the state has not
stood behind its ability to increase the tolls with its
own guarantee, the investors would lose money. But if

it had, then they would not.

Now, when the project was originally concieved [sic], if

it was suspected that there was a possibility of the federal
government building that second bridge, | can assure you
that the lenders would want the state's back up behind

the tolls, that is a general obligation guarantee rather
than a revenue guarantee. The latter example is the type
of tariff that we feel we need. You see a project can be
done on a project basis without additional guarantees at
some time.

The witness representing the investment banker further

testified:
_23_
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The reason we have gotten where we are, it has been
determined that the sponsor's credit is inadequate to
pick up these projects in the traditional manner. So
somehow the credit of the consumers must be reached.

The only other way | think you get that result would be
very cumbersome, and | don't think that it would be
feasible to try to reach the consumers through individual
contracts of who would pay for this.

Another way of going would be government support in the
Title Il fashion. This project is not at that stage
now, nor to my knowledge does it intend to seek
government support. But that is one way of doing it.

Really, it is to compensate for the inadequacies of the
credit of the sponsors--to enhance the credit with a
government guarantee would be another way to go, just
as using the consumer's credit in the final analysis
enhances the credit of the sponsors.

Government Finance

According to the U.S. Court of Appeals (520 Federal Reporter,
Second Series, pages 439-440), one of the principal objectives of the
Federal Power Commission is ''...to bring about the production of power

in the greatest possible quantity and at the lowest possible cost to

the consumer in the long run--in the economist's terms, to insure the

efficient performance of an industry in which the normal forces of

competition are for one reason or another not equal to the task."

If the LNG projects were financed by tax-exempt bonds,
savings between $1.4 billion and $2.3 billion below the sponsors'
proposed costs could be realized. This would, however, require

voter approval of the bond issue. Following is a partial list of
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state and local government agencies which finance utility facilities
by tax-exempt bonds in the same manner that public schools, toll

bridges, water facilities, etc., are financed.

Austin Electric Light and Power

Chelan County (Washington) Public Utility District
Columbia Storage Power

Douglas County (Washington) Public Utility District
Grant County (Washington) Public Utility District
Jacksonville (Florida) Electric Authority

Lincoln (Nebraska) Electric System

Los Angeles Department of Water and Power

Lower Colorado River Authority

Memphis Electric Distribution System

Nebraska Public Power

New York State Power Authority

Omaha Public Power

Platte River Power

Puerto Rico Water Resources

Sacramento Municipal Utility District

Salt River Project Agricultural Improvement and Power
San Antonio City Public Service

Seattle Municipal Light and Power

South Carolina Public Service

Washington Public Power

Arizona Power

Intermountain (Utah) Power

Massachusetts Municipal Wholesale Electric
Municipal Electric Authority of Georgia

Texas Municipal Power Agency

The California State Water Project was primarily financed
by a $1.75 billion state general obligation bond issuance. There
is no cost to state taxpayers resulting from this issue because
the public agencies contracting for project water are required to
repay with interest the bonds used to construct the project and to

pay the cost of operating and maintaining the water supply.
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Examples of governmént bond issues for private developments
are the Valdez, Alaska oil terminal facilities and anti-pollution
issues. In 1976 large companies indirectly financed about $2.6
billion for anti-pollution equipment through the sale of tax-exempt

bonds by various local governments.

CONCLUSION

The all events, cost-of-service tariff would bind gas
consumers to pay all costs, including profit to the
sponsors, regardless of the amount of gas received and
even in the event that no gas is delivered. The only
alternative financing which lenders will accept is
government finance. State financing would save between

$1.4 billion and $2.3 billion.
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Price of LNG

Perusahaan Pertambangan Minyak Dan Gas Bumi Negara
(Pertamina) is the State 0il and Gas Enterprise of the Republic
of Indonesia. Pertamina contracted on September 6, 1973 to sell
LNG to Pacific Lighting International, S.A. The rights of this
latter company were transferred to Pacific Indonesia LNG Company
which is jointly owned by PLC and PG&E. Gas will be sold by
Pacific Indonesia LNG Company to Southern California Gas Company,

a subsidiary of PLC, and to PGE&E.

The natural gas is to be produced by Pertamina and Mobil
0il Indonesia Inc., a supplier to Pertamina. After production and
gathering, the natural gas will be transported to a liquefaction
facility to be built by Pertamina in Northwest Sumatra, where the
gas will be liquefied, stored and then loaded onto LNG ships,
where Pacific Indonesia LNG Company will take title to the LNG.
Pacific Indonesia will purchase from Pertamina an average daily
quantity of 619,710,000,000 BTUs which is equivalent to approxi-
mately 546 million cubic feet per day at 1135 BTUs per standard
cubic foot. The contract term is 20 years after the first regular

delivery but may be extended by mutual agreement.

The sales contract executed September 6, 1973 provided
a contract sales price based on a formula consisting of the

following components:
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- A base price of $0.63 per million BTUs.

- An annual adjustment factor effective each January
first, beginning with January 1, 1977, whereby the
base price would be increased two percent compounded

each year.

- A quarterly currency revaluation factor of the
arithmatic average of the change in 11 specified

currencies.

Article 19(2) of the September 6, 1973 contract specifies that the
seller, Pertamina, obtain all the governmental approvals and authori-
zations necessary in the Republic of Indonesia for performance by

the seller. These approvals were obtained on March 18, 1975, after
execution of a contract amendment of January 9, 1975, specifying a

new contract price formula with the following components:

- A base price of $1.25 per million BTUs.

- A quarterly adjustment whereby the base price is
adjusted by a factor equal to one-half of the change
in the average price of Indonesian crude oils from

$11 per barrel.

- A quarterly adjustment whereby the base price is
adjusted by a factor equal to one-half of the
change of the Wholesale Price Index for Fuel and
Related Products, and Power over the value of the

Index for the fourth calendar quarter of 1974 which
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is established by the parties through negotiation to
be 230.0. The Wholesale Price Index is compiled by
the U.S. Department of Labor, Bureau of Labor

Statistics.

In addition, the currency revaluation factor which was included in

the September 6, 1973 formula will be applied directly to each invoice.

The differences between the September 6, 1973 proposed price

and the January 9, 1975 agreed-upon price are as follows:

- The base price nearly doubled, increasing from $0.63

to $1.25 per MMBTU.

- The price inflation factor, giving equal weight to
Indonesian crude oil prices and domestic fuel and
power prices could increase by much larger increments
than two percent compounded annually. Thus, the
October 1976 index for fuels and power, the most
recent available data, was 277.0, or 20 percent above
the base figure of 230.0. |If a similar price increase
of Indonesian crude oil occurred, the base price of
the contract natural gas would be increased by 20
percent, or ten times the price increase under the
September 6, 1973 formula (both before adjustment

for currency revaluation).
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Buyer's Obligation to Take or Pay

The LNG purchase contract specifies the amounts to be
purchased during each contract year and during the start-up and
step-up period. The buyer is required to take and/or pay during
each contract quarter at least 95 percent of one-fourth of each
year's annual contract quantity. The buyer is not required to

pay for the following:

- Quantities not delivered by reason of the failure.

of the seller.

- Quantities not delivered or taken by reason
of force majeure or assimilated circumstances
(i.e., serious damage to facilities or equipment
affecting production, failure by producers to
sell or deliver; provided damage not caused by
willful misconduct or gross negligence of the

party rendered unable to perform).

- Quantities not taken, provided that equivalent
quantities have been delivered and taken in the
same calendar year and in the preceding calendar
year in excess of the buyer's obligations, but
have not been previously applied against

deficiencies in quantities taken.
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Provisions to ''take and pay for, or pay for if not taken' are
contained in the contracts between PGEE, So Cal Gas and the various

affiliate entities described in Appendix G.

Sufficiency of Gas Supply

The independent petroleum consulting firm of De Golyer
and Mac Naughton has conducted a study of the availability of gas
in the Arun field located within Contract Area '"B'" in Northwest
Sumatra, Indonesia. There, Pertamina and Mobil will produce the
gas for the Indonesian project. The consultant found that quanti-
ties of natural gas are more than sufficient to enable Pertamina
to fulfill its obligation to sell and deliver. The Alaska project,

however, does not have such assurance.

In its application for federal certification, Pacific
Alaska LNG Company acknowledged that '...the reserves and delivera-
bility presently under contract to Applicant are insufficient for
the full utilization of the facilities applied for under either
Phase | or Phase Il of the project.'' Each of the phase developments
is for facilities to handle 200 million cubic feet per day. According
to sponsors' witness, the amount of gas under contract at the time
of the FPC hearings (9/16/76) was 130 million cubic feet per day.
One of sponsors' witnesses testified that at 117 million cubic feet
per day the project would be extremely difficult, and probably
impossible, to finance. The witness stated there is likely assurance

of financing at the 150 million cubic foot level.
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Basis of Cost Estimates

Fluor Corporation, which engineers and constructs
processing plants for the petroleum, petrochemical, chemical, and
mining and metallurgical industries; offshore facilities for the
oil and gas industry; and nuclear and fossil fueled power plants
for the electric utility industry, provided all estimates of

facilities costs with the following exceptions:

- Corporate costs, including (1) an estimate of the
cost of sponsors' personnel directly associated
with the project during the planning and construc-
tion period, (2) special consultants and (3) the

cost of the environmental impact reports.

- Cost of the contingency provision based on ten

percent of estimated construction costs.

- Allowance for funds used during construction assuming
a debt interest rate of 10 percent per year for
construction loans and an equity return of 16 percent

per year.

A1l costs, except the price of gas, are based on revised estimates

which reflect a provision for inflation.
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The annual capital charge for ships was calculated by
the sponsors on a formula in the shipping agreement assuming a 9.5
percent annual leverage lease rate, a one percent after-tax fee,
plus a provision for a return on the ships' working capital. The
per-ship estimates were provided by Keystone Shipping Company on a

1973 cost basis and are escalated to the first year of operations.

The cost escalation computations were prepared for the
FPC hearings assuming that the projects would start November 1, 1978,
which was a revision from an earlier estimated date. The following
illustrates the inflationary effect on the projects' costs: the
original estimated cost of the two ships for the Alaska project was
$205 million; at the time of the FPC hearings, the estimate had
increased to $292 million; a more current (September 1976) estimate
is $414 million. The individual cost components of each ship are
separately estimated. The shipping costs will vary not only because of
differences in the timing of the ships' construction but also because
of the different arrangements by which they are committed to the

projects.

The financial witness from Morgan Stanley & Co. Incorporated,
Investment Bankers, appearing on behalf of the sponsors, testified
that (1) the cost estimates prepared by the professional firm of
engineers have been accepted as accurate, (2) the ten percent for
contingencies was financially prudent and (3) before the projects
would be brought to lenders, cost estimates would be brought
up-to-date. Separate provisions are made for contingencies and
cost escalation. We found no basis to disagree with the conclusions

of the witness for the investment banker.
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Separate terminals have been proposed for the two projects.
Testimony at FPC hearings was to the effect that consolidation of

the projects in one terminal would add to the complexity but would

not preclude financing.

Acceleration of Debt

After all governmental approvals have been obtained,
negotiations will be conducted with major lending institutions to
establish the provisions of the debt financing to be incorporated
in the bond indenture. It is anticipated that lenders will require
that under certain circumstances the due dates for bonds be moved
forward. Examples of such events are failure of a major component
to operate, determination that the remaining gas supply is materially

less than anticipated and default or potential default.

The following provision of the proposed tariffs would

increase the revenue from gas customers to retire the debt earlier.

Such cost of service shall be equal to the sum of the
following amounts...

Depreciation determined as follows:

PR S
" R R

Additional depreciation, if any, in an amount
sufficient to make cumulated depreciation allocable
to debt retirement not less than cumulated debt
repayments (including repayment of any accelerated
debt obligation and excluding any repayments from
the proceeds of insurance or amortization provi-
sions) under any financing arrangement.
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One FPC staff witness testified that such provisions are unnecessary
because if an event caused the debt to accelerate, authorized rates

could then be adjusted.

Return on Common Equity

The sponsors' witnesses proposed a higher rate of return
than that recommended by the FPC staff. Except for the two excep-
tions described in the subsequent section entitled Rate Base Treatment
Not Applied, the proposed tariffs seek a 16 percent after-tax annual
rate of return on common equity. No empirical studies were conducted
to support this particular rate of return, nor could any regulated
operating projects be cited by sponsors which have a 16 percent
after-tax rate of return. The sponsors maintain that their amount
of equity investment in the project and the earnings thereon are to
assure lenders that the projects' revenue, in any case, will be more
than adequate to meet debt service requirements and provide a cushion
to senior security holders over and above all other protective
measures. According to sponsors the 16 percent rate of return on
equity provides over two times coverage of interest costs in the
early years, which is approximately the traditional minimum interest

coverage for going concern utilities.

As the equity base in each company to which the rate is

applied will diminish during the life of the projects, if lenders

agree to the equity reduction, the sponsors also propose that the
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return on equity be subject to a minimum equal to one percent of
the total original investment in the facilities. The purpose of
such a minimum is to provide an amount to the equity investors

equivalent to a '""management fee' for operating the facilities at
such time as the equity earning base may become inadequate. The
FPC staff witness's testimony neither supported nor opposed the

management fee provisions.

The FPC staff witness testified that the cost-of-service
tariff, in itself, unburdens the common stockholder (as well as the
senior security holders) of much of the risk normally associated
with such investments. The staff witness recommended a 13 percent

rate of return on common equity.

In rebuttal, the sponsors' witness testified that the
rate proposed by the FPC staff was inadequate. The witness identi-

fied the following common equity risks:

- Advancement of additional funds in the event of

cost overruns.

- Being '""priced out of the market.'

- Failure to recover planning, design, negotiating and

approval costs.

- Failure of facilities which would eliminate the

equity return when such failure causes less than
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25 percent of contract quantities to be delivered

for more than 30 days.

- Modification or cancellation of the approved tariff

by a future FPC or PUC action.

- The sheer size and highly leveraged capital structure

leave little room for miscalculation or delay.

- Last to receive a return, if any, on investment.

Higher FPC authorized rates of return than recommended by staff were
cited by sponsors' witness. The appropriateness of the FPC staff
comparison to the average earnings of the companies comprising the
Standard and Poor's Industrials was disputed by sponsors' witness.
The limit proposed by FPC staff on the equity proportions of total
capital would create several problems identified by sponsors'

witness.

Equity Earnings During Construction Period

Following are the two methods of accounting for interest

on debt and return on equity during facilities construction.

- Allowance for Funds Used During Construction (AFUDC)--
The rate base (net value of fixed assets), to which
the authorized rate of return is applied to establish

the return to investors included in the tariff rates,
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is increased by applying this rate of return to the
cost of construction in progress. Wall Street
investors regard AFUDC profits as illusory because
the income is recorded during the construction
period but the related cash paid by customers
occurs over the productive life of the facilities

as depreciation is accounted as a cost of operations.

- Construction Work in Progress (CWIP)--The FPC is
considering use of CWIP, which allows the interest
on debt, return on equity and related income taxes
to be included in the tariff rates while construction
is in progress. This method is preferred by investors
but results in customers paying interest and profits

before the facilities begin to provide services.

The original federal applications were filed on the basis of AFUDC
accounting but were subsequently amended to reflect CWIP accounting
with billing to customers to begin 30 days after FPC certification.
This conflicts with the California PUC requirement of AFUDC accounting.
Also, the sponsors' witness could not identify any project which paid

out dividends during the construction period.

Whether consumers should pay interest on debt and return

on equity prior to the time gas is provided is an unresolved issue.

Substantial amounts are involved. According to sponsors the estimated
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construction cost for the Pacific Alaska LNG Company's collector
pipelines and liquefaction facilities at Nikiski, Alaska, would

be increased by 17 percent if carrying costs are capitalized.

Under the CWIP accounting method, customers of PGEE and So Cal

would pay approximately $139 million during the four-year construc-
tion period for interest on debt and return on equity invested in

the facilities. Under the AFUDC accounting method, customers would
make no payments until the gas began to flow, but over the ensuing

20 years would pay an additional $308 million in higher depreciation
charges because the interest and equity return would have been
capitalized and added to the construction costs. By starting payments
up to four years before the gas begins to flow, customers save the
difference of $169 million. Similar differences would occur on other

project components.

The sponsors have proposed a tariff applying CWIP
accounting to both debt and equity with dividend paid during the
construction period even though the bond indenture may preclude
dividend payments. At the FPC hearings, it was recognized that
CWIP could be applied to the debt portion and AFUDC to the equity
portion of construction. For Pacific Alaska LNG Company, this
would require the sponsors to obtain an additional $37 million

from sources other than their customers.
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FPC staff witness testified it would be appropriate to
capitalize the carrying costs of investment needed until after
operations begin; that is, the use of the AFUDC method of accounting.
In rebuttal, sponsors' witness testified as follows. |If billings
commenced only when gas begins to flow, the cash flow and necessary
assurances and therefore the project credit would be eliminated
during the lengthy construction period. Capital invested in the
projects will require a return from the minute the investment is
made, not just from the time the gas begins to flow. The ability
to pay these financing costs as they are incurred from current
revenue cash flow, rather than financing them externally, increases
the probability the projects will be successfully financed and
completed. It is more economical to charge customers for the
financing expenses incurred during construction than to capitalize

the carrying costs.

Elimination of Return on Common Equity

The proposed tariffs describe (1) force majeure and acts
of God (e.g., fire, flood, war, riot, strike, acts of government)
and (2) assimilated circumstances (e.g., serious damage to facilities,
failure by producers to sell and deliver). The same tariff section
provides:

Nothing contained herein shall discharge or suspend

Buyer's continuing obligation to make payment of amounts
accrued and accruing....
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The only exception to the buyer's continuing obligation to pay,
including a return on equity and the return of equity, occurs

in the event the seller is incapable of delivering at least 25
percent of the contract quantity for more than 30 days. After

30 days the seller's rate of return on common equity is reduced
to zero. This provision is applicable only to the subsidiary
company which has caused the problem. Other subsidiary companies
which may be precluded from performance will continue to invoice
for normal profits. The purpose is to encourage the restoration

of service.

There are no other provisions for reduction in payments
for costs or profits. The FPC staff witness testified that other
events, in addition to those affecting the particular affiliate,
should reduce the return on equity. In rebuttal, the sponsors'
witness testified that to require a similar reduction when facili-
ties of others are the cause, facilities over which there is no
ownership control and on which there are no earnings even when all
goes well, is to compound the risk beyond all reason and any

acceptable level.

Income Tax Savings

The states are divided as to whether utility stockholders
or customers should derive the benefits from tax benefits, such as

liberalized tax depreciation and investment tax credits.
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"Normalized accounting'', which allows these benefits to be realized
by stockholders, is authorized in some states. The California PUC
requires '"flow-through accounting'' whereby utility customers
realize most of the benefits from income tax savings. This issue

has been before the California Supreme Court on several occasions.

The proposed tariff is based on normalized accounting with
an assumed ten percent earnings on the funds provided by customers
but not paid in taxes. The section describing tax provisions

provides:

A provision for state and federal income taxes for the
billing month with the depreciation deduction for tax
purposes based on straight line rates as provided in
Section 3.2(a) above applied to the undepreciated tax
basis of Seller's depreciable facilities and reflecting
the after-tax return to equity as provided in Section
3.5 below.

Section 3.2(a) governing the monthly recording of depreciation

provides:

One-twelfth (1/12th) of the annual straight line
depreciation expense applicable to Seller's depreciable
facilities as of the first day of the billing month.

Such depreciation shall be based on the estimated lives
of such facilities, but, as to Seller's investment in

its original depreciable facilities, not more than twenty
years, and as to Seller's subsequent investment in
depreciable facilities, not more than the then remaining
lives of Seller's original depreciable facilities.

Under this provision any new facilities built could be depreciated

without further revision of the tariff.
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Proposed tariff Section 3.5 specifies a 16 percent annual
rate of return on common equity. The combined federal and state
income tax is slightly under 53 percent. We have computed the
amounts of profits before income taxes needed to net $1 in after-
tax profits under the two methods of accounting. During the first
year of operations, customers would pay $2.33 in before-tax profits
under normalized accounting compared to $1.81 under the flow-through

method.

Rate Base Treatment Not Applied

Statutes providing for the regulation of electric, gas
and telephone utilities generally specify that the rates shall be
just and reasonable. Determination of a proper rate base is an
important step toward that end, since the method of rate base
valuation is a factor in determining the rates a utility can

charge.

California is one of 33 states which, together with the
FPC and the Federal Communications Commission, prescribe '"original
cost'' or '"prudent investment'' methods in rate base determination.
Generally, in jurisdictions using an original cost valuation
standard, the depreciation accrued in the books of account, i.e.,
the book reserve, is deducted from the gross book value of the

property in determining the rate base.
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Generally, the various project entities will employ the
traditional rate base treatment. However, separate rates would
be applied to debt and equity financing rather than the customary
single composite rate. The following exceptions to the traditional

rate base treatment have been sought:

- Pacific Marine Associates (PM Associates)--This
affiliate will provide the LNG shipping service
from both Indonesia and Cook Inlet to other
affiliates and therefore is not a regulated
utility. It is anticipated that the 11 ships
will be committed to the projects by long-term
time charter or leverage lease. PM Associates
therefore will have little or no funds invested
and traditional rate base treatment would provide
insignificant profits (rate of return only on
working capital). It is proposed that for leased,
chartered and owned vessels the annual capital
charge portion of the shipping rate include,
in addition to the funds to pay lease, charter
and debt financing, an after-tax amount equivalent
to one percent of the original capital costs of
the ships, including an allowance for funds used

during construction (explained in the prior section
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entitled Equity Earnings During Construction
Period). The estimated annual leverage lease
cost rate is 9.5 percent. The sponsors antici-
pate that the one percent management fee plus

the taxes on the one percent management fee makes
the effective annual lease rate 11.57 percent.

A return on working capital of not less than 15
percent per year after taxes is provided in the

shipping agreements.,

The proposed tariffs of other affiliate companies
provide that if the annual after-tax rate of
return on common equity is below one percent of
the total investment in facilities, then the
return shall be one percent of the total investment.
The sponsors' witness described this as a reward
to management for putting the whole project
together and managing it after the equity had
been practically retired. An exhibit submitted
by Pacific Alaska LNG Company shows that this
provision would increase its profits by a total
of $5.6 million during the final three years of

project operations.
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An FPC staff witness took issue with the proposal to
separate debt and equity financing and suggested the application
of the traditional single return allowance. In rebuttal the
sponsors' witness testified that the criticism was invalid and
the staff suggestion would require a continuing series of FPC

proceedings to reflect the changing mix of debt and equity.

Leveraged Lease

Leveraged leases will probably be used to provide the
U.S.-built ships; six ships for the Indonesian project and two for

the Alaskan project.

A leveraged lease differs from an ordinary lease in that
the lessor purchases and owns the equipment by providing only a
percentage, usually 20 to 40 percent of the capital needed. The
remainder of the purchase price is borrowed from institutional
investors on a nonrecourse basis to the leasing company. It is
anticipated by sponsors that the long-term debt portion of the
financing will be issued under provisions of Title XI of the
Merchant Marine Act of 1936, as amended, which provides for U.S.

government guarantees of construction loans and long-term debt.
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Leveraged leases provide an additional source of equity
capital. The external lessor/owner is able to fully utilize all
tax benefits and is able to reflect such benefits in a lower lease
payment. Ships would be acquired by other than leveraged leasing
in the event of a tax law change or if funds are unavailable in
the leveraged lease equity market. Ships may be owned by affiliate

companies.

The reason for the management fee of one percent after

tax of the total original investment in each ship is as follows.

If the ships are leased by the affiliate, there would be no signifi-
cant rate base in the conventional utility sense because all debt
and equity capital for the ships would be provided by external parties.
The fee induces the affiliate to enter into the long-term lease
commitments, assume the risks involved and undertake the responsi-
bilities of the ongoing operations. The one percent would not be

recovered if a ship is out of service for more than 30 days.

The one percent rate was selected based on the sponsors'

knowledge, rather than on analysis or comparison.
Respectfully submitted,

/(Z/ZZSZ/ (L’/ ? ’{/2; 7 ﬁzﬁ,
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JOHN H. WILLVAMS
Auditor General

August 17, 1977

Staff: Wesley E. Voss, Assistant Auditor General



AEEendix A
THE "IN ALL IBVISNTS TARIFE" - = = T MISANS WIHAT I'l" SAYS

The investor takes the risk. The investor takes the profit. Right? Only
half right. Because under terms of new gas supply projecls presented Lo the
PUC, this simple description’ol capitalism will be moditied and the consumenr
will take the investor's place in one part of the formula., Guess which part,

Right.

I'his role reversal takes place as thé nc;c;ssary consequence /of the "In All
Ivents Tariff', an integral part of the financing conditions conlained in these
new gas supply proposals. Before considering further the workings and impli-
cations of this provision, it'is‘important to understand the circu mstanccé
that make this possible.

There is a seridus natural gas shortage, with new supplies necded by 1980.
Utility companies across America have now on their drawing boards various
projects to secure cnough gas for the 1980's. The cost of those. projects in which
the California consumer has a direct interest exceeds $20 billioﬁ dollars. The
capital for these projects must be raised within the next two to three years if
the projects are to come on line in time. The need for new capital that far
exceeds the net worth of the uﬁlities has resulted in innovative {inancing proposals.

The industry solution, Which the PUC will be asked Lo approve, is lhe
"In All EyeAan Tariff," It means exactly whatl it says,

The investment community has. balked al conventional {inancing because
the technology is uncertain and. future governmental action unforesceable so thal
the risks are substantial. Accordingly, utilities are being offered financing only -

subject to the "'In All Events Tariff",
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The TIn AL Byents TacilC (ovigieally calted "Come Tetloe Hiphc Water)

antiafics investors by eliminating all voslos U is o guarantee by the ratepayvers of
a particularly utility that the project witl not only recover all expensces, but produce

a specified return on investment, repardless of whether pas is deliveved at olt

or in what quantity. The terims include proposed interest rates of 10 = 12% and

relurng on cquity ol 1h - 17% (compared Lo the Conmmisaion's rate Inal Tound

i

consonahle fopr PCGETS of 12,83%) so that the gas will be necessarily expensive
even if the technolopy is successlul, governmental inferference aveided, od
operating expensoes minimized, e imp(n“\:‘ml to understand thot the ulihibies
themselves didn't originate these proposals. 1L is necessary Lo understandg Hhat
utilitices in cvery state arc being offered the same Lerms. And it is japortand
1o underatand that this situation is not velated to the question ol wheither gas
prices should be regulated.  We are dealing here with probleas ol Transperting
kuown supplics or manulacturing and delivering synthetic gne.

This kind of financing raises scveral fundamental questions that Thope
will b considered and addressed by the public. 1t is imperative that there be

thorouveh public discussion regarding thesc terms so that canscquences can b
= H 1 s [

¢

anderstood and allernatives explored, wilhout delaying delivery of the sas, Some

of these questions will be raised in the sceond part of this sovics,

Robert Batinovich
Commissioner
California Public Utiliticos Connniasion
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WHE TN AL SVENTS TART
(Conlinaed)
The [irst part of this scries desceribed a kind of Financing proposal tha
the Public Ulililies Commission will be asked (o approve == the "Tn Al Meen e
Tavifl. This second part diseusses sovern) fandamental question:s ratsed hy
this kind of financing:

Lo Aven'owe mix

H-Hherotesot the consume Ivestor? Traditionaly
consumers have pul up o capital and Laken no risle enders ang
stockholders have pul up capital, {akoen different cisks, aned (aken
corresponding returns. The "In ALl lvonld Tarill” nsks the consuner
to lake the risk,

2. Why have any pt‘ofitvin the transaction? Profif is supposced to he the
reward for risk.  Dul the risk hag been eliminated, \\"lllt\,' nob finnnce
he project entively from (relatively) lower cost del,( s

5. Why are such high returns requireq? Inlerest ratesg ztvml e retuen
on equily are supposed Lo reflect the <l(.").§I‘(r<; of visk. Il the consumer
is poing 1o take the risk, shouldn't he be allowed {o p:u*t.ici‘pm.r» as an
investor, perhaps through some deviee ke existing ciployee glioe):
ownership plang?

1. Where is the incentive to keep costs inder contyol? Costovervuns are
faoniliar Lo all o.f us.  The Alaska ol pipeline has not yetbeon completod b
the estimated cost to date exceeds 57 hillion, compared o an originnl
estimaled cost of $900 million. Why won't {hat happen heve, where
under the lerms of an 'n AL Ivents Tarilt' the ras will nol have to

compete with gas from othey sowrces for willing buycrs? The potential

-1-
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D

impacl is {rightening.

Are the ulilities doing all th -t they can to gel the producers Lo
participate as investors, 0 that conventional financing mirght be
possible after all? The Alast an pgas producers ave large oil companics,

Is it fair that they are able to obhtain the leasces hocauase of their hrpe™

6.

|
|
|
!

v

supplics of cash and then sit on the gas, saying Teonie and pgoel it :

Oil company pavticipation on an cquity hasis o on a loan puatantee hasis.
mipht make an Alaslkan pas pipeline possible wilth conventionnl lin;xm.;itj;{.
lan't il misleading Lo consider this kind of financing snperior tn divect
povernment financing and ownership? The government has undertaken
some of the major cnergy projects ol the past, such as TVA and nuclear
facilities, Why not have the Avmy Corps of Iongrincers build t\’u‘

pipelines ov torminals and contract with private m’nnp:{ni(-::. {to vperate

themn?

The mo=t serious question is, where will this kind ol Tinane ing lead?

Won't it mean highev prices tor cverytbing?  Ilow can other busincss compete

|
for capital without matching these terms > Will banks requive an individual |
scecking to open a dry cleaners Lo sign up prospective custoners fora firm ty

commitiment [ive years before agreeing to malke the Joan?  Mipght this cven mean

the end of small business? L uvrge the public pencrally, and the business

community in particular, to review this matter cavefully and to consider ils

“implications for our cconomic systen.

o~

-2~
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Please uuderstand.,  Woe haven't o much Hime,  We vl fo nevolinte.
1 [

But what about other states? California cas advised the Pederal Dower Commission

that it opposes this kind of financing. Bu' what do we do if Uie FC and other

states approve it?  Where is the magicin who can convinee (he people that

this is the Lesl deal for them?

7 - O ROBERT BATINOVICIT

Commissioner

Calitornia ablie Utilitics Commiasion
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PACIFIC GAS AND ELECTRIC COMPANY
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STANLEY T.SKINNER
Y.CE PRESIDENT - FINANCE

November 5, 1976

Commissioner Robert Batinovich
Public Utilities Commission
State of California

State Building, Civic Center

San Francisco, California 94102

Dear Commissioner Batinovich:

Members of our Finance and Gas Supply Departments have studied the
questions on financing nmatural gas supplies for California you posed before
the Energy and Environment Committee of the Business Task Force in Sacramento
on August 26, 1976. Although our original efforts were directed at a question
by question response, we have concluded that this approach did not put in
proper perspective the basic issues underlying gas supply financing nor crys-
talize our general plans for meeting this formidable task. Accordingly, we
have addressed the subject in a general fashion with a view to achieving a
common understanding of the basic principles. Thereafter, we would hope to
establish a continuing dialogue between the CPUC, PGandE and Southern Cali-
fornia Gas Company concerning the specific questions you have raised,

At the outset, some background on the natural gas industry is neces-
sary to comprehend and appreciate the need for new and innovative gas supply
financing techniques. The last major gas project undertaken by PGandE was in
the late 1950's when the Pacific Gas Transmission Company project was financed.
At that time, the natural gas industry was much different than it is today.
The use of natural gas was rapidly increasing. The price was low and expected
to decline with further increased use. Pipeline technology was proven and
costs of construction were predictable. Large proven fields were accessible
with the technology at hand. It is not necessary to contrast that situation
detail by detail with that of today. I know you are well aware that not one
of those factors, except for conventional, as opposed to Arctic, pipeline
technology, exists in the industry today. It is also not important for us
to discuss why these fundamentals have changed, but only to acknowledge that
they have changed.

The certainty of each of those factors (supply, technology and cost)
made the natural gas imdustry of the 1950's, as incredible as it may seem to-
day, an attractive investment for many types of investors. The public sale of
several gas transmission stocks was followed by a run-up in price. Their bonds
were not too difficult to place. O0f course, as each cof the certainties of the
1950's has become an uncertainty of the 1970's, we have seen the natural gas
industry lose more and more favor with the investing public,

0w < rn
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Typical of this is the lack of capital availability for companies
rated below A, as many gas pipelines are. 1In the late 1950's and early 1960's,
20 - 30% of all capital raised in the financial markets went to such companies.
In 1976 the same figure is about 77%. At the same time the amount of equity
available in proportion to debt has fallen to about one-third of its former
size. This means that these companies have great difficulty in competing for
the capital associated with major gas supply projects. We must face this
problem of capital attraction at a time when the projects are of tremendous
capital cost-relative to the size of the sponsoring companies and have the
uncertainties related above.

Thus, the financial environment, as well as the industry itself, has
changed dramatically and, as was noted in PGandE's last general rate case
decision issued August 24, 1976, (CPUC Decision No. 8628l): '"...the time is
ripe for more innovative thinking in regard to methods of financing the un-
precedented capital expenditures projected for the future."

0f course, any new method of financing natural gas supplies must,
as a mandatory prerequisite, result in the delivery of energy to the consumer
at the lowest possible cost while at the same time preserving the financial
integrity of the utility.

In answer to several of the questions you posed, we submit that
project financing (i.e., the financing of an independent energy project sepa-
rate from a sponsor company's credit), is the best, and perhaps only, alterna-
tive when compared to conventional utility financing and conventional credit
support. While we believe there is great merit in this’ financing technique,
we realize that project financing does not lend itself to every component of
PGandE's construction program. The great majority of PGandE's-:consfruction
expenditures encompass numerous projects which are not economically indepen-
dent and thus are not susceptible to this innovative approach. Consequently,
the majority of PGandE's capital needs must be satisfied by traditional means
of raising capital utilizing conventional credit measures.

Concerning the first prerequisite of this innovative financing method,
a major savings in cost to the ratepayer comes about because the capital struc-
ture in a project financing can support a much higher debt ratio than can be
achieved by a utility company through financing on its general credit. The
greater use of debt, with its lower-than-equity cost and tax deductibility,
allows a lower overall rate of return even with a slightlv higher cost of com-
mon stock equity. An example can show this to be the case:

Project Financing Capital Structure

Capital Weighted Taxes Revenue Requirement
Ratios Cost Cost @ 507 Rate of Return
Debt 75% 10% 7.50% -- 7.50%
Common 25 16 _4.00 4.00% _8.00
100% 11.50% 15.50%

Interest coverage agter Federal Income Tax = 1.5x
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Conventional Financing Capital Structure

Capital Weigated Taxes Revenue Requirement
Ratios Cost Cost @ 50% Rate of Return
Debt 50% 10% 5.00% -- 5.00%
Preferred 12 10 1.20 1.20% 2.40
Common 38 15 5.70 5.70 11.40
100% 11.90% 18.86%
Interast coverage after Federal Income Tax = 2.4x

As shown in the example, the revenue requirement rate of return of
15.5% applicable to project financing is approximately 187 less than the 18.8%
rate of return needed for traditional financing. Furthermore, the project
financing capital structure supports a much lower interest coverage than a
conventionally financed utility because the operation of the project, rather
than traditional financial standards, provides the credit support and the bond
rating.

While project financing offers an attractive alternative to financing
a major new gas supply project, it is not a panacea to the problems of the
utility industry. Make no mistake about it, sufficient credit must stand be-
hind a project to make it financeable. Debt investors, whether in proportions
of 75% or 50%, are not going to invest long-term money in newly formed corpo-
rations without assurances as to return on and of their investments.

The fundamental measures of assessing credit worthiness in traditional
utility financing are the coverage of fixed charges and the ratio of debt to
equity. The high levels of equity capitalization and coverages are both costly
and difficult to achieve in present capital markets. Nevertheless, these are
the criteria and the conditions to be met to enable a utility to finance upon
its general credit. As stated previously, the majority of PGandE's capital
requirements are not susceptible to project financing and must, therefore,
meet these conventional credit requirements.

However, when the opportunity does exist for a project financing,
the logic and benefits of a relatively high debt ratio should be compelling
to the company, regulators and consumers alike. While credit in a project
financing is not dependent to the same degree upon the above mentioned con-
ventional requirements, it is dependent upon innovative ones. The source of
credit worthiness for project financing is the legal and economic links between
the project financing entity and the sponsors and users of the project. To
forge these vital links, there must be assurance from regulatory authorities
that the costs of the project will be recovered without delay at all times
during the project's life. In giving up protection upon which they have his-
torically relied, investors must instead look to certain revenue assurance
mechanisms. The link between a project financing entity and the end-user as

B-3
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the ultimate provider of adequate project revenues must be strong and reliable
enough to counterbalance a smaller equity base, lower coverage ratios and
absence of the sponsor's general credit. With such a mechanism and the shar-
ing of risks and benefits with consumers, the sponsor utilities are able to
undertake new projects with viable, innovative financing techniques that

would otherwise either not be available if based solely on the general credit
of the utility or, if available, result in a higher overall cost to the rate-
payer.

- When we first analyzed the concept of project finaneing—and its
associated tariffs, we found a surprising similarity between this concept
and what is implicitly assumed under current ratemaking procedures. There
are several important features which apply to both:

1) The project is approved by regulatory authorities prior
to the commencement of construction.

2) Justifiable costs will be included in rate base after
regulatory approval.

3) The utility ‘and the investors assume that if the project
fails, the costs not recovered through legal action, if
any, insurance or sale of property will be amortized
through rates approved by the regulatory authorities.
San Diego Gas and Electric Company, as an example, has
recently asked the CPUC for permission to put its
$5.5 million loss from the abandoned Kariparowits
power project into its rate base for a five-year amor-
tization period.

At the Federal level, there has been explicit recognition of the
necessity to formalize these concepts to support the financing of new energy
projects. A recent Federal Power Commission (FPC) decision accepted the
belief that certain costs involving new, large scale energy projects must
have revenue assurances from consumers under all circumstances. In the High
Island Offshore System case, the FPC stated in its Order on Rehearing issued
July 30, 1976: '"We find that the rate should be a modified unit-of-transpor-
tation rate with a demand charge. This will provide a sufficient revenue to
cover service on the debt and operating expenses but will not place the entire
risk upon the shipper.

* % %

Under the rates prescribed above, H10S will have its financial costs and operat-
ing expenses covered regavdless of the amount of gas delivered, but it will bear
the risk of less than 988,000 Mcf flowing each day. The fact that the return

to equity will depend on the actual volumes transported through the facilities
should provide an incentive to the pipeline owners of the project to encourage
dedications and the commencement of flow of dedicated gas."
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All of the aforementioned concepts apply implicitly to PGandE's plant
in service as well as its projects currently under construction. Since PGandE
doesn't finance any single project by itself, the value of its properties sup- .
ports each project from the invester's viewpoint. Backing up that, however,
in the mind of the potential investor is the assumption that should something
go awry with any of our projects, the Company will be able to recover through
rates all necessary and rcasonable costs not recovered through other means.

However, with the utilization of project financing and the separation
of the project from our corporate credit, assurances that a revenue stream will
be provided by end-users must be given explicitly to investors for the tradi-
tional protection they have given up. Absent these assurances, project financ-
ing will be difficult, if not impossible, to achieve, because lenders will look
directly to the sponsor's credit for the return on and of their investment.

Of course, this is only a broad outline. We would like to open a
genuine dialogue with you on this proposed financing technique and the role
ratemaking must play in the financial support. These projects, which are
vital to the State's economic well-being, are far too important to let seman-
tics, lack of communication or misunderstanding cause their delay.or failure.
We would appreciate having the opportunity to discuss these issues with you
in detail at your convenience.

Very truly yours,

STS imav

cc: Cormissioner D. W. Holmes
Commissioner Leonard Ross
Commissioner V. L. Sturgeon
Commissioner William Symons, Jr.
Kenji Tomita, CPUC
Richard D. Graveile, CPUC
Frederick E. John, CPUC
John J. Doran, CPUC
William Press, Director OPR
Bruce Beyaert, Business Task Force
Joseph R, Rensch, Pacific Lighting
A. A. Hunt, Pacific Lighting
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PACIFIC LIGHTING CORPORATION
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November 3, 1976

Commisslonsr Robart hetinovich

Californin, ?ublic Ueilities Commicsicn
California -tat~ Building
3950 McAllister Street

San Francisco, Califernia 94102

Dear Commissioner Batinovich:

This 1s in response to your written statement and questicns presented
te the Energyv and Eavironment Committee of the Business Task Force in
Sacramento on August 26. Before addressing the specific questions, how-
ever, we believe certain basic concepts and terms need to be emphasized
and perhaps more clearly defined.

First, the "all events tariff” is a misnomer. Only reasonable and pru-
dent costs will be covered under the proposed tariffs for our projects
and the equity will not receive a return under specified circumstances
when gas flow is curtailed below certain limits for extended pericds

of time. The cost of service tariff which has Deen proposed is designed
to support project financing, the least costly and mast likely procedure
to 1nsure financing of all the projects necessary to maintain adequate
gds supplies for California. Project financing in turn Tequires com-
tractual obligations from creditworthy parties that they will:

1. Complete the project by providing necessary funds to meet cost
overruns, if any, or in the alternative pgy off the construction
debt.

2. Provide sufficient revenue throughout the life of the project
to service the debt and meet all operating and maintenance expenses.

3. Previde funds to pay off all outstandiag debts shouid the eroject
be abandoned for any reason prior to its axpected life.

The parties wno will be called upon to sign theése contractual obligations
will be Southern California Gas Company and Pacific Gas and Electric
Company. Their creditworthiness will depend on their ability to collect
revenues Frem their cusktomers on a timely basis to meet their ¢tontractual
oblidations to the project. The tariff terms as proposed, if adopted

by the Federal Power Commission and supported by the California PUC,

ve believe, will bring sufficient financial integrity to the progects

to permit them tp be finanted on & project basis at the lowest reason-
able cost to the consumer. Southera California Gas Com@any and the
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ar 50 often that business wants government "out of thes act.”
ces 1t then ack for the pcople to bail it out?

-
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£ 1 o business can survive unless there are customers wiliing to pay
the price for its product and service. A cost of service tariff
docs only thut. 1In no way con this be considered a "bzil ous."
It ic a thuﬁanial tenet of wtility regulaticn that utilities
are eatitled to recover all prudently ! s related
providing sService to conswmers. No cost i
proposed cost of service t&rl?f wiich would not 2l t
be reccouped under a counventional tariff; T tion of
regulatory and thg advance assurances repra 2 e
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rojects. On the contrary, the California ges ities e
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to weet the undisputed needs of their customers. The continuing
risks indicated above are high by traditional utility standerds.
The return. on ecuity of 15% to lCﬁ is not high in light of the risks
involved, the cresent level of interest ratas on long tern debt,
the present heavy demand for capital generally, and the high lever-
age of the projects. Nor is it high when compared to return con
equlty currently proposcd, granted or earned by regulated inter-
state natural gos pipelines which ere going concerns wi genar-
ally significantly lower debt ratios. (See Aupeniin tached. )
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LIQUEFIED NATURAL GAS PROJECTS

COST OF CAPITAL

GOVERNMENT FINANCE

(IN MILLIONS OF DOLLARS)

Construction Year

SN =

Repayment Year

W oNouUl FFwih —

TOTAL

rna

Appendix E

Capital Average

OQutstanding at Capital
End of Year Qutstanding Interest
S 275.6 $ 275.0 $ 13.750
550.0 550.0 27.500
825.0 825.0 41.250
1,100.0 1,100.0 55.000
1,045.0 1,072.5 £3.625
990.0 1,017.5 50.875
935.0 962.5 48.125
880.0 907.5 45.375
825.0 852.5 L2.625
770.0 797.5 39.875
715.0 742.5 37.125
©60.0 687.5 34.375
605.0 632.5 31.625
550.0 577.5 28.875
k95.0 522.5 26.125
L4o.0 467.5 23.375
385.0 412.5 20.625
330.0 357.5 17.87¢5
275.0 302.5 15.125
220.90 247.5 12.375
165.0 192.5 9.625
110.0 137.5 6.875
55.0 82.5 4.125
- 27.5 1.375
$687.500
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D and E:

Appendix F

SOURCE OF DATA FOR COST OF CAPITAL

Following are the sources of the data used in Appendices C,

Periods -- Four-year construction and twenty-year repayment
periods are specified in the sponsors' applications filed
with the FPC. These periods for the two projects will
probably not occur simultaneously; however, to simplify

the cost computations concurrence is assumed.

Rates of Return -- The following rates of return are
specified in the PGEE letter of November 5, 1976 to the
PUC (Appendix B): bonds -- 10 percent; preferred after
income tax -- 10 percent; conventional common after income
tax -- 15 percent; and project common after income tax --
16 percent. The 5 percent government bond rate used in
Appendix E is slightly above recent rates of the State of

California general obligation bond issues.

Combined Income Tax Rate -- The 50 percent rate was

specified in the above letter.

Total Investment -- Excluding the investment in the
Indonesian liquefaction facilities and ships, which are

to be provided from external sources, capital needs of

F-1
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$1.156 billion were stated in the report entitled The Role

of Gas in Southern California's Economy by Pacific Lighting

Corporation. To simplify computations this amount was

rounded to $1.1 billion.

Timing of Capital Needs -- It was assumed that one-fourth
of the total capital needs would be provided at the

beginning of each of the four construction years.

Distribution of Capital -- The types of investment
securities and the composition of the total capital for
both the conventional and project finance methods are

from the PGEE letter in Appendix B.
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PROJECT ORGANIZATION

The project sponsors, PLC and PGEE, have each created
several subsidiary companies which in turn have formed partner-

ships to perform the various project activities. Following are

the entities and their functions: B

Project Operations

- Pacific Alaska LNG Associates, a partnership formed to
purchase natural gas, to own and operate gas transmission
lines and liquefaction plant at Cook Inlet, Alaska, to
contract for the transportation and regasification of LNG
and to sell gas to PGEE and to Southern California Gas

Company (So Cal Gas).

- Pacific Marine Associates, a partnership formed to

transport LNG.

- Western LNG Terminal Associates, a partnership formed

to own and operate LNG terminal complexes in California.

- Pacific Indonesia LNG Company, a California corporation
jointly owned by PLC and PG&E, has contracted (1) to
purchase LNG from Pertamina, the Indonesian government-
owned oil and gas company, (2) to transport and regasify

the LNG and (3) to sell the gas to So Cal Gas and PGS&E.

G-1
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Affiliated Companies

Alaska California LNG Company, a subsidiary of PG&E,
and Pacific Alaska LNG Company, a subsidiary of PLC,

are the partners of Pacific Alaska LNG Associates.

Pacific Gas Marine Company, a subsidiary of PG&E, and
Pacific Lighting Marine Company, a subsidiary of PLC,

are partners of Pacific Marine Associates.

Pacific Gas LNG Terminal Company, a subsidiary of PGSE
and Western LNG Terminal Company, a subsidiary of PLC,

are the partners of Western LNG Terminal Associates.

So Cal Gas, the principal subsidiary of PLC, is a public
utility engaged primarily in the purchase, distribution
and sale of natural gas, including wholesale to San Diego

and Electric Company and the City of Long Beach.
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cc:

Members of the Legislature

Office of the Governor

Office of the Lieutenant Governor
Secretary of State

State Controller

State Treasurer

Legislative Analyst

Director of Finance

Assembly Office of Research

Senate Office of Research

Assembly Majority/Minority Consultants
Senate Majority/Minority Consultants
California State Department Heads
Capitol Press Corps



