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The Keystone XL Pipeline:
Not Needed, Too Expensive, Better Solutions

Summary

In the past six months, pipeline companies comgléte Keystone Pipeline (phase 1 of the Keystone
Pipeline System) and the Alberta Clipper Pipelihegether these new pipelines doubled export

capacity of tar sandscrude oil tothe Midwest. Should the proposed Keystone XL Pipeline (phask 2
the Keystone Pipeline System) be built, export cap#o the Midwest would increase to 167% of 2009
capacity. Past development rates in Canada ameintieconomic trends indicate that much of the
Keystone XL's capacity will not be needed for yegassibly not until well after 2020, with the réisu
that per barrel pipeline shipping rates will be mbagher than estimated. Further, shippers hdeged
substantial cost overruns in the Keystone Pipehaéwill also increase shipping rateSombined, toll
and cost overrun increaseswill cut into shipper profitsand increase costs at the pump.

The primary concern driving development of the Kege XL pipeline is the ability to use U.S. Gulf
Coast refining capacity to process tar sands coildespecially in the event of lost imports from
Venezuela, Mexico and Nigeriddowever, other mor e cost-effective and environmentally responsible
solutions exist including mor e flexible use of our existing crude oil pipeline system and ener gy
efficiency effortsthat will help consumer s adapt to increasing oil prices.

Pipeline Capacity from Canada to the U.S. Is Already Overbuilt

In 2009, Canada exported 1,238,937 barrels pe(hai) of heavy crude oil, slightly less than in 830
This volume of oil filled most existing pipeline @adian heavy oil export capacity, estimated by the
Canadian Association of Petroleum Producers (CA®B} 1,428,000 bpd.In anticipation of dramatic
increases in tar sands production, TransCanad&imddge constructed the Keystone and Alberta
Clipper Pipelines, respectively. These pipelin@geha combined initial capacity of 885,000 bpd,
expandable to 1,391,000 bimhd double current export capacity to the U.S vidist?

TransCanada and Enbridge committed to build thgsslipes during the tar sands boom days, when oil
prices rocketed to a high of $147 per batmelking tar sands development very profitable. Oil
companies feverously committed billions of dollevslevelopment of new mines and wells, and they
demanded new pipeline capacity to match these comants.

! National Energy Board of Canada (NEB) Canadiademil export data from websitettp://www.neb.gc.ca/clf-
nsi/rnrgynfmtn/sttstc/crdindptrimprdct/tticrdixpetag.htmI(NEB Export Data).

2 Crude Oil Forecast, Markets & Pipeline Expansip@anadian Association of Petroleum Producers, 2008, p.
19 (CAPP 2009). CAPP estimated in 2009 that heawgle oil export capacity to the Midwest was 1,868, bpd.
% 0il Sands Awash in Excess Capaci®obe and Mail, Apr. 27, 2010.

* CAPP estimates that in 2009 that heavy crudexpibg capacity to the Midwest was 1,368,000 bpd P@A2009
p. 19.

> Times Topic: OjlNew York Times, May 7, 2010, http://www.nytimesne/info/oil/?pagemode=print.
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Even with this effort, growth in Canadian heavyeiports did not increase dramatically and instead
remained within historical trends. See FiguréAterage annual growth in heavy oil exports from
Canada to the U.S. averaged only 52,495 bpd beth@@® and 2009, and it actually declined 28,952 bpd
between 2008 and 2009.

Figure 1

Canadian Heavy Oil Exports 1993 to 2009
(barrels per day)
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But the global economic crisis resulted in candieltaor delay of $90 billion in tar sands projetts,
resulting in dramatically lowered extraction angest forecast§. Regardless, TransCanada and
Enbridge forged ahead with construction. The tdsuhat too much pipeline capacity is currently
chasing too few barrels of olil.

To make matters worse, the cost of building thégelipes appears to have more than doubled. Tdfree
TransCanada’s shippers have alleged that Trans@aead a letter to them in 2008 reporting a 145%
project cost increase in Canada and a 92% costaserin the U.%.The same factors that affected
TransCanada’s cost may also have impacted thetoshstructing the Alberta Clipper.

Given that there was a small amount of excess dggdzfore the new pipelines were bdflthat
development in the tar sands remains slow, andtt&toil demand appears to be growing slowly but i
still well below historical demandsijt is likely that these new pipelines could haeeb delayed to 2013
without limiting exports from Canada or creatingae oil shortages in the U.S.

® NEB Export Data.

" Athabasca in Canada's largest IPOpstream Online, Mar. 31, 2010.

8 Compare CAPP 2006 through 2009.

° Pipeline Fee Revolt WidenGlobe and Mail, Apr. 27, 2010.

19 Total Canadian 2009 heavy oil exports were 1,23BI$pd (footnote 1) and 2009 heavy oil export cipae the
US Midwest was 1,368,000 bpd (footnote 2) leavingiaused export capacity to the Midwest of at 128,063
bpd, or at least 9% of capacity.

" Short-Term Energy and Summer Fuels OutJad® Energy Information Administration (USEIA), Apt, 2010, p.
4. The USEIA stated: “U.S. liquid fuels consumptiteclined by 810,000 bbl/d (4.2 percent) to 18illan bbl/d
in 2009, the fourth consecutive annual decline.The economic recovery contributes to projectexaivth in total
liquid fuels consumption of 160,000 bbl/d in 20X@&10,000 bbl/d in 2011. Nevertheless, expect&l U.
consumption in 2011 is lower than it was in 1996 anl.7 million bbl/d lower than the highest lee¢lannual
consumption, reached in 2005.”
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Even optimistic industry forecasts predict thateimtire capacity of the Keystone Phase 1 and Adbert
Clipper will not be needed until at least 2017To achieve a development rate fast enough ty @tilize
both pipelines by 2017, the industry would neebrtog almost 217,152 bpd of additional tar sands
capacity on-line every year for the next sevengEaHowever, Canadian exports of heavy crude oil to
the U.S. have shown a very steady linear annuahgedncrease of 54,000 bgdEven the highest
single-year increases were 131,000 bpd in 19971a@®00 bpd in 2008. Therefore, a steady increase
of 217,152 bpd in each of the next seven yearsaappery unlikely. Growth in export rate is restesl

by a number of factors including the difficulty @dordinating development of heavy oil extraction,
pipeline, and refining infrastructure and commdrgensition away from long-term contractual
obligations to import crude from overseas suppliers

To put the excess capacity in perspective, evgroifith in tar sands exports maintains its 19930002
average annual increase of approximately 54,000ibpauld take almost 26 years to fully use the
capacity (1,391,000 bpd) of the Keystone PhaseallAdiverta Clipper Pipelines.

Slow Growth in Tar Sands Projects

The tar sands industry is counting on a remarkatteleration in Canadian development, but indioatio
are that development there is still very slow. étely, Royal Dutch Shell, one of the biggest playier
the tar sands, indicated that it did not intencegume substantial development in the tar sandsthmt
price of oil is higher because the cost of develepinn the tar sands far exceeds the cost of dpnedat
in other oil fields:® The company’s head of tar sands developmentstfighe oil sands have become
one of the most costly places on earth to pursyerojects.*’ Referring to the company’s recent $14
billion expansion of its tar sands mining projeetdaid that it represented, “some of the most esipen
production that we haveé®

In comparison, the Manifa Field in Saudi Arabi@ssimated to cost $15.75 billion to develop and is
slated to produce 900,000 bpd of oil, as well geiitant quantities of natural gas and condenSata.
contrast, Shell’s expansion cost $14 billion buyadded 100,000 bpd of crude oil capadity.

While projects already under construction in thestnds are proceeding at a slower pace, for tste va
majority of the projects proposed during the boaarg, the development schedule is “TBD” (To Be
Determinedy. indicating that development of these projectsisnalefinite hold.

2 Enbridge Says Oil Pipelines May Run at ReducedsRateil 2017 Bloomberg Business Week, Mar. 2, 2010.
13 The combined maximum capacity of the Keystone ®Haand Alberta Clipper Pipelines is 1,391,000 bpd
(Footnote 3). Current excess pipeline capacity ihe Midwest is at least 129,063 bpd (footnote &@ating
excess capacity of 1,520,063. To use this entipacity in the next seven years, the rate of Canduéavy crude
oil exports would need to increase by 217,152 hyihd each year.

14 NEB export data. Growth in Canadian heavy oil@ipshow a linear growth rate between 1993 an®2@0
linear trend line for Canadian heavy crude expsintsvs an annual increase of 54,502 bpd, similérdamumerical
average of 52,495 bpd.

Y.

18 Shell Puts Oil Sands Expansion Plans on H@tbbe and Mail, Apr. 29, 2010; Lorne Stockm@ar Sands Oil
Means High Gas Price€orporate Ethics International Research Note, Ba3010 (CEI Research Note).

" CEI Research Note.

4.

19 Arab Oil & Gas MagazingJanuary 2010, Vol. XLVII.

2 ghell Puts Oil Sands Expansion Plans on Haltbbe and Mail, Apr. 29, 2010.
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Industry Fallout

The industry can ill afford to let assets wortHibiis of dollars lay idle. The tariff and contraates for
these pipelines will increase to provide the pipgelcompanies with their return on investment, bist t
means that pipeline shippers — and the consumeysstrve — will pay what is likely to be billion§ o
dollars in excess shipping fees, cutting into poegand refiner margins and increasing the pricpaye
at the pump.

Already oil producers, refiners and pipeline compatave started fighting amongst themselves in
attempts to offload the cost of this excess pigetiapacity. Led by Suncor, a group of Canadian tar
sands companies and crude oil buyers petitioneBederal Energy Regulatory Commission (FERC) to
limit tariff rates, arguing that Enbridge should have built the Alberta Clippéf. Although FERC
upheld the tariffs, it did not deny that the Allae@lipper created excess capacity and instead ynerel
decided who would pay for 7.

Using a different tactic, three of TransCanadafimegy customers sued TransCanada in Alberta to get
out of their contracts to ship 95,000 bpd, basethercost overrur®. These refinery customers argue
that TransCanada should not have proceeded wititromtion because the costs of project development
were too higH? If they are held to their contracts, they seehasit a combined $1 billion in damadeés.

All three of these customers are relatively smadkeipendent refineries that may be hard-pressestaria
the cost overruns and/or increased costs restitting underutilization.

If economic recovery is slow and/or oil prices da nse to the level necessary to allow rapid itius
growth in the tar sands, then companies that pagedar sands pipelines could face years of vigty h
shipping costs that will cut into their profits anlimately be passed onto consumers at the pump.

Keystone XL: Even More Pipeline Capacity?

Despite this overcapacity, now TransCanada wargggand the Keystone Pipeline System by building
the Keystone XL Pipeline from Alberta to Texashdipes to start operations in 2012. This pipeline
would initially add another 700,000 bpd of exparpacity, expandable to 900,000 Bpdf built, an
additional 2,291,000 bpd of tar sands crude oildcbe exported to the U.S., a 160% increase over
current exports.

A number of major oil companies have stated thattbystone XL Pipeline is not needed, including
British Petroleum, Imperial Oil, Suncor, and Nexbiexen says not needed until 2020)Suncor
proposed that only the segment of the Keystone ¥kele from Oklahoma to Texas be built, putting on
hold the segment from Alberta to Nebra$ka here can be no doubt that the Keystone XL pigeli

would further exacerbate the current pipeline capacity problem.

2L Existing and Proposed Canadian Commercial Oil SaPdgects Strategy West, February 2010.
2 petition of Suncor Energy Marketing Inc. for Deatory Order and Establishment of Near-Term Rate
TreatmentJan. 13, 2010, FERC Docket OR10-5 (Suncor FERfid?g.
2 FERC Order on Tariffs and Petition for Declaratad®yder, Mar. 31, 2010.
% pipeline Fee Revolt Widen&lobe and Mail, Apr. 27, 2010.
25
Id.
2.
>’ NEB Reasons for Decisip@H-1-2009, March 2010.
81d. at 15-16.
#1d. at 16.
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Excess Pipeline Capacity Increases Costs

When excess pipeline capacity is built, regulatogchanisms result in cost increases fopigieline
customers, regardless of the pipeline they usheair tontractual arrangements.

FERC has approved two types of approved contraghgements between pipeline companies and
shippers: common carrier contracts and take-orepayracts. Common carrier contracts are typically
shorter term contracts in which regulators guaeaateate of return for the pipeline company. & th
pipeline is not used at capacity, the per barrst 0bshipping is increased so that this retumgeiserated.
The Enbridge and Express-Platte crude oil pipedirstems that export oil from Canada are regulaged a
common carriers.

Take-or-pay contracts are typically longer-termtcacts that are entered into via capacity auct{opsn
seasons) conducted before permitting and constructn take-or-pay contracts, shippers buy a set
capacity on the pipeline and pay approximatelystdo@e amount for this capacity regardless of the
amount of oil shipped. This means that the perebahipping cost increases if shippers use a ipipel
less than expected. The vast majority of Trans@asakeystone Pipeline System is supported by take-
or-pay contracts, with a small amount reserveatéonmon carrier use.

If too few barrels of crude oil are available tapstnrough either type of pipeline, the cost peréla
increases. For example, in its FERC Petition, Buaogued that the addition of the Alberta Clipper
Pipeline would increase the costs of shipping nittee Enbridge Lakehead crude oil pipeline systert.
stated, “[S]hippers will experience annuale increases on Lakehead System (through impletien of
the Alberta Clipper Surcharge) of 23% to 30% (bame@009 rates), which will result in a total
additional payment to Enbridge of $965 million otlee first five year®f theAlberta Clipper’s
operation” (emphasis addetl) Thus, shipping costs for tar sands crude oilElridge pipelines may
more than double over the next five years due eyeapacity.

Take-or-pay contracts of the type used by Trans@ahave only recently been approved by regulators,
so it is unclear how well this arrangement will ¢tion. They may increase pipeline shipping costs
because take-or-pay contracts tend to lock shipptrsise of the take-or-pay pipeline, with theutes

that shippers would use TransCanada’s pipelineg iftoravoid paying for nothing) and common carrier
pipelines less. As demand shifts away from companer pipelines, the cost of shipping on theno als
increases.

Tar sands oil is the most expensive oil to extiathe world. The pipelines just built may be thest
expensive pipelines to use in the world. The iaseg cost of shipping on these pipelines will fairth
reduce tar sands profitability and raise pricehatpump.

Better, Less Expensive Ways to Deal with Oil Security and Oil Demand

TransCanada and its shippers are gambling thanat §me in the future the Keystone XL pipelinelwil
be needed, primarily because of a belief that itgpioom Mexico, Venezuela, and Nigeria will drop,
perhaps suddenly. Although oil security is an intgt issue, the questions that need to be ansvaeeed
whenis this capacity is needed and are there bettss, dxpensive ways addressing these security
needs?

%9 Suncor FERC Petition, pp. 22-23.
31
Id.
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The industry has not given adequate thought togusia existing crude oil pipeline system more théxi

to allow for reversal of flows should tanker immot® the Gulf Coast be suddenly reduced. Such
modifications would allow existing infrastructurebe used in the event of unforeseen changes thefea
building and paying for dedicated new underutilipgzelines all the way from Canada to the Gulf Goas

Also, as global oil prices increase and oil sugplighten, U.S. consumers are likely to use lelssWie
need to focus on intelligently down-sizing U.S. gippeline and refining capacity to minimize costs t
consumers. The current pipeline development syidiiased towards new development rather than
efficient use of existing infrastructure, with tresult that excess pipeline capacity will likelysto
consumers and investors billions of dollars. Inesshould consider supporting projects that use
existing infrastructure more efficiently insteadbefilding new, unneeded pipelines.
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