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Writer’s Direct Contact


(202) 887-1506


RLoeffler@mofo.com

By Facsimile

Senator John Torgerson, Chair

Alaska State Legislature

Joint Committee on Natural Gas Pipelines

State Capitol

Juneau, AK 99801-1182


RE:
Letter of July 23, 2001 from the


Alaska Joint Committee on Natural Gas Pipelines

Dear Senator Torgerson:

John Katz and Attorney General Bruce Botelho have asked me to address the questions raised in the July 13th letter of the Alaska Joint Committee on Natural Gas Pipelines.  We will set forth our initial views on the important and complex questions you raise.  They are my views based on what we know today and not necessarily the views of the Administration.

A.
Background


1.  Under the Natural Gas Act, the FERC grants certificates of public convenience and necessity for all interstate gas pipelines.  Thus, it regulates not only the charges for transportation (tariffs) but also whether the pipeline can be constructed, can operate and can abandon service.  Although the FERC has moved to simplify the process for permitting new pipelines in recent years, generally the FERC reviews the proposed facilities, markets, transportation charges, financial arrangements and environmental impact of proposed new gas pipelines.  Its regulation is comprehensive, accordingly.


2.  Under the Interstate Commerce Act, the FERC regulates only the rates that oil pipelines charge for interstate shipments of oil.  It does not grant certificates of public convenience and necessity to oil pipeline companies and it generally has no jurisdiction over their facilities.  For example, interstate oil pipelines can initiate and abandon service without FERC permission.  Thus, the FERC’s jurisdiction is limited.


3.  Regulation of gas pipelines has been the FERC’s daily business since 1938.  Oil pipeline tariff regulation was transferred to the FERC in 1977 when the FERC and the Department of Energy were created.  Oil pipeline regulation is not in the mainstream of the FERC’s daily business; one FERC official described its oil pipeline ratemaking responsibilities as “the crazy aunt in the attic.”


4.  The Alaska Natural Gas Transportation Act of 1976 was passed to expedite and simplify the processing for selecting and permitting a gas pipeline to transport natural gas from the North Slope to domestic US markets.  As evidenced by the September 20, 1977, Agreement on Principles with the Government of Canada, the pipeline was expected to begin initial operation by January 1, 1983.  Efforts to finance and build the Alaska segment were suspended in the spring of 1982.  Many have asked whether the 1976 statute is still good law. In 1992, two sections of it were repealed; the rest was not.  In January, 2001, the FERC staff issued a report that examined the interaction of the 1976 statute and the Natural Gas Act but reached no definitive conclusions.


5.  In many statutes and regulatory contexts, the Federal government has recognized or been asked to recognize the special circumstances that face Alaska projects.  Thus, while I will discuss issues of federal natural gas pipeline law, I caution that much of that law has been developed in a lower 48 context.

B.
State Access for In-State Demand


1.  The accepted view is that federal jurisdiction over interstate gas pipelines is plenary and pre-emptive.  If an interstate gas pipeline also transports gas for uses within the same state, LoVaca, held that the Federal Power Commission (now the FERC) has jurisdiction over the entire stream of gas, leaving no role for state regulation.  Thus, under the Natural Gas Act, the FERC would determine the rates and charges for transportation of natural gas on the pipeline within Alaska as well as to the lower 48.  I believe the FERC would decide whether and where the pipeline could be “tapped” for deliveries within Alaska.  The RCA would have jurisdiction over the lateral pipelines that might connect with the taps provided those pipelines would serve intrastate markets exclusively.  Thus, the rates and charges for a lateral pipeline to Fairbanks or Southcentral would be determined by the RCA.  It also would issue a certificate of public convenience and necessity for the lateral upon proper application.  As for a spur line to Valdez, the relevant question would be whether it would be for exclusively intrastate use or for combined use for intrastate and interstate (or foreign ) commerce.  A combined use pipeline would be subject to FERC’s authority under Section 7 of the Natural Gas Act if for interstate use (e.g. shipments to California) or Section 3 of the Natural Gas Act if for foreign commerce.  


2.  Under Section 13(b) of ANGTA, Alaska has special rights to serve in-state needs with its royalty gas.  Section 13-B provides:

“The State of Alaska is authorized to ship its royalty gas on the approved transportation system for use within Alaska and, to the extent its contracts for the sale of royalty gas so provide, to withdraw such gas from the interstate market for use within Alaska; the Federal Power Commission shall issue all authorizations necessary to effectuate such shipment and withdrawal subject to review by the Commission only of the justness and reasonableness of the rate charged for such transportation.”  


Alaska has rights under Section 13(b), assuming an appropriate royalty contract for in state use, to require FERC to establish a tap at a location that ‘effectuates” the shipment and withdrawal of the gas. FERC also must set a just and reasonable rate for the transportation of that gas to the tap point.  I do not believe that FERC or the owners of a pipeline could frustrate these rights by refusing to allow intrastate shipments of royalty gas.  If there is any question about the continuing viability of the 1976 statute, reenactment of Section 13(b) would provide assurance that Alaska would have access to its own gas.


3.  Setting Section 13(b) aside, the issue becomes less clear.  Upon a showing of need and the overall public interest, the FERC has the authority to order the pipeline owners to establish a tap for withdrawal of gas within Alaska even if they object.  Conversely, if the FERC found the absence of need or the public interest in allowing withdrawal instate, it could hypothetically, under the Natural Gas Act, rule against such withdrawal.  I must quickly add that the FERC has been quite sensitive to pipelines serving established needs and would not automatically reach the conclusion that it would reach an unfavorable conclusion in the absence of Section 13(b).  In terms of the criteria for establishing a mid-route delivery point, the FERC would hear the pipelines sponsors views and also those of the proponents of a mid-route delivery point.  I would think they would focus quite intensely on the present and future need for such service.  A related issue would be the complexity or not of building the “tap” at the time that the pipeline is constructed or later.

C.
Regulation of In-State Tariffs and Prices


I believe it to be correct that under the Natural Gas Act the FERC would set the rates for shipments within Alaska on an interstate gas pipeline under the authority of the LoVaca case.  That is also the case, I believe, under the ANGTA.  I know that the reason the State sought 13(b) was because it appeared that FERC would have clear authority to set the rates for such intrastate shipments.  The State also successfully argued to the FERC in the late 1970’s that the tariff should be established upon a mcf mile basis as opposed to a zonal basis to facilitate intrastate shipments.


Even though gas would be transported through the Alaska segment, the Canadian segment and lower 48 pipelines, I believe that there would be separate pipeline tariffs for each segment.  This was proposed and approved for the ANGTS.  Thus, the Alaska segment tariff for ANGTS was based on the volume of usage and the mileage respective shipments of gas were transported.  The sponsors of the pipeline had proposed a zonal method and the State urged, over their opposition, the more favorable mcf/mile method.  Under this method, in-state shipments of gas would pay a charge reflecting the ratio between the product of the miles the intrastate volumes traveled times those volumes and the product of the total miles within Alaska and volumes shipped within Alaska.  This is the precedent.  It is not known what the basis of its tariff would be for a new project.  That would depend in the first instance on the project sponsors but would be subject to review by the FERC. 


Given that there would be separate tariffs for the Alaskan, Canadian, and lower 48 segments, only the users of those segments would pay the tariffs.  Thus, only gas that traveled through Canada and further south would pay the costs of the Canadian and lower 48 segments.  In state gas should pay costs reflective of instate use, not costs associated with pipeline segments not used.


The RCA would establish the rates for in-state laterals dedicated to in-state need as discussed above.  I defer to the representative of the RCA as to how they would set that rate.


One major point of difference from the regulatory context that existed at the time of ANGTS is that the federal government no longer regulates the price of gas sold in interstate commerce.  The FERC regulates only the transportation charge.  Thus, the owners of the gas, including the state, could sell it for whatever price they could negotiate.  The RCA has jurisdiction to set the ultimate price paid by retail users through its regulation of the distribution company, including, for example, the price paid in Fairbanks.  Again, I defer to the representative of the RCA for discussion of its powers and jurisdiction.

D.
Regulation of an All-Alaska Pipeline


Let me take an All Alaska/Asia only pipeline.  The Federal government has jurisdiction over exports and imports of natural gas under Section 3 of the Natural Gas Act.  This is a separate source of authority from its authority over domestic interstate gas pipelines which arises from Section 7 of the Natural Gas Act.  The courts have upheld a distinction between “interstate” commerce (Section 7) and “foreign” commerce (Section 3).  Parts of the jurisdiction are with FERC and parts are with DOE.  In the 1980’s, the Yukon Pacific project received authorization under Section 3 for an all export project.  In the case of Yukon Pacific, the Department of Energy granted the permission to export and imposed conditions relating to reporting of sales prices and quantities, environmental compliance and impact upon the ANGTS and limited recovery of project costs from US consumers unless the costs relate also to supply gas to US consumers.  The FERC later granted parallel authorizations under Section 3 for the siting, construction and operation of the LNG facility.


If the gas were liquefied at Valdez and shipped to California, the FERC would exercise jurisdiction just as it would for an overland project.  Indeed, the El Paso Alaska LNG project proposed to do exactly that in the mid-1970’s and its application was consolidated with those of the Arctic Gas and Northwest projects for comparative hearing at the FERC.  The State endorsed the El Paso project as best for Alaska.


If the gas were shipped from Valdez to Mexico and regasified there for reshipment to California, FERC would have jurisdiction at least under Section 3 for the import into California and the export from Alaska.  It is less clear whether FERC would assert Section 7 jurisdiction over the Alaska facilities by viewing them as part of an integrated interstate natural gas project.  The answer might depend upon the ownership and regulatory status under Mexican law of the appurtenant facilities there. 

E.
Regulation over Hubs


Your letter discusses FERC regulation over hubs referencing the Gulf of Mexico.  We have looked briefly at the FERC orders on this subject and they appear to apply a functional test on what is “gathering” and what is “transportation.”  As you may know, the Congress exempted from FERC regulation “production and gathering” of natural gas.  The traditional standards applied by the FERC would not appear to classify a pipeline that runs several hundred miles from the Prudhoe Bay field to Fairbanks as a gathering line although the FERC has not been presented with this question.  The Gulf of Mexico precedent does not appear comparable because the cases generally involve multiple gas collection lines that feed into one or more offshore collection points where other activity (e.g., compression) takes place.


We have not analyzed the legal or policy issues that arise from statutory or regulatory changes related to creating a hub at Fairbanks and initiating FERC jurisdiction at that point. 

F.
Regulation as a Common Carrier


I know of no instance where the FERC has regulated a gas pipeline as a common carrier.  The Natural Gas Act does not give the FERC express authority to so regulate and contains some language to the contrary.  The FERC in a series of orders in the late 1980’s transformed the lower 48 gas pipeline industry by imposing open access requirements that are akin to but stop short of common carrier requirements.  It is noteworthy that Section 13(a) of ANGTA bars discrimination against shippers who do not own an interest in the pipeline.

G.
Regulation under the NGA or ANGTA


The Committee asks what authority the FERC has to consider a competing application for delivery of North Slope gas under either ANGTA or NGA over either the Alcan route or an “over the top” route.  Under ANGTA, the President was required to select both a person and a route for building the Alaska gas pipeline.  The President’s Decision made both choices.  That Decision would appear to foreclose under ANGTA, as it stands, a fundamental change in the route for the pipeline.  Thus, under ANGTA, an over the top route is precluded.  The September 20, l977 Agreement on Principles with Canada is to the same effect.  The Decision selects the Alcan Pipeline Company as the person to construct and operate the Alaska segment of the ANGTS but provides that Alcan must be open to ownership by all persons without discrimination except producers of natural gas.  The producer exclusion was later modified.  On its face, ANGTA would appear to bar a person other than the Alcan from claiming the preferential rights that ANGTA grants.


For the answer under the Natural Gas Act, I would refer the Committee to the FERC Staff Memorandum of January 18, 2001, and to the FERC itself.  The Memorandum contains the most exhaustive treatment of the issues arising from the interrelationship between the Natural Gas Act and ANGTA.  It is, however, only the view of the staff and not the view of the Commission itself.  Because the Commission has not spoken and no court has addressed the issue head on, the best way to resolve the uncertainty may be through further legislation.  I would note that President Carter’s Decision, ANGTA, the Agreement on Principles with Canada and the related regulatory and permitting decisions were directed at a project that was contemplated to be in service in the early 1980’s.  Except with respect to the fundamental decision as to route, my personal view is that many of those decisions are outdated and it is unreasonable to expect, and beyond the contemplation of the decision makers at the time, that those decisions would continue to control two decades later for a project that failed.

H.
Upstream Access


In recent years open seasons have been conducted both by sponsors of new pipelines and existing pipelines that are planning expansions.  By asking for shipper commitments to the new or expanded capacity, the pipeline owners are able to demonstrate to the FERC the need for the new capacity and also arrange financing based upon the shipper contracts.  The FERC has issued a number of rulings dealing with issues such as the length of the open season, claims of discrimination, etc.  The FERC jurisdiction is based upon its jurisdiction over natural gas companies, i.e., companies that engage in the interstate transportation of natural gas.  Until a company becomes a natural gas company, the FERC has no jurisdiction over its practices.  Once, however, that hypothetical company files its application with the FERC, the FERC can be expected to review the terms and conditions of the shipper arrangements for compliance with its policies.

I.
Initial Open Season


I believe there is no requirement that an initial open season be conducted before filing an application.  The applicant, pursuant to the Commission’s regulations, must, however, demonstrate that there is a need for the service which typically is demonstrated through shipper arrangements.  We believe that a demonstration may be made through other means such as a market study.  Historically, applications were processed without there even having been an open season.  The FERC’s regulations do not require an open season per se but only a demonstration of need, etc.  FERC has control over the open season either because the company is already a natural gas company (an existing pipeline, e.g.) or because the application will later come before the FERC (not an existing pipeline) and the applicant therefore will conduct the open season with an eye to the later regulatory process.  The FERC probably could issue a declaratory order about the nature of an Alaska gas pipeline’s open season but it could not “control” the season in advance of having jurisdiction over an existing natural gas company.  Thus, the FERC probably cannot issue an order delaying the open season or requiring that it be non-binding, again assuming that a natural gas company is not involved.


The nature of an Alaska gas project is such that it will receive scrutiny from both the FERC and the Federal antitrust agencies.  Thus, issues about the terms of access, producer ownership, and specific terms and conditions can be expected to receive close scrutiny from those agencies.  As the law stands today, no pipeline sponsor can reasonably expect to lock up capacity unfairly in an early open season and also to lock the regulatory and antitrust agencies out of their oversight roles.  Having said that, the project sponsors  likely will in the first instance set the terms of their open seasons.  I have no specific knowledge of their plans as to the duration of contracts, auctioning access, etc.

J.
Expansion Open Season


We believe based upon the Otter Tail case that the FERC if it found true anticompetitive behavior could as a remedy force the expansion of an existing pipeline.  In addition, Section 7(a) may be read as granting FERC power to order expansion of a pipeline’s facilities unless to do so would impair the ability of the company to render adequate service to its customers.  We have not yet researched the questions relating to whether FERC has ordered expansion of any pipeline and the circumstances of any such order, and we defer to the FERC representatives for their views on these subjects.


The conditioning plant was included within the definition of the ANGTS by the waiver of laws signed by President Reagan.  There were two reasons.  One was to give the plant the benefit of the expedited permitting and limitation of judicial review.  The other was related to the then existing system of pricing natural gas.  That system has been repealed.  In addition, my understanding is that there may be more than one conditioning plant.


We have reviewed the current practice of the FERC with regard to rates for incremental facilities on gas pipelines.  Our understanding of FERC’s most recent policy is that the person causing the expansion should be responsible for the costs of that expansion.  This is an incremental as opposed to a rolled-in pricing approach.  Some have questioned whether this approach is consistent with the FERC’s approach to the parallel issue in electric transmission and asked whether the FERC should reconcile and adjust these policies.  It could be argued that given the need for new pipeline and transmission facilities that a rolled-in pricing approach would provide an incentive for needed expansion.


All of this assumes that the conditioning plant is part of the gas pipeline.  If it is a production facility, then the question would become one of either state law, regulation or private contract.  Also, the open season issues under federal regulatory law would never arise.


I hope that our views are helpful to the Committee.  As is often the case when Alaska is involved, many of these issues are issues of first impression that do not yet have definitive answers.  These are important issues for Alaska and I am sure that they will continue to receive close attention and further study by those involved in the gas pipeline effort.

Respectfully submitted,

Robert H. Loeffler

cc:
Bruce Botelho


Attorney General


State of Alaska


John Katz, Esq.
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