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GLOBAL MARKETS LNG TRADING                                                

Commercial Opportunities:  September 2000 A Basis for Discussion
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Defining the Opportunity

Does opportunity knock twice?

A. Overview of the market

Current Market Characteristics

GENERAL

· Market is dominated by the Majors (Shell, BP, ExxonMobil, etc.)

· Deregulation in gas and electricity markets will give rise to a true spot market

· Gas was a by-product, now a value generator, for producers

· Producers and take-or-pay buyers control nearly all LNG shipping

· There are many inefficiencies in the system: 

· Tankers are slow speeding during a period of tight shipping due to point-to-point contracts

· End users do not currently have much flexibility 

PACIFIC
· Majority of sales are long-term baseload trades 

· Japanese prices linked to JCC
ATLANTIC

· Liquefaction development is moving faster

· Nigerian Project:  10 years

· Trinidad Project: 3 years

EUROPE

· Price re-openers

· Crude/products indexation

USA

· Traditionally the dumping market, with current gas prices, no longer

Looking Forward

Supply and Demand

PACIFIC

· The development of the Japanese electricity market (2nd largest in the world) will be key to the future development of the LNG market

· The Japanese government is undergoing a Year 2000 energy policy review and could create market panic if they scuttle their nukes

· In Japan, the Kyoto protocol is still taken very seriously – it is unlikely that they will turn to coal as a panacea

· Over the next two decades, Japan to add 30-40 GW (replacing 20 and adding 20) – at least half will utilize LNG

· There is a consultation period currently ongoing for pipeline deregulation in Japan.  They are not, however, thinking of deregulating the re-gas terminals, which makes no sense given that the pipelines don’t run nation-wide (they concentrate around a re-gas terminal and that city)
· Cedigaz scenarios predict possible LNG production deficit in Pacific Basin post-2005.

ATLANTIC
· Blue Stream Pipeline (Russia to Turkey) – construction to start 2001

· US opening 10.5 million tons of re-gas capacity in 2002 – 100% contracted (Cove Point = Shell, BP, El Paso / Elba Island = BG, Enron, El Paso)

· Cedigaz estimates no Atlantic Basin LNG production deficit until 2010.
Spot Market Development

· Very Difficult to get producers to price on a true FOB basis with no destination restrictions 

· Currently driven by uncommitted capacity in build-up periods of long-term contracts, and the Asian crisis

· In the Atlantic, a large percentage of the spot market has consisted of Shell selling to themselves (Coral)

· The Asian crisis provided a rude awakening for Pacific consumers in regards to take-or-pay contract obligations;  Kogas has had to renegotiate both take-or-pay and shipping obligations

· Atlantic spot trade will develop much further with the opening of the US re-gas terminals

· Cove Point Capacity:  6+ MMTPA 

· Trinidad-Spain:  3+ MMTPA (1.2 now, 2+? more with Train 2)

A Standard Contract – The Key to Driving the Market Forward

A standard contract is fundamental to:

· Increased liquidity 

· Hub Index development

· Commoditization of terms

· Driving wedges in existing long-term relationships (one-off contracts)

· Global LNG Trading can follow the example of the International Coal Group, which worked closely with a broker to develop what has become the standard traded contract at ARA (Amsterdam-Rotterdam-Antwerp).  The broker took credit for the contract, allowing Enron to develop it, but not to publicly be associated with it.  For LNG, we could work with producers keen to develop a traded hub in their area (perhaps Malaysia). 

B. The Opportunity

Enron needs to carve a niche in the LNG market for the following reasons:

· Liberalization in the electricity and natural gas markets has driven price-risk down the supply chain; the LNG market is on the verge of transformation

· Enron is a late-mover in this market – we need to move quickly to affect change

· Gas is one of our most volatile commodity markets

· LNG is critical to our power development in the Mediterranean – Spain, Italy, Turkey

· LNG is critical to our gas markets in Spain, Italy, Greece, Turkey, Japan, Korea

· LNG is critical to our power pricing in Japan

Our first priorities will be:

· FOB spot/short-term trades

· Working with downstream marketing to create LNG “sinks”
· Creating destination optionality
Enron Strengths
· Hoegh Galleon (short-term)

· We will be the easiest people in the market to transact with - currently, we are not.

· Marketing presence in all major LNG end-user markets

· Ability to consume large commitments of gas (USA)

· Expertise in financial instruments and flexible structures

· Risk management capabilities

· EnronOnline (eventually)

Enron Weaknesses
· Depending on the outcome of the CALME reorganization, we may have insufficient technical understanding of the commodity

· Lack of presence in a business that is currently relationship-intensive

· Success in a physical market will depend upon having a portfolio of available supply options – currently we do not.

· Liquefaction development lead time is 36 months

· Liberalization in Mediterranean markets is immature

II.   Attacking the Opportunity

If everything’s under control, we’re going too slow. 
A.  The Producer Angle
Current Producers


· Trinidad, Algeria, Nigeria, Libya

· Qatar, Oman, Abu Dhabi

· Indonesia, Malaysia, Brunei, Australia, Alaska

· Decent Potential:  Egypt, Venezuela, Iran, Yemen

Producer Concerns
· Pricing – producers prefer net-backs, traditionally create indexation pricing, shy away from FOB (especially on name-plate capacity) 

· Financing for Expansions

· Credit

· Leverage in price negotiations with the Japanese

· Future development of pricing hubs (Malaysia)

How can Enron address Producer Concerns?

· Tolling arrangements through liquefaction facilities and linking upstream to JCC

· Fixed price hedges to cover liquefaction facilities and shipping

· Help with expansion financing

· Merchant risk – price floors/collars

· Pre-payments

· Financing specific train additions/plant enhancements

· Take LNG as payment

· Take options as payment

· Mitigating consumer take-or-pay default risk through use of put options

· Our downstream marketing arm is currently our greatest asset in this game

· We have critical mass in most LNG markets, minus Korea and Taiwan

· Our India project is more advanced than the rest – if Metgas goes forward in 2002, we could do nice back-haul trades there to optimize shipping capacity

· When we get re-gas capacity in Japan, we will have sinks in every major market (Asia, India, Europe, North America) 

Going long without owning production

· We will need to control liquefaction capacity

· Finance de-bottlenecking in exchange for tolling rights

· Purchase call options from producers and end-users

· Purchase physical

· Derivative products (regular natural gas)

Specific Opportunities

· Qatargas is having a difficult time bringing liquefaction expansion to financial close due to Indian credit risk.  Assuming they do bring capacity on-line for the Indian market, they will begin to face credit difficulties comparable to Enron’s Dabhol plant.

· Malaysians are interested in developing an Asian hub at Bintulu  - We could work behind-the-scenes with Petronas to develop a standardized contract for the industry, and eventually launch prices on EnronOnline. 

Other Issues

· Destination restrictions are commonplace among producers and vary as to who their current long-term consumers are.  This will be a long-term challenge to overcome as the spot market develops.

· The LPG group currently takes volumes from NW Europe, Algeria, Nigeria, and the Middle East (Saudi Arabia).  We may be able to get some leverage off of the Algerian and Nigerian relationships Eric Hansen has built.

· Need technical expertise here (see Resource Allocation)

B. The Consumer Angle

Current Consumers

· USA, Puerto Rico

· Belgium, France, Spain, Italy, Turkey

· India

· Japan, South Korea, Taiwan

· Potential:  Dominican Republic, Poland, China, Portugal, Greece, Brazil

Consumer Concerns

· Flexibility Flexibility Flexibility

· Security of Supply

· Take-or-Pay Obligations

· Price Risk

· Seasonality

· Weather Risk

· Credit

How can Enron address Consumer Concerns?

· Delivered BTU/Power deals

· Portfolio of supply options to mitigate security of supply issues

· Take-or-Pay Mitigation 

· Extract value from embedded options in Enron & 3rd party long-term contracts

· Manage positions – help end users to achieve lower overall landed cost by managing short positions with mix of spot, intermediate, and long-term contracts

· The JCC pricing mechanism creates over-exposure to crude prices for both parties

Legging into long-term contracts

· Purchase long-term contracts

· Long-term contracts have a fixed + optional component

· In order to leg in, we purchase fixed + 50% of options

· This gets us a position and creates more optionality in the market 

Specific Opportunities
· India, EcoElectrica:  Look into re-opening the contracts to extract further value

· KOGAS has not been able to manage take-or-pay obligations
· Market excess Dabhol cargoes

· Distrigas (Belgium) has an Algerian FOB contract with no destination clauses in it  (J. Whitehead)

Other Issues

· We need to understand the development of the re-gas facilities in Brazil – this market could make things more interesting, given seasonal demand profile difference with traditional consumers.

· Japanese asset development.  Most likely, we will have our own re-gas terminal within the next 15 years (like Italy, Spain, they don’t expect prices to dump anytime soon – J. Whitehead)

· We need to understand how Duke is picking up their spot cargoes – obviously Coral is getting theirs from Shell, but Duke is receiving a fair amount of them – surely they aren’t taking US$150k/cargo?
C. The Shipping Angle

Shipping Concerns

· Optimizing capacity
· Shipping market tight until 2003

How can Enron address Shipping Concerns?

Although there are limited opportunities to hire LNG tankers, significant slack tanker capacity exists within ongoing trades – need to free this capacity:

· Destination swaps

· Optimization programs

· For example, assume Turkey has a seasonal demand profile 2/3 winter, 1/3 summer, and controls two vessels in route from Algeria and the Middle East.  By optimizing the shipping schedule, you could free up one vessel by optimizing a single vessel on short-hauls in the winter, and long-hauls in the summer.

· Eventually, back-hauls

Specific Opportunities

· Destination swaps – Middle East/Asia with our Malaysia/India  (would involve contract issues)

· KOGAS has traditionally relied upon redundant summer shipping capacity to satisfy peak winter needs – work with Enron’s Korea affiliate to create additional storage capacity; thereby creating the potential for tanker rationalization

· Adgas is not running ships at full capacity (some running @ 14 knots – 19 knots being normal)

· Botas shipping could be optimized, not running at full capacity

· Mitsui and Mitsubishi (Japanese trading houses w/ shipping conglomerates) have traditionally organized the LNG trade in Japan – it’s worth looking into how much they value the commodity exposure they receive being equity-holders in liquefaction projects – could look at offering them freight in other markets in exchange for LNG marketing rights

· AP Moller and Bergesen (shipping companies) are ready to order merchant ships today, and offer Enron an Exmar price for a short-term true time charter for delivery post 2002/3

Other Issues

· There is a significant LNG discount for the Suez canal that can not be realized for limited spot shipments – this may considerably impact if we are only moving spot cargoes out of the Middle East

· Need technical expertise here 

III.   Action Plan

What concerns us next quarter… and next year

A. Year 2000 Open Positions

· We need to ensure the following:

· We have complete documentation and support of all assets in order to ensure that we completely understand the details of potentially open positions.

· Where necessary, the appropriate operations people from the CALME group will retain their responsibilities.

· The Appendix contains a list and description of Enron’s LNG assets

Hoegh Galleon

· Needs to be inspected 

· Needs to be entered into a profitable trade for the next year

· Trade between Abu-Dhabi/USA with option to divert to Europe is optimal

· Critical to leverage Hoegh Galleon to create relationships with re-gas facility owners and producers in the next 3 years

Elba Island

· Comes on-line Spring 2002 (moving date)

· Will require over 1 MMTA to get full benefit of Enron’s demand payment

· Gas quality specification is serious issue with regards to deliveries from the Middle East

B. Establish a Team & Meet the Market

· Structure needs to be established ASAP.

· Michel DecNop (London office, good Middle East contacts) retires in December, and would be good to facilitate presentation of the re-structuring to the market
C. Explore Opportunities

· FOB Spot/Short-term Trades

· Options at Cove Point

· Possibilities buying into Trinidad (if we end up owning Elba Island) 

· Qatar financing/options

· Malaysian hub

· India, EcoElectrica contracts

· Kogas options

· Dabhol excess volumes

· Destination Optionality

· Expansion Re-gas in NE USA?, re-gas in Canada?

· Liquefaction in Venezuela

IV.   Resource Allocation

People, Places, Planes, Trains, & Automobiles

A. Staffing

Trading & Origination

The following skill sets will be critical:

· LNG Shipping Experience, with good industry contacts

· Enron veterans with experience in catalyzing structural industry change

Asset Development

· Re-gas Development responsibility should lie with Regional Managers

· Upstream Development should be centrally focused

B. Location

· Spot Trading will develop most quickly in the Atlantic:

· Majority of sources are Middle East/Africa

· Downstream markets are Europe/USA


V.   Appendix

Hoegh Galleon

What:
87,600 m3 LNG tanker

17 year charter 

US$21,500/day hire rate until 2003


US$16,000/day + variable O&M  (US$12,000?) hire rate 2003+

Buyer has the right to sub-charter the vessel.  However, if the sub-charter total hire rate is more than US$2,500/day greater than the charter, then the difference above the US$2,500/day differential is to be shared by the ship owner and Enron on an equal basis from the start of the charter until December 31, 2002, after which Enron keeps the full sub charter amount.



Buyer has right to terminate the agreement for convenience between contract date and December 31, 2006 with 15 days notice, unless buyer has assigned charter to an affiliate or notified the seller of a designated trade for the vessel.  Under this termination right, the buyer must pay the termination fee as follows:





2000

$18,000,000 


2001

$18,000,000 


2002

$18,000,000 


2003

$18,000,000 


2004

$17,000,000 


2005

$16,000,000 


2006

$15,000,000 


….

not possible

When:

Delivery in December of 2000

Significance:
Large “open” position in shipping.



Very strategic asset at the moment, given current shipping constraint

Issues:

Technical Issues with time charter
NEEDS TO BE PUT INTO TRADE IMMEDIATELY
Exmar Newbuild

What:
137,600 m3 LNG tanker 

25 year time charter

US$51,850/day + variable O&M (US$11,000?) hire rate


Enron has option to terminate charter until 2006 (?) by paying US$75M

When:
Delivery in 4th quarter 2002/ 1st quarter 2003


Significance:
COMPLETELY OPEN CAPACITY – NOT LOCKED INTO TRADE


Appears to have most competitive charter price of the numerous LNG tankers coming on-line 2002+ 

Provides LNG shipping capacity at the end (most likely) of tight shipping market

Source of two charter options (expiring in September and November)

Issues:

Technical issues with time charter

After Enron closed deal for charter, approximately 5 additional vessels were chartered

Elba Island Regasification Facility

What:
If agreed, Enron has the right to terminal up to 1.2 MMTA of LNG per year through Williams’ Elba Island LNG terminal off the coast of Savannah, Georgia



Enron pays demand charge and receives put (at US$.02 over Henry Hub)

When:  

Terminal comes on-line Spring 2002 (?)

Significance:   
Open take-or-pay position  

Enron’s agreed volumes are capable of covering both Hoegh Galleon and Exmar tanker positions

Issues: 

The deal does not appear to be final 

THERE IS A SERIOUS ISSUE WITH REGARD TO GAS QUALITY: DUE TO HEAT VALUE LIMITATIONS THE ELBA ISLAND TERMINAL CAN ONLY TAKE LNG FROM TRINIDAD.  NEGOTIATIONS ARE CURRENTLY UNDERWAY TO DETERMINE WHO WILL PAY (EL PASO OR ENRON – BG HAS NOTHING AT STAKE AS IT IS IMPORTING FROM TRINIDAD)

Dabhol Power Development

What:
Gas fired IPP – currently operating at 826 MW capacity; will eventually operate at 2,450MW

When:
4th Quarter 2001 – Remaining 1,624 MW capacity scheduled to come on-line 


4th Quarter 2001 – 137,500 m3 LNG tanker vessel “Lakshmi” (consortium-owned) to be delivered


1st Quarter 2002 – Plant should begin to be fired by LNG

Significance:
Enron negotiated 2 LNG supply contracts on behalf of Dabhol Power Co.


These contracts – 1.6 MMTA with Oman LNG and .5 MMTA with ADGAS, form the backbone of Enron’s LNG experience


Although limited by loan covenants, could potentially optimize LNG transport


Existing contracts have down and upward flex quantities


The existence of the LNG terminal at Dabhol makes the MetGas project look much more likely

Issues:
Look into extracting further value out of the contracts

Metropolitan Gas Company

What:
Pipeline running from Dabhol’s LNG terminal to Gujarat & Karnataka


Dabhol’s LNG terminal can be modified to handle additional 10MMTA & EI marketing team has set this as long term objective


400 mcf/day vaporization capacity (original spec, could be more now).


Initial plan to be 190 km, hoped for 700 to 900 km, 30 – 36 inch line

When:
Not sure thing yet; however, if gas sales agreements are signed construction could begin in 2001

Significance:
If developed it is good, strategic, short position
· Superior transportation cost basis from Middle East

· Sits astride great back-haul channel. (i.e., Middle East/Japan/Indonesia/India/Middle East)

EI’s stated strategy (whether or not true), is to manage with mix of short term and spot trades on top of baseload supply.

Without production we/they could get killed with this approach if Global LNG demand increases as expected.

Issues:
Will it happen? It appears to be a better bet than most other potential projects currently announced for India


Gas marketers seem to be struggling to sign up buyers

EcoElectrica

What:
Gas fired IPP in Penuelas, Puerto Rico


507 MW – Opportunities for oil conversions up to 1,000 MW

When: 
Up and going now – received its first LNG cargo summer of 2000

Significance:
LNG supply agreement with Cabot (now Tractabel)


Supposedly we have opportunity for choosing to burn LNG or #6 Oil 


Discussion in past regarding use of this terminal to pipe gas across to Florida

Issues:
Small vaporization capacity (up to 380 mmcf/d)


Look into extracting further value out of the contracts
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