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I. INTRODUCTION

This section of Recent Developments in Texas and United States Energy
Law consists of selected discussions and articles regarding recent case
law, legislation, and regulations that affect the energy industry.' The first
section, focusing on Texas, contains short summaries of recent Texas
appellate court decisions and an article by Diana Liebmann discussing
the implementation of Competitive Renewable Energy Zone (“CREZ”)
legislation, which will increase wind power generation in Texas and
facilitate its transmission to major markets. The second section focuses on
national issues including summaries of several recent federal court
decisions and three articles on issues of national significance for the
energy industry. Philip Peacock discusses the formation, advantages, and
disadvantages of the master limited partnership (“MLP”) structure that
many oil and gas companies have adopted for certain assets, as well as
some current challenges facing the MLP market. Jim Prince discusses
recent changes by the Securities and Exchange Commission to the rules
for reporting of oil and gas reserves estimates. Finally, Evan Turgeon
makes a critical examination of the biofuels requirements in the

1. The content of the Recent Developments section is provided for general information
purposes only. The case summaries and short articles may serve as a useful starting point in the
legal research process but are not intended as a substitute for primary research of the laws of the
jurisdictions discussed.
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government’s Renewable Fuels Standards program and explores
potential effects for the oil and gas industry.
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II. RECENT DEVELOPMENTS IN TEXAS ENERGY LAW

A. Texas Oil, Gas, and Energy Case Summaries

1. Wagner & Brown, Ltd. v. Sheppard, No. 06-0845, 2008 WL 4958501
(Tex. Nov. 21, 2008).

Issue: Does termination of an oil and gas lease on land that is part of a
pooling agreement terminate participation in the pooled unit?

This is the first case in which the Texas Supreme Court has addressed
how a pool of producing properties is affected if a lease in that pool
expires. The plaintiff, Sheppard, was a 1/8th mineral interest owner in a
62-acre tract in Ushur County. She had brought a declaratory judgment
action against Wagner & Brown claiming that, when the lease on her
tract had terminated, a signed pooling agreement that included her tract
had also terminated. The trial court granted summary judgment for
Sheppard, and the Texarkana Court of Appeals affirmed. The Texas
Supreme Court, however, reversed and remanded.

Sheppard leased her mineral interests to C.W. Resources. In
September 1996, C.W. Resources entered into a pooling agreement with
Wagner & Brown and eight adjoining landowners. Soon afterward, two
gas wells were completed and began producing. Both wells were
physically located on Sheppard’s tract but, pursuant to the pooling
agreement, she had to share proceeds with the other tracts in proportion
to acreage.

In September 2000 Wagner & Brown took over as operator of the
pooled unit and discovered that Sheppard had not been paid royalties
within 120 days of first gas sales, as required by a clause in her lease. The
lease consequently terminated in 1997. The question for the court was
thus whether termination of the lease also terminated Sheppard’s
participation in the pooled unit. In an 8-0 decision the court determined
that it did not. If her participation terminated, Sheppard would be
entitled to 1/8th of all of the production (less her share of costs of
production and marketing) from the two wells since 1997, rather than
1/8th of only 51.3% of that production (the proportion her land bore to
the total acreage of the pooling unit).

The court, on principles of contract, held that lease termination did not
terminate participation in the pooled unit because the lease and the unit
agreement pooled certain “premises” and “lands,” rather than just the
leasehold interest.

While the court stated that “a lease is not necessarily required for
pooling,” it left open the possibility for pooling agreements to end upon
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cancellation of a lease if such termination is explicitly included in the
pooling agreement language.” The court also held that Wagner & Brown,
based on principles of equity, may be able to recoup from Sheppard pre-
termination lease expenses such as drilling costs, and the case was
remanded to the trial court on this issue.

2. Sonat Exploration Co. v. Cudd Pressure Control, Inc., 271 S.W.3d 228
(Tex. 2008).

Issue: How is choice of law determined for a Master Service Agreement for
oilfield services when not explicitly stipulated in the agreement?

Last November, the Texas Supreme Court decided this case
highlighting the importance of carefully drafted choice of law provisions
in Master Service Agreements (“MSAs”) between oil companies and
oilfield service providers. Sonat Exploration signed an MSA with Cudd
Pressure Control to govern oilfield services in at least four potential
jurisdictions. The agreement contained a choice-of-law provision
stipulating that maritime law would apply to offshore operations in
navigable waters and that Texas law would apply to all operations on
land in Texas and New Mexico. The MSA made no mention of what law
would apply to operations in Louisiana.

In October 1998 an explosion at one of Sonat’s Louisiana wells killed
seven workers, including four Cudd employees. Survivors of the workers
sued Sonat and Cudd in Texas, and Sonat sought indemnity from Cudd.

Texas law and Louisiana law are in conflict regarding the validity of
oilfield services indemnity clauses. Under Texas law, oilfield indemnity
clauses will be valid if they are mutual and supported by liability
insurance.” Under Louisiana law, however, such clauses are not valid if
the party seeking indemnity was negligent or strictly liable." Due to the
conflict, a determination of what law applied to the Louisiana operations
under the MSA became essential to determining whether Cudd owed
Sonat indemnification.

The Texas Supreme Court began its analysis by applying § 188 of the
Restatement (Second) of Conflict of Laws, which states, “an issue in
contract [is] determined by the local law of the state which, with respect
to that issue, has the most significant relationship to the transaction and
the parties.” In determining this, the Restatement takes into account: the
place of contracting; the place of negotiation; the place of performance;

2. Wagner & Brown v. Sheppard, No. 06-0845 2008, WL 4958501 (Tex. Nov. 21, 2008), at *3.

3. TEX. CIv. PRAC. & REM. CODE ANN. § 127.005 (Vernon 2005); Ken Petrol. Corp. v.
Questor Drilling Corp., 24 S.W.3d 344, 346 (Tex. 2000).

4. See LA.REV. STAT. § 9:2780 (2005).

5. RESTATEMENT (SECOND) OF CONFLICT OF LAWS § 188(1) (1971).
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the location of the subject matter; and the domicile, place of
incorporation, and place of business of the parties.’

The court held that none of these factors were dispositive with regard
to the MSA, however, because the agreement was negotiated by each
company from its home state and contemplated work in many states, and
both companies were Delaware corporations (but obviously never
contemplated oilfield work there). While the Court of Appeals held that
place of performance was dispositive, the Supreme Court noted that the
Restatement explains that place of performance is only of “paramount
importance” when the services called for by a contract are to be rendered
in a single state.”

With its § 188 analysis yielding no result, the Supreme Court looked to
§ 6 of the Restatement, which states that protection of the justified
expectations of the parties should be the most important factor to be
considered in determining the applicable law." Following this rationale,
the court surveyed other language in the MSA and held that the parties
had intended Louisiana law to apply to the operations in Louisiana. It
based this on the parties’ inclusion in the MSA of a clause stipulating that
Sonat would be an additional insured under Cudd’s insurance policies for
all work in Louisiana. The court reasoned that the “only explanation is
that the parties expected their cross-indemnities might not be enforceable
[in Louisiana],” which would only result if Louisiana law applied.” While
Sonat argued that the additional-insured provision was inserted simply as
a belt-and-suspenders provision to make sure indemnity occurred, the
court rejected this argument holding that “both belt and suspenders are
unnecessary unless a person expects trouble with one of them.”"

After deciding that Louisiana law applied, the court remanded the case
to the trial court to determine whether Sonat had been negligent in the
explosion, which will determine whether its indemnity claim is ultimately
void under Louisiana law. (In an additional holding not summarized here,
the court ruled that although, in a prior agreement with Sonat, Cudd had
waived its argument that Louisiana law should apply to its claim, this did
not preclude Cudd from benefiting from a reversal of the judgment for
Sonat after the issue was raised by Cudd’s liability insurer who intervened
on appeal.)

6. Id. at § 188(2).

7. Sonat Exploration Co. v. Cudd Pressure Control, Inc., 271 S.W.3d 228, 234 (Tex. 2008).
8. RESTATEMENT (SECOND) OF CONFLICT OF LAWS §§ 188 cmt. B, 6(2)(d)-(e).

9. Sonat Exploration Co.,271 S.W.3d at 235.

10. Id.



Recent_Developments_Final.doc 6/4/2009 4:27:33 PM

368 TEXAS JOURNAL OF OIL, GAS, AND ENERGY LAW [Vol. 4

3. Blackmon v. XTO Energy, Inc., 276 S.W.3d 600 (Tex. App.—Waco
2008, no pet.).

Issue: Is a gas well that is shut in pending new processing improvements
capable of producing in paying quantities?

The plaintiffs, the Blackmons, filed a declaratory judgment action
against XTO Energy alleging that an oil and gas lease between the two
parties had expired because the well was shut in. After making a
distinction between “paying quality” and “paying quantity,” the court
held that the lease had not terminated because the well was still capable
of producing in paying quantities while shut in and granted XTO’s
motion for summary judgment.

The Blackmons’ predecessors-in-interest had leased two tracts of land
to Wessely Energy Corporation (XTO’s predecessor-in-interest) in
January 1983. One of the tracts was pooled with other lands leased by
Wessely to form the Biggs #1 Well. Production from the Biggs #1 held the
lease past its primary term, but production ceased in April 1997 when the
company purchasing the gas refused to continue purchasing because the
production’s carbon dioxide levels exceeded those stipulated in the
purchase agreement. No royalty payments were made to the Blackmons’
predecessors-in-interest while the well was shut in. In September 1998
Wessely installed an amine processing unit in order to remove the excess
carbon dioxide, and production resumed.

The Blackmons argued that that the lease terminated because the well
was “not capable of producing in paying quantities” from April 1997 to
September 1998 while the well was shut in. They pointed to the standard
from Anadarko Petroleum v. Thompson, under which “a well ‘capable of
producing in paying quantities’ means a well that will produce in paying
quantities if the well is turned ‘on,” and it begins flowing, without
additional equipment or repair.”"’ The Blackmons contended that the
Biggs #1 well did not meet this standard because it was not capable of
producing marketable gas under the contract until “additional
equipment,” namely the amine processing unit, was installed.

The court, however, said that “the focus is on whether the well is
capable of producing gas in a marketable quantity, not a marketable
quality.”” The amine unit affected only quality, so, even in its absence,
the well might be capable of producing a marketable quantity of gas.

The court noted that the Anadarko standard requires that the
potential production from turning on the well be profitable: “There must
be facilities located near enough to the well that it would be economically

11. Anadarko Petrol. Corp. v. Thompson, 94 S.W.3d 550, 558 (Tex. 2002).
12. Blackmon v. XTO Energy, 276 S.W.3d 600, 603 (Tex. App.— Waco 2008, no pet.).
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feasible to establish a connection so that production could be marketed at
a profit,” and “income from the sale of the gas must exceed production
and marketing costs.”” The court found that the Biggs #1, which was
connected to a pipeline and capable of producing a high volume of gas at
the wellhead, met these criteria. Any post-production equipment
installed “to refine the raw product to marketable form” was not
considered in the test from Anadarko."”

The court thus held that the Biggs #1 was capable of producing in
paying quantities even while it was shut in and affirmed the trial court’s
order of summary judgment for the defendants. (In a section of the case
not summarized here, the court rejected the Blackmons’ second claim
that failure to pay shut-in royalties should result in termination of the
lease. It held that the lease’s shut-in royalty clause was a covenant and
that suit for money damages, not lease termination, was the proper means
of enforcement.)

4. XTO Energy Inc. v. Smith Production Inc., No. 14-07-00069-CV, 2009
WL 442003 (Tex. App.—Houston [14th Dist.] Feb. 24, 2009, pet.
filed).

Issue: Can parties to a Joint Operating Agreement change their elections to
not participate in the drilling of new wells?

In August 2004 XTO Energy closed an asset purchase agreement with
Chevron whereby it became a non-operating working-interest owner
under a Joint Operating Agreement (“JOA”) to work a prospect called
the Bloomberg Lease. Smith Production was the operator in the JOA.

In June 2004, before XTO had succeeded Chevron’s interest in the
lease, Smith gave written notices of a proposal to drill four more wells on
the lease to all of the non-operating interest owners. On June 17, 2004,
Chevron notified Smith that it did not wish to participate. At this time
elections to participate had been made by all other interest owners. On
June 24, 2004, Chevron sent a letter to Smith indicating that the previous
letter had been sent in error and informed Smith that it wished to
participate.

The parties used a JOA based on an American Association of
Petroleum Landmen template, which stated that after receiving notice of
another JOA party’s intent to drill, parties “shall have thirty days after
receipt of the notice within which to notify the party wishing to do the
work whether they elect to participate in the cost of the proposed

13. Id.
14. Id.
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operation.”” Chevron’s second communication, indicating that it
intended to take part in the drilling, came within thirty days of Smith
giving notification of intent to drill. Smith responded, however, that
Chevron could not revoke its previous election, and, upon XTO
succeeding in Chevron’s interest, Smith applied the non-consent
provision to XTO. In December 2004 XTO filed suit for breach of
contract alleging that Smith had breached by not accepting Chevron’s
notifications that it wished to change its election to participate in the
wells.

As a matter of apparent national first impression, the Houston
Fourteenth Court of Appeals ruled that—absent explicit language to the
contrary—a party to a JOA does not have the ability to change an
election not to participate in proposed drilling after it has given notice of
its election to the proposing party. The court stated that “once a receiving
party timely gives notice of its election regarding the drilling operation by
properly replying within the thirty days, the Notice Period has expired as
to that party.”"

The court rejected XTO’s argument that a party is entitled to change
its election within thirty days after receipt of notice, provided that the
other parties have not materially changed their positions in reliance on
the initial election. The court said allowing such an interpretation would
“introduce uncertainty as to whether each party is a Consenting Party or
a Non-Consenting Party” because it would allow non-consenting parties
to become consenting parties as long as they did so during the 30-day
notice period."”

The court left open the possibility for parties to draft JOAs that
include a mechanism allowing parties to change erroneous elections. This
would apparently require alteration of the model form, however.

(In an additional section of the case not summarized here, the court
considered certain evidence of custom and trade usage from an industry
expert that XTO had submitted. The court ruled that XTO had not
sufficiently proven that the evidence was custom and trade usage, and it
was not taken into consideration in the court’s construction of the
agreement.)

15. AM. ASS’N OF PETROL. LANDMEN, MODEL FORM OPERATING AGREEMENT 610-1982
(1982).

16. XTO Energy v. Smith Production, No. 14-07-00069-CV, 2009 WL 442003, at *5 (Tex.
App.—Houston [14th Dist.] Feb. 24, 2009, pet. filed).

17. Id. at *6.
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Texas not only leads the nation in wind energy generation but also has
set a course toward expanding the amount of wind generation in the state
to take advantage of this abundant natural energy source. Renewable
energy has competed favorably with non-renewable generation resources
over the past several years, as fuel costs for non-renewable generation
have multiplied. Recently, the demand for power and fuel has ebbed with
the downturn of the economic cycle. Given the expected timing of wind-
related statutory and regulatory changes, however, much of Texas’s new
wind generation will be coming on-line between 2012 and 2014, long after
the economic cycle has shifted.

The Competitive Renewable Energy Zone (“CREZ”) legislation—
passed by the Texas Legislature in 2005—recognizes the value of wind
generation by implementing a renewable portfolio standard, which
requires that installed wind generation reach certain levels through
2015." Given the current number of wind projects already underway,
Texas may surpass the 2015 level by 2010. At the time of this article’s
drafting a new legislative session had just begun, which may impact the
work that the Public Utility Commission of Texas (“PUCT” or
“Commission™) is doing in developing and implementing regulations to
meet the legislature’s objectives. As a result, it is possible that new

* Diana Liebmann is a Partner in the Energy and Power Practice Group of Haynes and Boone,
LLP. Ms. Liebmann represents clients in regulatory matters before the Public Utility
Commission of Texas, the Federal Energy Regulatory Commission, the Electric Reliability
Council of Texas, the Southwest Power Pool, and in various state commission proceedings. Ms.
Liebmann represents clients in corporate and transactional matters, including project
development, and in drafting and negotiating power purchase agreements for both long-term
and short-term sales including the sale of renewable energy credits.

18. TEX. UTIL. CODE ANN. § 39.904 (Vernon 1998 & Supp. 2007) (codifying the Public
Utility Regulatory Act).
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statutory provisions and regulations relating to CREZ generation or
CREZ transmission will be implemented.

In November 2007 the PUCT released its Interim Order on
Competitive Renewable Energy Zones.” The Interim Order designated
five zones as CREZs. The Commission requested that the Electric
Reliability Council of Texas (“ERCOT”) develop transmission plans to
provide transfer capacity at multiple levels of wind generation. In April
2008 ERCOT released the CREZ Transmission Optimization Study to
identify the key transmission infrastructure.” In August of 2008 the
PUCT issued a Final Order designating CREZs and adopting a
transmission plan, and it issued its Order on Rehearing in October of
2008 providing additional clarification as to the CREZ developers.

The Commission’s Final Order results in large transmission build-outs
to accommodate tens of thousands of megawatts (“MW”) of new wind
generation in Texas. Construction of this transmission will be the largest
coordinated transmission build-out that ERCOT has undertaken. This
new CREZ-related transmission will enable wind generation from wind
rich areas of Texas to access the more densely populated areas in the
ERCOT market, resulting in fuel cost savings and lower overall costs for
generation. As a result, the CREZ process is not only about new wind
generation but is also about readying ERCOT’s transmission
infrastructure to support this new generation and benefiting the market
and end-consumers by diversifying the generation portfolio. The
substantial additions of wind generation will result in Texas consumers
enjoying energy-cost savings that are projected to outweigh the cost of
building this new transmission within the first 17 months of the wind
generation being on-line.”

The Public Utility Regulatory Act (“PURA”) charges the PUCT with
implementing statutory requirements to increase wind generation and to
provide transmission for certain competitive renewable energy
generation.” The PUCT has made decisions that, following the
completion of multiple additional Commission proceedings, will result in
the construction of transmission to serve 12,000 MW of new wind
generation and provide needed transmission to more than 6,000 MW of

19. See Pub. Util. Comm’n of Tex., Interim Order on Reconsideration, Docket No. 33672
(Nov. 11, 2007) [hereinafter Interim Order].

20. See Pub. Util. Comm’n of Tex., ERCOT’s CREZ Transmission Optimization Study,
Docket No. 33672, at 10 (Nov. 6, 2007).

21. See ELEC. RELIABILITY COUNCIL OF TEX., ANALYSIS OF TRANSMISSION
ALTERNATIVES FOR COMPETITIVE RENEWABLE ENERGY ZONES IN TEXAS 46 (2006),
available at http://www.ercot.com/content/news/presentations/2006/ATTCH_A_CREZ_Analysis
_Report.pdf; see also Pub. Util. Comm’n of Tex., Rebuttal Testimony of Brendan Kirby, Docket
No. 33672, at 16 (Nov. 6, 2007).

22. TEX. UTIL. CODE ANN § 39.904(g).
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existing or “base case” generation. This article will discuss the decisions
made by the Commission to date and the additional regulatory
proceedings and decisions necessary to reliably achieve both growth in
wind generation development and the expanded transmission capacity
this new generation will require.

Only two of the necessary proceedings have actually been finalized.
The first proceeding established a rule, PUCT Substantive Rule 25.174
(the “CREZ Rule”), to implement CREZ-related amendments to the
Utilities Code that were adopted in Senate Bill 20 of the 2005 legislative
session. The CREZ Rule provides the road map for the designation of
CREZs and the procedural process for subsequent dockets. Following
the adoption of the CREZ Rule, a contested case was initiated to select
the Competitive Renewable Energy Zones, as required by the rule. The
Final Order was issued in that proceeding on October 7, 2008, but Texas
Industrial Energy Consumers appealed the decision in the Travis County
District Court.” As such, that decision is not yet final.

The second finalized proceeding requires the transmission to be “cost-
effective and beneficial to consumers” in accordance with PURA §
39.904. In the rulemaking initiated to interpret this requirement, adopted
as PUCT Substantive Rule 25.216 (“TSP Selection Rulemaking”), the
Commission determined that competition among transmission service
providers (“TSPs”) would be most “cost-effective and beneficial.”* The
TSP Selection Rulemaking required that each TSP submit a CREZ
Transmission Plan Proposal that includes the CREZ facilities the TSP
seeks to build.” In submitting its proposal to the PUCT, a TSP must
include very detailed information, though not in accordance with any
specific format. The rule requires the information to be submitted to
include: (1) the process by which the TSP will prepare its Certificate of
Convenience and Necessity (“CCN”); (2) descriptions of the actual
facilities including types of towers to be used; (3) right of way widths; (4)
discussion of the capability and experience of the interested TSP that
would enable it to comply with PUCT and ERCOT rules and regulations;
(5) a discussion of business practices; (6) prior violations by the interested
TSP; and (7) the estimated costs in current dollars for the engineering,
procurement, and construction.”” Another key requirement for a TSP is

23. Tex. Indus. Energy Consumers v. Pub. Util. Comm’n of Tex., No. D-1-GN-08-004631
(419th Dist. Ct., Travis County, Tex. filed Dec. 22, 2008).

24. See 16 TEX. ADMIN. CODE § 25.216(d) (2009) (Pub. Util. Comm’n of Tex., Selection of
Transmission Service Providers).

25. Id. § 25.216(c)-(d).

26. Id. § 25.216(e).
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the demonstration of the financial capability to own, operate, and
maintain transmission facilities in the ERCOT market.”

The TSP Selection Rulemaking was completed on May 22, 2008, and
the rule was not appealed. Following completion of the TSP Selection
Rulemaking, the Commission initiated a contested case to implement the
rule and select the TSPs in accordance with the rule. That case, PUCT
Docket No. 35665 (the “TSP Selection Docket”), has not yet concluded.

Before construction of transmission can begin, several dockets will
have to be initiated and completed. The contested case to determine TSP
Selection must be finalized. A Final Order was issued in Docket No.
35665 on March 30, 2009, and the Order on Rehearing was adopted on
May 8, 2009, but it is expected that additional motions for rehearing and
appeals will be filed. Each selected TSP must file a CCN case to receive
authorization from the PUCT in order to own and operate designated
transmission lines. The Lower Colorado River Authority has already
filed the first CCN application in Docket No. 36686, but many more will
follow. The rulemaking relating to the dispatch of CREZ generation on
these new CREZ transmission lines must also be completed, and, finally,
the contested case designating which wind generators are entitled to
dispatch priority must be completed.

I. BRIEF HISTORY OF THE CREZ PROCESS

The amount of wind energy developed in Texas has surpassed that of
all other areas of the country for roughly two years. However, although
Texas’s wind energy portfolio is rapidly growing, it faces a substantial
hurdle commonly called the “chicken and egg” conundrum. Wind
generation can be sited quickly but the transmission capacity required to
accommodate that wind generation takes substantially longer to build. As
a result, developers recognize that if they build wind facilities, they may
not have adequate access to transmission for some period of time.
Transmission construction can take years to complete, so this period can
be very lengthy. The decision to build wind generation facilities thus
depends in part on available transmission infrastructure. Similarly,
transmission infrastructure is not upgraded unless and until there is
enough generation sited to require upgrades. Consequently, the
conundrum arises: transmission upgrades cannot be made until wind
generation is sited, and wind generation cannot be sited because there is a
lack of transmission infrastructure.

One of the reasons Texas has become a leader in wind development is
the passage of legislation instituting a Renewable Portfolio Standard and

27. Id.
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setting forth a plan to overcome this “chicken and egg” situation.
Without a national Renewable Portfolio Standard, decisions have been
left to the states as to the amount of renewable energy to be built. In 1999
the Texas Legislature enacted PURA § 39.904, which mandated a target
for renewable energy generating capacity. By adding § 39.904(g) in 2005
as part of the Senate Bill 20 Amendments, the Legislature asked the
Commission to identify where the best wind resources in Texas are
located, to designate these areas as CREZ zones, and to make sure that
enough transmission is built to move the CREZ wind power from those
areas to market.” At the same time, the Legislature sought to ensure that
the transmission built to serve this new wind generation would be
constructed in the most cost-effective and beneficial manner for Texas
consumers.

The Senate Bill 20 Amendments became effective in 2005, and the
CREZ process did not begin in earnest until January of 2006. The
Commission opened a rulemaking proceeding to determine how best to
accomplish the objectives of the Legislature—especially given the
modified legal standards in PURA § 39.904—and to expedite the
regulatory process associated with the construction of transmission for
wind generation.

It is important to note that during this time, and continuing today,
wind generators have sited generation along transmission lines that could
not accommodate the large influx of generation. As a result there have
been massive curtailments of wind generation at significant cost to
impacted wind generators unable to sell their power while it is curtailed.
Another consequence of this curtailment was that this generation could
not reach load centers, and market prices did not reflect the benefits of
this no-fuel cost generation. This will continue to be the case for
thousands of MW of wind generation in Texas until the CREZ
transmission is energized. Ultimately, the Commission adopted the
CREZ Rule on December 15, 2006, in PUCT Docket No. 31852 as the
road map to the development of wind generation in Texas and to the
provision of transmission service to Texas’s excellent wind resources.”

PURA § 39904 also places corresponding burdens on wind
developers, who will only have access to CREZ transmission if they make
a financial commitment to build wind generation in a CREZ." It is
important to note that other “non-wind” generators in ERCOT are not
required to make any similar type of financial commitment. CREZ wind

28. TEX. UTIL. CODE ANN. § 39.904 (Vernon 1998 & Supp. 2007).

29. 16 TEX. ADMIN. CODE § 25.174 (2009) (Pub. Util. Comm’n of Tex., Competitve
Renewable Energy Zones).

30. TEX. UTIL. CODE ANN. § 39.904.
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developers have been asked to provide this financial commitment
because the transmission is being built to serve their generation. Their
financial commitment ensures sufficient wind generation will be built and
ready to interconnect upon the new transmission’s completion. Under
PURA § 39.904(g), the financial commitment is a required consideration
in selecting a CREZ for designation. Significantly, the access to or use of
CREZ transmission by CREZ developers has yet to be determined and is
the subject of the Dispatch Priority rulemaking in Project No. 34577,
which is currently in process at the PUCT.

II. LEGAL STANDARDS FOR TRANSMISSION

The traditional legal standard for recovery of transmission costs
through electric utility rates ultimately charged to consumers is that the
transmission be demonstrated to be “used and useful”.” That is, the
transmission must be constructed, operational, and able to deliver electric
power to market prior to the Commission approving the utility’s recovery
of transmission investment through rates.

The Commission is charged with granting or denying a transmission
service provider the right to construct transmission pursuant to the CCN
process established in PURA § 37.056 and PUCT Substantive Rule
25.101. If the PUCT does not grant a CCN for a particular transmission
line, the utility will not have the condemnation authority required to get
right of way for new transmission lines. The utility also would not be able
to recover the costs for construction through the statewide cost recovery
mechanism. In traditional contested CCN cases before the Commission,
the “used and useful” standard is applied to the particular transmission
upgrade for which the CCN is sought.

Significantly, the “used and useful” standard will not be applied in the
CREZ CCN cases, though there will still be CCN cases for all of the
transmission upgrades resulting from the CREZ process. To understand
the CREZ process and timing, it is important to understand not only the
CREZ orders and rules but also the transmission approval process. Not
only does the CCN process provide the transmission provider with
certain legal rights to construct and to be eligible to recover costs for
transmission, it also establishes the routing of all the lines. Following
CREZ designation and selection of transmission providers, multiple CCN
cases will have to be initiated and completed prior to construction of
transmission.” It is important to note that in the Order on Rehearing in

31. See 16 TEX. ADMIN. CODE § 25.231(c)(2) (2009) (Pub. Util. Comm’n of Tex., Cost of
Service) (requiring that transmission be “used and useful” prior to including the cost of
transmission in the rate base).

32. Seeid. §§ 25.101 (Pub. Util. Comm’n of Tex., Certification Criteria), 25.174.



Recent_Developments_Final.doc 6/4/2009 4:27:33 PM

No. 2] RECENT DEVELOPMENTS 377

Docket 35665 (selecting TSPs to build CREZ transmission), the
Commissioners determined that the gathering or collection facilities that
bring generation to the CREZ transmission lines are not “CREZ
transmission facilities” and therefore CCNs for such lines remain subject
to the “used and useful” standard in the CCN approval process.

ITI. CONTESTED CASE TO DESIGNATE CREZS
AND TRANSMISSION FOR CREZS

When the Commission adopted the CREZ Rule, the legal standard for
construction of transmission was modified from “used and useful”. While
the “used and useful” standard is helpful in ensuring that only necessary
transmission is built, it also creates the “chicken and egg” problem. To
ensure that transmission would be utilized by CREZ wind developers, the
Commission imposed other standards in the CREZ Rule, including the
following criteria to be considered by the Commission in determining
whether to designate an area as a CREZ:

(A) Whether renewable energy resources and suitable land areas are
sufficient to develop generating capacity from renewable energy
technologies;

(B) The level of financial commitment by generators; and

(C) Any other factors considered appropriate by the Commission as
provided by PURA, including, but not limited to, the estimated
cost of constructing transmission capacity necessary to deliver to
electric customers the electric output from renewable energy
resources in the candidate zone, and the estimated benefits of
renewable energy produced in the candidate zone.”

As a result, in the contested case designating the CREZs in PUCT
Docket No. 33672, the Commission met the standards required by the
CREZ Rule. Consistent with the rule, the final order specified: the
geographic extent of each CREZ, the major transmission improvements
required to deliver the CREZ generation in the manner most beneficial
and cost-effective to consumers, an estimate of the maximum generating
capacity that the Commission expects the transmission to accommodate,
and any other criteria deemed appropriate by the Commission and
consistent with PURA.*

The Preliminary Order adopted by the Commission required that the
testimony filed in the docket address several significant issues, including
the designation of the CREZs, review of financial commitments, the
relevant power region with which the generation should interconnect,

33. Id. § 25.174(a)(4).
34, Seeid. § 25.174(a)(5).
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and the transmission improvements.” The Commission entered an
Interim Order that (1) established the general geographic areas of the
state that will be CREZs; (2) determined the developers that had shown
adequate financial commitment; and (3) made the determination that the
power region the CREZ generation will interconnect with is the ERCOT
power region instead of the Southwest Power Pool.”

The Interim Order also established four scenarios with varying levels
of CREZ MW for which ERCOT would analyze the build-out of
transmission to serve the varying amounts of CREZ capacity:

The transfer capability scenarios set forth below begin at a low for
Scenario 1 of 5,150 MW, which is the shortfall between the 2007
ERCOT base case of 4,850 MW and the 10,000 MW statutory target
for renewable energy provided in PURA § 39.904(a), and a high for
Scenario 3, which is determined by adding the total megawatt
capacity of development proposed for each designated CREZ.
Scenario 4 divides the sum of the total megawatt capacity proposed
for the zones desired by Commissioner Parsley among all the zones
designated by the Commission, with the exception of zone 4 and that
portion of zone 2A that encompasses zone 1.7

The Commission ultimately selected Scenario 2, meaning that roughly
50% of the planned CREZ area generation selected in the Interim Order
will have transmission, provided that non-CREZ developers that did not
participate in the docket do not site their generation along these CREZ
transmission paths.

Scenario 2 (MW)
Zone 2A 3,191
Zone 4 2,393
Zones 5/6 1,859
Zone 9A 3,047
Zone 19 1,063
CREZ transfer capability 11,553
Total transfer capability 16,403

Once the Commission determined the total MW to be served, ERCOT
was ordered to develop transmission plans supporting the Scenarios.
ERCOT’s Transmission Optimization Study, which included base case
and CREZ generation to be served, was filed in the CREZ proceeding by

35. Pub. Util. Comm’n of Tex., Preliminary Order, Docket No. 33672, 2 (Mar. 23, 2007).
36. See Interim Order, supra note 19, at 1-38.
37. Id. at9.
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ERCOT on April 2, 2008. In addition to requesting transmission plans
with infrastructure to support the four Scenarios of CREZ MW, the
Commission had also asked what impact the addition and integration of
new CREZ generation would have on the reliability of ERCOT
operations. General Electric Company performed an ancillary services
study examining the impacts of reliably integrating 15,000 MW of wind
and concluded that such wind penetration could be reliably sustained.

The selection of Scenario 2 resulted in the plan for major transmission
improvements associated with CREZ reflected in Appendix 1, which
follows this article.” The plan incorporates Panhandle areas of the state
previously considered to be in the Southwest Power Pool.

IV. THE TSP SELECTION RULEMAKING AND TSP SELECTION DOCKET

The Commission’s determination that the “most beneficial and cost-
effective” transmission would be achieved through a competitive
selection of transmission service providers led it to adopt a rule that
relates to TSP selection specifically for CREZ transmission.” The
selection of TSPs is to occur in the TSP Selection Docket, a contested
case that has been completed at the PUCT (although the decision is
expected to be appealed).”

Several TSPs presented testimony seeking to be selected for various
transmission projects in the ERCOT Optimization Study, including
incumbent TSPs, electric cooperatives, municipally-owned utilities
(“MOUs”), and new market entrants. Certain projects were designated
“default” projects, as only one TSP sought to build those projects.

No MOUs were selected to build CREZ transmission because the
MOUs took the position that the Commission could not exercise
authority over them, despite the fact that they might have been building
transmission outside of their service territories. It is difficult to determine
the weighting the Commission gave to various TSPs in making the
selection because no uniform filing was required. Testimony from the
TSPs was extremely voluminous and did not lend itself to easy
comparison.

Several primarily incumbent TSPs filed a joint proposal. One, ETT,
had recently been granted a CCN by the Commission, which was later
appealed. The District Court reversed the Commission’s granting of the

38. Appendix 1 provides a list of each transmission improvement and the name of the TSP it
was assigned to.

39. 16 TEX. ADMIN. CODE § 25.216 (2009) (Pub. Util. Comm’n of Tex., Selection of
Transmission Service Providers).

40. Pub. Util. Comm’n of Tex., Commission Staff’s Petition for the Selection of Entities
Responsible for Transmission Improvements Necessary to Deliver Renewable Energy from
Competitive Renewable Energy Zones, Docket No. 35665 (May 21, 2008).
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CCN, stating that a TSP must also have a distribution service territory."
Since new entrant TSPs were selected to build CREZ transmission, that
decision must be either overturned on appeal or harmonized because all
of the new entrant TSPs would be serving transmission customers and not
distribution customers; new entrants will have no distribution service
territory within the state.

V. DISPATCH PRIORITY

The Dispatch Priority Proceeding in PUCT Project No. 34577 is the
rulemaking established by the PUCT to determine if and how CREZ
generators will be given preference in using the CREZ transmission for
which their financial commitments ensured construction. The financial
commitment (to be posted 45 days following the filing of a CCN case) is
required before CREZ transmission can be built, but only for CREZ
generators.” The CREZ transmission, however, will be open to any
generators that seek to use it.

The concept of dispatch priority in § 25.174(e) of the CREZ Rule
seeks to ensure CREZ generators the use of CREZ transmission by
allowing them to be selected first to run. This can be accomplished
through several different mechanisms currently being discussed.

The first is the “do nothing” option. This would entail allowing non-
CREZ generators (that site during and after the building of the CREZ
transmission) to use the transmission and potentially squeeze out CREZ
generators.

A second option is to use Congestion Revenue Rights (“CRRs”) that
are open to auction by CREZ generators to hedge against risk. However,
CRRs are a financial hedge only, and they value the risk with the CRR
payment. As a result, the use of the CRR in this scenario should be a
wash, not providing any true benefit to CREZ generators relating to
CREZ transmission. A CRR also may not compensate a wind generator
for the production tax credit that is lost by having that generator’s wind
turbines idled.

The third option is the Automated Offer Curve (“AOC”) approach.
This would submit varying bid curves for CREZ generators to ERCOT to
ensure that those generators are selected to run first and to allow the
generator to recover the production tax credit.

41. City of Harlingen v. Pub. Util. Comm’n of Tex., No. D-1-GV-08-00253 (345th Dist. Ct.,
Travis County, Tex., Oct. 8, 2008), appeal docketed, No. 03-08-00793-CV (Tex. App.— Austin
Dec. 31, 2008).

42. 16 TEX. ADMIN. CODE § 25.174(c)(6) (2009) (Pub. Util. Comm’n of Tex., Competitive
Renewable Energy Zoness$).
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It is unclear how long a dispatch priority mechanism would be in place.
Although there have now been two workshops as well as comments filed
in the Dispatch Priority Project, no draft rule has been circulated or
proposed for publication. It is unclear when a draft proposal will be
offered, though it is possible that a draft rule will be circulated in June or
July of 2009.

VI. NEXT STEPS

The TSP Selection has been finalized at the PUCT, and the designated
TSPs have one year to prepare their respective CCNs for filing. During
this time, both the CREZ Docket 33672 appeal and the ETT CCN appeal
will continue; the TSP Selection proceeding will also likely be appealed;
and the dispatch priority proceeding will proceed. It is also possible that
this year a dispatch priority contested case will be initiated to designate
which entities will receive dispatch priority and at what level.

With all of these proceedings to follow, it will be challenging to
construct CREZ transmission beginning in 2012, though the transmission
is increasingly needed and the process is steadily moving forward. The
earlier the transmission is completed, the sooner wind generation will be
able to provide downward pressure on generation prices for Texas
consumers in the ERCOT market.
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APPENDIX 1

The following is Exhibit B from the Commission’s Final Order in
Docket 35665. This chart describes all of the transmission projects that
were assigned to Transmission Service Providers in that docket. These
projects will be built in order to bring electricity generated in the CREZs
onto the ERCOT grid and to load.

1/29/09
Description Miles NewlI.Jp.grade Cost Designation | Selected
Existing M) TSP
Default*
300 MVAR Cap . AEP
Bank on Oklaunion New 11.00 deégggéﬁg)** TNC
Upgrade terminal
equipment on Upgrade AEP
Abilene to Mulberry Existing 1.00 Default TNC
138-kV line
Upgrade Abilene
South to Leon 138-
kV line [AEP TNC Upgrade AEP
portion of line as >6 Existing 26.00 Rt TNC
depicted in Oncor
proposal, Map O]
Open the Saps to
Yellowjacket 138-kV 0.00 "
line
Open the Bradshaw
to Winters 69-kV 0.00 e
line
Open the Fort
Stockton to Barilla 0.00 ?NE(I;
69-kV line
Add 138-kV auto at New 4.00 Default Bandera
Bandera
Rebuild Verde
Creek to Bandera 16 New 16.00 Default Bandera
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Add a 345-kV auto
at Whitne

5.00

Default

Brazos

Panhandle A Cto
PanOakMid double-
circuit 345-kV line
(One circuit looping
into Tesla 345 bus.
Line from Tesla to
PanOakMid is 2-
1433 ACSS)
[Panhandle A C to
Tesla portion;
mileage as depicted
in Appendix B of
Lone Star post-
hearing brief]

80

New

136.69

Cross
Texas

PanhandleB B to
Oklaunion double-
circuit 345-kV line
(One circuit looping
into Tesla 345-kV
bus) [Panhandle B B
to Tesla portion; as
depicted in CTO
Study Scenario 4]

105

New

176.72

Cross
Texas

50% compensation
on Panhandle A Cto
Tesla

New

25.00

Cross
Texas

Panhandle B B to
Panhandle B A
double-circuit 345-
kV line

37

New

62.16

Cross
Texas

50 MVAR Reactive
Compensation on
PanhandleB B

New

2.00

Cross
Texas
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Oklaunion to
PanOakMid double-
circuit 345-kV line

62

New

104.16

ETT

Panhandle A C to
PanOakMid double-
circuit 345-kV line
(One circuit looping
into Tesla 345 bus.
Line from Tesla to
PanOakMid is 2-
1433 ACSS) [Tesla
to PanOakMid
portion, mileage as
depicted in Appendix
B of Lone Star post-
hearing brief]

25

New

42.71

ETT

PanhandleA D to
PanOakMid double-
circuit 345-kV line

37

New

62.16

ETT

PanhandleB B to
Oklaunion double-
circuit 345-kV line
(One circuit looping
into Tesla 345-kV
bus) [Tesla to
Oklaunion portion as
depicted in the CTO
study, scenario 4]

45

New

75.28

ETT

PanOakMid to
Central C double-
circuit 345-kV line

117

New

219.96

ETT

50% compensation
on PanOakMid to
Central C

New

60.00

ETT

Tesla 345-kV station

New

20.00

ETT

100 MV AR Reactive
Compensation on
Tesla

New

3.00

ETT

150 MVAR Cap
Bank on Tesla

New

6.00

ETT

PanOakMid 345-kV
station

New

15.00

ETT

200 MVAR Cap
Bank on PanOakMid

New

9.00

ETT
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200 MV AR Reactive
Compensation on
PanOakMid

New

5.50

ETT

Central B to Willow

Creek double-circuit
345-kV line [Central

B to area identified in
CTO study, scenario

1B as Clear Crossing
portion]

68

New

127.84

ETT

50% compensation
on Central B to
Willow Creek [One-
half of this project's
total series
compensation is
assigned to ETT.]

New

30.00

50% compensation
on McCamey D to
Kendall

New

60.00

Priority
Dependent

Gillespie to Newton
single-circuit,
double-circuit-
capable 345-kV line

105

New

136.50

Priority

Kendall to Gillespie
single-circuit,
double-circuit-
capable 345-kV line

18

New

23.40

Priority

Mason to Pittsburg
138-kV line

18

New

18.00

ETT

ETT

LCRA

LCRA

LCRA

McCamey A to
Odessa single-circuit,
double-circuit-

capable 345-kV line

50

New

70.00

LCRA

McCamey B to
North McCamey
138-kV line on
existing structures

15

New

3.75

Default

LCRA

Add 2 345-kV autos
at North McCamey

New

16.00

Default

LCRA

Close the bus ties at
North McCamey bus

0.00

LCRA
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McCamey C to
McCamey A single-
circuit, double- 12 New 16.80 LCRA
circuit-capable 345-
kV line
McCamey D to
Kendall double- 137 New 257.56 Priority LCRA
circuit 345-kV line
McCamey D to Twin
buue single-circuit, | = 3 New 4650 IR LCRA
ouble-circuit-
capable 345-kV line
100 MVAR Reactive Priorit
Compensation on New 3.00 Depen de):,n ¢ LCRA
McCamey D P
Rebuild Kendall Default
CTEC to Kendal 0.09 0.09 (priority LCRA
138-kV line dependent)
Default
Replace 345-kV auto New 800 WS [ CRA
at Kendall
dependent)
Rebuild Raymond
Barker to Verde 2 2.00 Default LCRA
Creek 138-kV line
Rebuild the Uperade
Goldthwaite to O 25.00 Default LCRA
Evant 138-kV line &
Add second circuit
to existing towers on 25 New 7.00 Default LCRA
Divide to Twin Butte
. . Default
Gillespie 345-kV New 2000 I LCRA
station
dependent)
100 MVAR Reactive Default
Compensation on New 3.00 (priority LCRA
Gillespie dependent)
Default
Add a 345-kV auto New SV (priority  [RTSYN

at Gillespie

dependent)
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Twin Buttes to
Brown 345-kV line
on existing structures
[Twin Buttes to
Brown County line
portion, as depicted
in Oncor proposal,
Map N]

94

New

28.20

Upgrade terminal
equipment on
Morgan Creek to
Twin Buttes 345-kV
line [split
responsibility 50/50
with Oncor]

Upgrade
Existing

1.50

Priority &

Default LCRA

Default
(priority LCRA
dependent)

Central A to Central
C double-circuit 345-
kV line

75

New

141.00

Lone
Star

Central C to
Navarro/Sam Switch
double-circuit 345-
kV line (148/168
miles)

168

New

308.24

Lone
Star

50% compensation
on Central C to
Navarro/Sam Switch

New

60.00

Lone
Star

150 MV AR Reactive
Compensation on
Central C

New

4.50

Lone
Star

Navarro 345-kV
station

New

30.00

Lone
Star

Sam Switch 345-kV
station

New

20.00

Lone

Bluff Creek to
Brown double-circuit
345-kV line

75

New

141.00

Central A to
Tonkawas double-
circuit 345-kV line

43

New

80.84

Star

Priority

Priority
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Central B to Central
A double-circuit 345-
kV line

12

New

22.56

Priority

100 MVAR Reactive
Compensation on
Central A

New

3.00

Priority
Dependent

Central B to Willow
Creek double-circuit
345-kV line [area
identified in CTO
study, scenario 1B as
Clear Crossing to
Willow Creek
portion]

100

New

188.00

[Vol. 4

Oncor

Oncor

Oncor

50% compensation
on Central B to
Willow Creek [One-
half of this project's
total series
compensation is
assigned to Oncor.]

New

30.00

150 MV AR Reactive
Compensation on
Central B

New

4.50

Priority
Dependent

Central Bluff to
Bluff Creek double-
circuit 345-kV line

New

11.28

Priority

Eagle Mountain-
Hicks-Alliance-
Roanoke 345-kV line
terminal equipment

Upgrade
Existing

2.00

Default

Oncor

Oncor

Oncor

Oncor

Add 345-kV auto at
Eagle Mountain

New

8.00

Default

Newton to Killeen
345-kV line

26

New

7.28

Oklaunion to West
Krum double-circuit
345-kV line

106

New

199.28

Oncor

Oncor

Parker to Everman
E 345-kV line on
existing structures

110

New

30.80

Default

Oncor

Rebuild Jacksboro to
Willow Creek 345-
kV as double-circuit

18

Upgrade
Existing

33.84

Default

Oncor
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Rebuild Willow
Creek to Parker 345-
kV as double circuit

18

New

33.84 Default

Oncor

Reconductor
Bowman to
Jacksboro 345-kV
line

37

Upgrade
Existing

9.62 Default

Sweetwater to
Central Bluff
double-circuit 345-
kV line

25

New

47.00 Priority

Tonkawas to
Sweetwater double-
circuit 345-kVline

18

New

33.84 Priority

Upgrade terminal
equipment on
Bowman to Fisher
Road 345-kV line

Upgrade
Existing

Default
1.00 (priority
dependent)

Upgrade terminal
equipment on
Bowman to Graham
345-kV line

Upgrade
Existing

Default
1.00 (priority
dependent)

Upgrade terminal
equipment on
Roanoke to Alliance
345-kV line

Upgrade
Existing

1.00 Default

Oncor

Oncor

Oncor

Oncor

Oncor

Oncor

West B to Moss
single-circuit 138-kV
line

New

6.00

Oncor

West Krum to Anna
double-circuit 345-
kV line

43

New

80.84

Oncor

West Krum to
Carrolton NW 345-
kV line on existing
structures

60

New

16.80 Default

Oncor

Willow Creek to
Hicks double-circuit
345-kV line

31

New

58.28

Bowman to
Oklaunion double-
circuit 345-kV line

37

New

62.16

Oncor

Oncor
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Brown to

Newton/Salado Priority

double-circuit 345- (Killeen -

kV line (Newton line 88 New 132.80 Salado Oncor

is 2-1433 ACSS/TW portion is also

and Salado line is 2- Default)

1590)

quwn 345-kV New 15.00 Priority Oncor

station Dependent

150 MV AR Reactive Priorit

Compensation on New 4.50 y Oncor
Dependent

Brown

Hicks 345-kV station New 2500 | | Oncor

Ner/ton 345-kV New 20.00 Priority Oncor

station Dependent

West Krum 345-kV New 20.00 Oncor

station

Upgrade Abliene

South to Leon 138-

kVline [Oncor |, | Upgrade | 5, Default | Oncor

portion as depicted in Existing

Oncor proposal,

Map O]

Twin Buttes to

Brown 345-kV line

on existing structures Priority &

[Oncor pogrtion as 12 New 3.60 Default Oncor

depicted in Oncor

proposal, Map N]

Open the Seymour

to Bomarton 69-kV 0.00 Oncor

line

Upgrade terminal

equipment on

Morgan Creek to U d

Twin Buttes 345-kV perace 1.50 Default Oncor

. . Existing

line [split

responsibility 50/50

with LCRA]

W
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Panhandle A A to
Panhandle A B
single-circuit, 25 New 35.00 Sharyland
double-circuit-
capable 345-kV line
Panhandle A A to
Panhandle A C
single-circuit, 56 New 78.40 Sharyland
double-circuit-
capable 345-kV line
Panhandle A B to
Panhandle B A
single-circuit, 60 New 84.00 Sharyland
double-circuit-
capable 345-kV line
50 MV AR Reactive
Compensation on New 2.00 Sharyland
Panhandle A B
Panhandle B A to
Panhandle A C
double-circuit 345-
kV line

Panhandle A C to
Panhandle A D
double-circuit 345-
kV line

100 MVAR Cap
Bank on Panhandle New 4.00 Sharyland
AC

50 MV AR Reactive
Compensation on New 2.00 Sharyland
Panhandle A C

McCamey C to
McCamey D single-
circuit, double- 75 New 105.00 STEC
circuit-capable 345-
kV line

W

56 New 94.08 Sharyland

56 New 94.08 Sharyland
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Central D to Divide
single-circuit, 6
double-circuit-
capable 345-kV line
Central E to Central
D single-circuit,
double-circuit-
capable 345-kV line
Panhandle A D to
Central B double- 68 New 114.24 WETT
circuit 345-kV line
50 MVAR Cap Bank
on Panhandle A D
50 MV AR Reactive
Compensation on New 2.00 WETT
Panhandle A D
West A to West C
single-circuit,
double-circuit-
capable 345-kV line
West A to Central D
single-circuit,
double-circuit-
capable 345-kV line
West C to Odessa
single-circuit,
double-circuit-
capable 345-kV line
Central A to West A
double-circuit 345- 43 New 72.24 WETT
kV line

W

New 8.40 WETT

27 New 37.80 WETT

New 2.50 WETT

25 New 35.00 WETT

50 New 70.00 WETT

43 New 60.20 WETT
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AEP
Rebuild Sonora to Uperade TCC
Hamilton 138-kV 88 B 88.00 Default and
line & AEP
TNC
Open the Rock
Springs to Friess
Ranch 69-kV line AEP
[approximately 10 TCC
miles owned by AEP 0.00 and
TNC and AEP
approximately 22 TNC
miles owned by AEP

TCC!

Upgrade terminal
equipment on both
Singleton to Gibbons
Creek 345-kV lines

Upgrade
Existing

2.00

Default:
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III. RECENT DEVELOPMENTS IN UNITED STATES ENERGY LAW
A. Federal Oil, Gas, and Energy Case Summaries

1. Kerr-McGee Oil and Gas Corp. v. U.S. Department of Interior,
554 F.3d 1082 (5th Cir. 2009).

Issue: Can the Department of Interior suspend royalty relief for certain
OCS deepwater leases issued from 19962000 when price thresholds have
been met but production thresholds have not?

The Fifth Circuit addressed the issue of when price thresholds trigger
an end to royalty relief on deepwater oil and gas leases in the Gulf of
Mexico. It held that the Department of Interior (“DOI”) could not
charge royalties on certain Kerr-McGee leases because, although price
thresholds had been met, volume thresholds applied and had not been
reached.

During the period from 1996-2000, Kerr-McGee obtained eight
deepwater leases in the Gulf of Mexico that were subject to royalty relief.
Each of these leases contained price threshold provisions stating that
payment of royalties should commence when the price thresholds were
met. (The thresholds were average annual NYMEX prices of $28.00 per
barrel for oil or $3.50 per million British thermal units (“BTU”) for gas.)
All of the leases were also subject to § 304 of the Outer Continental Shelf
Deep Water Royalty Relief Act (the “DWRRA”), which states that “the
suspension of royalties shall be set at a volume of not less than [certain
stated volume thresholds, depending on the water depth of the lease].””

In 2003 and 2004 average annual NYMEX prices exceeded the price
thresholds in Kerr-McGee’s leases for gas, and in 2004 price thresholds
were also exceeded for oil. Subsequently, the DOI issued a final agency
order in which it determined that although § 304’s volume thresholds had
not been met, it had authority to suspend royalty relief because prices
had exceeded the thresholds. Kerr-McGee challenged the decision in
federal district court, which granted summary judgment in favor of the oil
company, ruling that the DOI did not have the authority to suspend
royalty relief when production fell below the volume thresholds
established by Congress in § 304.

In reviewing the district court’s grant of summary judgment, the Fifth
Circuit applied the Chevron doctrine to the DOI’s interpretation of its

43. Pub. L. No. 104-58, 109 Stat. 557 (1995) (uncodified, but present in a note to 43 U.S.C.
§ 1337).
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statutory authority.” Applying the first step in the Chevron doctrine’s
two-part test, the court inquired whether the DWRRA was ambiguous
regarding the DOI’s ability to charge royalties when production
thresholds had not been met. The court found that § 304’s statement that
“the suspension of royalties shall be set at a volume not less than [stated
volume thresholds]” was not ambiguous.” Additionally, it noted the
previous Fifth Circuit decision of Santa Fe Snyder Corp. v. Norton in
which it held that § 304 of the DWRRA “unambiguously provides that
royalty suspensions apply in full to each [n]ew [l]ease qualifying under its
terms.”” Because Kerr-McGee’s leases fell under § 304’s royalty relief
provisions, the court held that the statute was unambiguous and that the
DOTI’s interpretation in the agency order was incorrect. It consequently
affirmed the district court’s ruling without having to apply the second
part of the Chevron test.

2. Piedmont Environmental Council v. Federal Energy Regulatory
Commission, 558 F.3d 304 (4th Cir. 2009)

Issue: Do provisions in the 2005 Energy Policy Act allow FERC to
overrule timely state agency denials of electric transmission facility
construction permit applications in designated national interest corridors?

The Fourth Circuit overruled an interpretation by the Federal Energy
Regulatory Commission (“FERC”) of certain provisions in the Energy
Policy Act of 2005. The court held that, contrary to FERC’s
interpretation, the statutory changes did not grant FERC authority to
overrule timely state agency denials of permit applications for
construction or modification of electric transmission facilities in areas
designated as national interest corridors by the Secretary of Energy.

The Energy Policy Act added a new § 216 to the Federal Power Act
(“FPA”). Section 216 gives FERC limited jurisdiction over the approval
of permits for transmission facility siting and construction in the national
interest corridors. Among other things, it states that, in national interest
corridors, FERC can issue permits for the construction or modification of
transmission facilities when state regulators have “withheld approval for
more than one year after the filing of an application” for a permit.”

In a November 2006 final rulemaking, FERC interpreted the phrase
“withheld approval for more than one year” to include situations where
state regulators deny permits during the one-year period following a

44. See, e.g., Chevron U.S.A., Inc. v. Natural Res. Def. Council, Inc., 467 U.S. 837 (1984).

45. Kerr-McGee Oil and Gas Corp. v. U.S. Dep’t of Interior, 554 F.3d 1082, 1086-87 (5th Cir.
2009).

46. Santa Fe Snyder Corp. v. Norton, 385 F.3d 884, 890, 892 (5th Cir. 2004).

47. 16 U.S.C.A. § 824p(b)(1)(C)(i) (West Supp. 2008).
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permit application.” Under this interpretation, the § 216 provision would
give FERC the authority to grant permits within the national interest
corridors even if the application had been denied in a timely fashion by
state regulators.

The four petitioners in this case—Piedmont Environmental Council,
the Public Service Commission of the State of New York, the Minnesota
Public Utilities Commission, and Communities Against Regional
Interconnect—filed a motion for rehearing on FERC’s interpretation,
which was subsequently denied by FERC.” The petitioners then filed
petitions for review in three different federal circuit courts. These were
combined in the Fourth Circuit, and several state regulatory bodies, state
attorney generals, and electric industry groups intervened and
participated in the case.

The Fourth Circuit reviewed FERC’s interpretation of the statute by
applying the two-step Chevron doctrine: first inquiring whether the
statute was ambiguous, then inquiring whether the agency’s
interpretation was based on a permissible construction of the statute.”
Upon reviewing the phrase “withheld approval for more than one year,”
the court found no ambiguity and held that the statutory language
expressed a clear intent of congress that FERC be allowed to grant
permits only when state regulators’ “action on a permit application has
been held back continuously for more than one year.””

Based on its interpretation of the statute, the court held that FERC’s
interpretation was incorrect, stating that such an interpretation “would
mean that Congress has told state commissions that they will lose
jurisdiction unless they approve every permit application in a national
interest corridor.””

Because the court ruled that the language was unambiguous, it did not
reach the second step of the Chevron analysis. There were three
additional holdings not summarized here: (1) that FERC was not
required to prepare an environmental assessment or environmental
impact statement in connection with its issuance of regulations; (2) that
FERC violated Council on Environmental Quality (“CEQ”) regulation
by revising its regulations implementing the Nation Environmental Policy
Act (“NEPA”) without first consulting with CEQ; and (3) that challenges
raised to amended NEPA regulations were not ripe for review.

48. Regulations for Filing Applications for Permits to Site Interstate Electric Transmission
Facilities, 71 Fed.Reg. 69,440, 69,444 (Dec. 1, 2006).

49. Order Denying Rehearing, Regulations for Filing Applications for Permits to Site
Interstate Electric Transmission Facilities, 119 FERC | 61,154 (2007).

50. See, e.g., Chevron U.S.A., Inc. v. Natural Res. Def. Council, Inc., 467 U.S. 837 (1984).

51. Piedmont Envtl. Council v. Fed. Energy Regulatory Comm’n, 558 F.3d 304, 315 (4th Cir.
2009).

52. Id. at 314.
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The year 2008 was not kind to master limited partnerships (“MLPs”).
The Alerian MLP Index, a widely used index based on the float-adjusted
market capitalization of 50 prominent energy related MLPs, declined

* Philip H. Peacock is an associate in the Corporate/Securities section of the Houston office of
Andrews Kurth LLP. He graduated from The University of Virginia School of Law in 2003 and
would like to give special thanks to Mike O’Leary and Robert McNamara for their contributions
to this article.
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more than 36% on a total return basis during the year.” Given the
breadth and depth of the market meltdown in 2008, this would not be
surprising, except that MLPs have been touted as having a relatively low
correlation to the broader market. ™ In addition, several MLPs cut their
distributions and capital expenditure budgets while MLP yields
skyrocketed as trading prices declined. All this has led some to question
whether MLPs will have a significant role in the energy industry in the
future. This article first offers an explanation of the MLP structure and its
advantages and disadvantages. It then explores some of the reasons why
the MLP market was so difficult in 2008 and offers a few predictions
about the future.

II. AN INTRODUCTION TO MASTER LIMITED PARTNERSHIPS

A master limited partnership is a unique business structure that offers
some significant advantages over other forms of business organization.
However, master limited partnerships also have several limitations, and it
was these limitations that took center stage during 2008.

A. The Formation and Structure of Master Limited Partnerships

A master limited partnership is a limited partnership that has publicly
traded limited partner interests called common units.”” MLPs are typically
organized in Delaware because Delaware has a very flexible limited
partnership statute that, among other things, provides that the liability of
the general partner to the limited partners may be limited by contract.™
Although common units are very different in several respects from the
common stock of a corporation, they are bought and sold by investors on
the New York Stock Exchange, the NASDAQ Stock Market, and other
securities exchanges just like publicly traded shares of common stock.
Some entities that are commonly referred to as MLPs are actually

53. See ALERIAN CAPITAL MANAGEMENT, MLP INDEX HISTORICAL PERFORMANCE
DATA, available at http://www.alerian.com/insight.html (last visited May. 24, 2009) [hereinafter
ALERIAN MLP INDEX] (a performance index of all publicly traded energy MLPs calculated by
Standard & Poor’s for the period Dec. 1995-Present.).

54. See, e.g., WACHOVIA CAPITAL MARKETS, LLC, MLP PRIMER-THIRD EDITION 7
(Jul. 14, 2008), available at http://www.naptp.org/documentlinks/071508wacoviaprimer.pdf;
ALERIAN CAPITAL MANAGEMENT LLC, MASTER LIMITED PARTNERSHIP PRIMER 9 (2009),
available at http://www.alerian.com/MLPprimer.pdf [hereinafter ALERIAN MLP PRIMER]. The
Alerian MLP Index’s decline during 2008 corresponded closely to the S&P 500’s decline of 38%
on a total return basis during 2008. See Standard & Poor’s Index Services, S&P 500 Monthly
Returns, www2.standardandpoors.com/spf/xls/indexMONTHLY.xls (showing the one year
change as of Dec. 2008 to be -38.49%).

55. STANDARD & POOR’S, MASTER LIMITED PARTNERSHIPS—A PRIMER 1 (Nov. 2008),
available at http://www2.standardandpoors.com/spf/pdf/index/MLP_Primer_Nov2008.pdf. MLPs
do not have to be publicly traded, but for purposes of this article, we will be focusing on those
that are.

56. DEL. CODE ANN. tit. 6, §§ 15-103(f), 17-403(b) (2008).
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organized as limited liability companies (“LLCs”), rather than limited
partnerships. Although structurally different from “true” MLPs (among
other things, LLCs do not have a general partner), they are usually
considered together with “true” MLPs because they have the same tax
advantages. As will be discussed below, tax advantages are the raison
d’étre of the MLP structure.

There are currently over 90 publicly traded MLPs, and although there
are a few MLPs that are not in the energy sector, a substantial majority of
them are energy related.” This is because the business activities described
in the provision of the federal tax code that allows MLPs to exist overlap
largely, although not exclusively, with business activities carried out in
the energy sector.

The diagram below shows the basic MLP structure:

limited partner interest

(common and subordinated units)
Parent/Sponsor
Entity Public Unitholders
general
100% partner interest limited partner

and incentive interest
General Partner distribution rights MLP (common units)

(often E I?Ce)laware (Delaware LP)

‘ 100%

Operating Subsidiaries
(usually LPs or LLCs)

Assets

57. Hearing on Fair and Equitable Tax Policy for America’s Working Families, Before the
House Comm. on Ways and Means, 110" Cong. (2007) (statement of Nat’l Ass’n of Publicly
Traded P’ship).
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The major roles in the formation and structure of an MLP are as
follows.

1. Parent/Sponsor

The parent or sponsor of the MLP forms the limited partnership that
will become the MLP and its general partner. In the typical formation
transaction, the parent/sponsor is the entity that contributes the initial
assets to the MLP.

2. General Partner

As with any limited partnership, an MLP must have a general partner.
The general partner of an MLP has exclusive control over the operations
and activities of the MLP. The limited partners cannot, in fact, have any
control over the business of the MLP if they wish to maintain their
limited liability for the obligations of the partnership.

The general partner is typically wholly owned by the parent/sponsor,
and as a result, the parent/sponsor maintains complete control over the
assets that it contributes to the MLP. There are obvious advantages to the
parent/sponsor to maintaining this control, but frequently the
parent/sponsor considers such control a business necessity. For example,
a diversified energy company that forms an MLP may contribute to it the
gathering systems that are crucial for transporting to market the oil and
gas that the sponsor produces. In such a situation, the sponsor is unwilling
to turn control of the assets over to a third party.

The officers and directors of an MLP typically reside at the general
partner level and have the same functions and authority that the officers
and directors of a corporation do. However, an MLP is not required to
have the same corporate governance features as a typical publicly traded
corporation. For example, MLPs need not have a majority of
independent directors, a nominating/corporate governance committee, or
a compensation committee,” although several voluntarily do so in order
to enhance their corporate governance and therefore appeal more
strongly to investors, particularly institutional investors.

3. Master Limited Partnership

The master limited partnership, controlled by the general partner and
initially wholly owned by the pa