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MEMORANDUM

TO: Joint Interim Natural Gas Pipeline Committee

SUBJECT: TREASURY FOIA REQUEST.

' Attéched are additionalAmaterials providedaﬁo us by the

U.S. Department of Treasury under our coﬁfinuing-FreedOmvof
Information Act request for materials relating to the aecision—'
making process on the Northwest Alaska Pipeline Project. The
additioﬁal material releaséd by the Treasury Department was provided
to us'in three separate groups of documenté; each:dealing with
somewhat separate and distinct subject areés. The originéi'Treasury
groupings of this maﬁerial have been maintained in the Appendix and
each group of documents and its related subject area is discussed
separately. | H

The initial group'of documents reieased!to us by Treasury (in
addition to those materials contained andAidentified in the February
15, 1979 Prellmlnary Report) relate to the process by whlch Northwest/
Alcan modified its orlglnal p091t10n on the questlon of prlvate
financing. Of greatest interest in this group of documents is the
memorandum of August 10, 1977, from Mark J. Millard of Loeb, Rhoads
to John G. McMillian of Northwest/Alcan. As indicated in this
memorandum, Millard, as financial advisor to the project; waé asked
by the White House Task Force to considér the feasibility of private
financing‘without é "consumer guarantee" prior to éompletiOn. As

we noted in our Preliminary Report of Februaty 15, the position of



ail’partfes~before the“Federal‘Power‘Commission,proceedings had been
. thatha.guarantee either in_the-fbrm of federal participation or an
_all events tar1ff (essentlally a consumer guarantee) would be neces-

- -sary if the prOjeCt were to be" flnanced; " In’ the'Prellmlnary Report .

we'concluded that private flnancing was one of several majorxpolicyh :

:'imperétives'established by senior federal policymakers with respect-

.to'the:pipeline project. The Millard memorandum, as well as other -

documents'inc1uded_in this group of~Treasury.releases) seems to make

~clear that a primary impetus for Northwest/Alcan's changed position

with respect to private'financing was from the federal government.

As will be seen from subsequent documents released to us by Treasury,

it was becoming increasingly clear by August of 1977-that the

" Alcan project was the preferred alternative among federal officiais
below the White House level -- thus, the White House Task Force
‘request for an alternative private financing approach was, in our
.view, tantamount to telling Alcan that "if you can conceive of a
prlvate f1nanc1ng scheme, you will be selected as project sponsorr L/
Not too surpr1s1ngly, Alcan and their f1nanc1al adv1sors, in concert
_w1th»federal off1c1a1s, developed such an approach to private finan-
cing, " Also of significance:in this group of documents‘is a letter

. from Sterling Gallagher, former Commissioner of Revenue, to'Jameso
Schlesinger, Secretary‘of the’Department of:Energy;‘dated-August‘19(
1977.f—In_this letter Gallagher specifically states:

It has come to my attention that the Alcan
Pipeline Consortium stated in a letter dated
August 10, 1977, that the State of Alaska

would give the same financial support to Alcan
it is presently giving to El Paso if Alcan were

1/ ThlS quote is solely styllstlc, it is not the quote of any
. government off1c1al.v ‘ :
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selected. This statement is not true because

the 10th Alaska State Legislature passed a
resolution authorizing the Administration to deve-—
lop a plan to aid the All-Alaska Plpellne route. -

Thetaillagherletter goes on to state:

I do not . feel that I can dlscuss either with the
Alcan-Pipeline Company or with representatives -
of the Federal Energy Administration and the
Department of Treasury possible State financial
support for the Alcan route, without first
obtaining legislative direction for that action.
I am prepared to discuss financial support of the
Alcan project with the Legislature, but must add
that definitive action by the Legislature is not
possible until sometime next year as the Alaska .
Legislature does not .convene until the second
week in January. : :

.~Gallagher’s statement with'respect to State policy on the question

- of flnanClal support for Alcan seems clear. However, the*ineident

did reflect a grow1ng tendency w1th1n the federal government to

assume State financial support;for'Alcan'ln the event El Paso were

not selected, simply on the basis that the State had never stated

_that it would not~provide'such_support, As will be pointed out

subsequently, additional documents provided to us by the Treasury

Department indicate that federal policymakers may have gone to some

' lengths to avoid having the State make such a denial, and that a .

reasonable inference can be drawn, that part of the federal strategy

with respect'to the gas line project was to eSsentiallyrpreemptkthe

‘State into finaneial participatiOn. fIn addition‘to thiS‘material,

there is a copy of -a letter from Sterllng Gallager to Leslle J.

Goldman, Federal Energy Admlnlstratlon (Goldman is now a .senior

advisor to Energy Secretary Schle51nger)~on thevsub3ect of North
‘Slope natural gas prlclng and the relatlon of pr1c1ng de0151ons to
‘the regulatory treatment of the gas condltlonlng plant. 'The remarn-

‘der of the doouments in the flrst Treasury release deal largely w1th
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comhents-by'thg competing projécts on the changes in Alcan's
proposed  financing approach.

, fhe Sééona grbup of documents released to us by the Treasury

Départment consists primarily of internal Treasury documents

detaiiing the results of meetinés with Alaska officials during the
Spfing and Summer of 1977. In addition, this material included
staff notés made by Treasury offigiéls during meetings with both
El'Paso and Alcan to discuss financial matters. The meeting Qith
Alcan represéntativeé is apparently the same meeting referred to

in the Millard memoraﬁdum of August 10, 1977, at which time he was
requested by members éf the White House TaskAFérce to posit assump-
tiéns.under which the Alcan project could be privately financed.

In the copy bf the notes dealing with the Alcan meeting under the

heading "Millard", there is a list of several items which are

presumably Millard's respbnses to the Task Force inquiry. Item 2

of this list consists of the note: "State of Alaska same as El Péso‘
offer". Whether this was considered a working assumption dr a
érérequisite for}pfivate financing is not‘clear from the material
reléased:

The second Treasury release also contains records of three

- meetings with State officials. Two of the meetings are between

Treasury representatives and former Revenue Commissioner Sterling
Gallagher., The memorandum of April 13, 1977, is of particular
interest because it indicates continued Treasury interest in encour-

aging State financial support for the Alcan project. The memorandum

O
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of May 25, 1977, is also,intereSting in‘that it’contains.thevd

following'moderately'bizarre statementﬁ

Mr.,Gallagher is an elected off1c1al, akln to
a "state treasurer , :

The final- memorandum relatlng to meetlngs w1th State off1c1als 1s

Adated July 8 1977, and is a brleflng memorandum in preparation
for a meetlng Wlth Senator Ted Stevens.,'In thisvmemo, Treasury‘sf

'lnterest in promotlng a State offer of financial’ support for theA;

Alcan pro;ect 1s agaln‘expressed (1t should be noted that the'

underllnlng in the margln note on page 3 of the July 8, 1977 memo-~

'randum was made by Treasury personnel. In all cases where such

marglnal notatlons or supplled empha31s EXlStS, they are part of )

2/

the original documents).—

The final document contained in the second Treasury release;,

was a draft memorandum discussing the options faéing_the Treasury

Department in preparing its confidential report to the President

~of July 20, 1977. There are some inferences about the contents of

this-report to the President which can be drawn from the~Treasury
releases, in'our judgment there is very little prospect for obtain-
ing a copy of the document itself, since‘it‘is ourvbelief

that such a communication to the President is clearly protected

in the exemptions contained in the Freedom of Information

'Acte

2/ Other documents we inspected referred to a meeting at
Treasury with former Lieutenant Governor Lowell Thomas, Jr.,
on or about February 28, 1977, Pursuant to our FOIA regquest,
Treasury informed. us that said meeting dld occur but no notes
were taken nor records kept. '



-The third(groupiéf documents released by Treasury deal generally

- with internal Treasury policy determinations with respect to natural

»kymTheAfirst memorandum, chronologically, was

-written during July 1976, and contains little material of interest.

Likewiéé; the‘memorandum of February 3, 1977, seems tq be largely a
recapifulation of Treaéury positions already made clear in previous
material. The memoranda of June 16, July 15 and July 19, 1977,‘a11
deai with the preparation of the confidential report to the Presi-
dent mentioned previoﬁsly. It is from these memoranda that most
inferences regarding the content of that re?ort can probably be
drawn. Of particular interest in our judgment are the draft memo-
randa to the President attached to the memorandum of July‘lQ, 1977.

On page 2 of the draft to the President, in the paragraph containing

the material blanked out by Treasury, there is a reference to the

role of the State of Alaska which we find quite interesting. Speci-

fically, the paragraph states ". . . the State of Alaska (has) not

yet made these maximum commitments. In this regard the Administration

also should keep open the possibility of selecting either the El Paso
or Alcan projects until the last minute." We believe it is not

unreasonable to draw the inference that in the blanked~out material

some reference is made to utilization of dangling the El1 Paso project

in front of the State of Alaska until the last possible

minute to avoid having the State make a blanket rejection of

possible financing support for the Alcan project. This is

‘an admittedly speculative comment, but again in our judgmentq

not unreasonable.

O
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 MEMORANDUM

T0: Joint Interim Natural Gas Pipeline Committee

SUBJECT: ANALYSIS OF PROPOSED TREATMENT AND CONDITIONING
'REGULATIONS. ‘

On Februaryﬁ2, 1979, the Federal Energy Regulatbrytcémmission
.issued a notice of proposéd‘rulemaking and a statement‘of policy
with respect to the question of treatment and conditioningAcosts
for Prudhoe Bay natural gas. The basic actions proposed by the

Commission were:

1. Part II, Subchapter A of Chapter 1, Title 18, Code of.

Federal Regulations, would be amended by adding a new Section,‘2.101,

which would read:

Policy Respecting Consideration of Certain
Certificates Applied for Pursuant to the
‘Natural Gas Act and involving Gas to be
- Transported through the Alaska Natural Gas
Transportation System.

In any proceeding involving the approval
of applications for Certificates of Public
Convenience and Necessity, whether for the
construction of the Alaska Natural Gas Trans-
portation System or for the purchase or trans-
portion of gas through that system it will be
the general policy of the Commission, absent a
showing that the public convenience and neces-
sity would otherwise be served, that the purchase
of natural gas from Prudhoe Bay, Alaska foxr
transportation through the Alaska Natural Gas
Transportation System would be processed gas
which is capable of immediate entry into the
transportation system; and therefore, the
Commission will approve only those applications
for certificates of public convenience and
necessity which do not require the assumption by
the applicant or subsequent purchaser of proces-
sing or other related costs save to the extent
such costs are allowed pursuant to Commission
action taken under Sectlon 271.1106 of its
Regulations. '
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2. Section 271.1100 of Subpart (k), Part 271 of Subchapter H

of Chapter 1, Title 18, Code of Federal Regulations, would be amended

in-paragraph (b) to read as follows:

(b) Exclusions.

"Sections 271.1104 and 271.1105 shall not’
apply to any natural gas produced from the
Prudhoe Bay unit of Alaska and transported
‘through the natural gas transportation system
approved under the Alaska Natural Gas Trans-—
portation Act of 1976.

3. Section 271.1106 of Subpart (k), Part_27l_oflSubchapter H

of Chapter 1, Title 18, Code of Federal Regulations, Would be amended.

to read as follows:
Adjustments. Pursﬁant to Section 502 (c) of
the NGPA, any person may apply to the Commission
for an adjustment on the grounds that the opera-
tion of Sections 271.1100(b) or 271.1105 results
in special hardship, inequity or an unfair
distribution of burdens to such person.

In essence.the Commission‘s pfbpdéed policy, if adopted, would
do two things: First, the Commission would adopt as a rebuttable
presumption that the ceiling price for North Slope natural gas
established in Section 109 of the Natural Gas Policy Act is inclusive
of amounts required to process and condition such gas to pipeline
~quality standards; and second, the Commission would decline to con-
sider prices higher than the Section 109'ceilingurate for Prudhoe Bay
natural gas under the provisions of Section 110(a) (2). Instead,
adjustments to the ceiling price for treatment and conditioning
costs must be sought under the authority of Section 502(c) of the
NGPA} which grants the Commission general‘authority to provide

relief ". . . as may be necessary to prevent special hardship,

" inequity, or an unfair distribution of bﬁrdens."

ko
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Background To Commission Action

In its proposed- rulemaking, the Commission concluded that the
facilities nécessary for processing and conditioning the natural

gas at'Prudhoe Bay‘shouid not be Considéred part of the Alaskan’

‘Natural Gas Transportation System as described in the Alaska Natural

Gas Transportation Act. As authority for this position, the

Commission cites the Decision and Report to Congress‘on‘the Alaska

Natural Gas Transportation System: "theAproposéd Alcan pipeline =
will commencé on the dischérge side Qf the'gas conditioning plant
facilities in the Prudhoe Bay field." The Commission further

cites the Decision as stating that the first compression station
would be 75 miles downstréam from the point‘of‘comﬁencement of the .
system {(i.e., after &isdharge from the treatment and conditioning
plant), énd thﬁs it should be assumed that the gas would enter the
system at such conditions of temperature and pressure as to.allcw"
it to be~m6ved to the first compressor station without further
action by the pipeline. Finally, the Commission cites a Decision
reference to the fevised,Alcan.filihg'af the Federal Power Commission
of March 8, 1977, which specified and referenced specific processing
sténdards for gas Within~the system (these standards were: 1%

carbon dioxide by volume; 0.6% nitrogen by volume; 1138 BTU/cubic
feet gross heating value; a hydrocarbon déwpoint of -100 Fahrenheit
at 1000 PSI; a méximum water content of .02 1lbs. per million cubic
feet; a sulphide,éontent4of no more than 0.25 grains pef one
hundred cubi¢ feet; and a total sulphur content«bf 10 graihs per one

hundred cubic feet) .



Hav1ng made thelr case that the’ treatment condltlonlng fac111- o

"tles should not be considered a part of the plpellne system, the

v_%Commlss1on addressed the questlon of - allocatlng costs for condltlon—"

‘1ngAbetween producers, the plpellneS and consumers.. The Comm1551on
3aga1n relled heav1ly on the authority of the Decision (Wthh was,
of course, issued prior to the enactment of the Natural Gas Policy
Act) and cited'discnssion in the Decision.of the discretionary
nature of Commission authcrity to aliow additional charges for
treatment and conditioning costs. The Commission then pointed ont
that the_actual establishment of Prudhoe Bay_natural gas prices
was ccntained in Section 109 of the Natural Gas Poiicy Act and-
that the questlon of allowing addltlonal charges for "certain pro-
’ ductlon related costs" was a discretionary matter for Comm1ss1on
determlnatlon,as provided in Section 110 of the Act. It also
"indicated that the iegislative’history of the NGPA indicates that
the exercise of this dlscretlon should be in keeplng with 'prevailf.
'1ng 1ndustry practice" The Comm1551on goes on to state 1ts belief
that'because there is no history of production in Prudhoe Bay, and
hence'no ccntracts for natural gas sales upon which to base com-
-pariSons, the "prevailing-induStry practice"_standard would not be
.approprlate for Prudhoe Bay. The brcad rationale for this view
by the Comm1s51on can be found at 43 F.R. 56493 in the Comm1ss1on s
:introduction to the Interlm Regulations of the Natural Gas Pollcy
Act of 1978: | |

Suffice it to say that the Commission believes

that its authority under Section 110 of the

NGPA is broad enough to make special provisions

and exceptions as between reglons 1f good cause
can be found. :

- 10 -
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Further, the COmmission concluded that it WOuld'be-in the

publlc 1nterest for the producers to bear condltlonlng costs 51nce

forc1ng the plpellne to bear such costs might have adverse effects

on the flnanc1blllty.of the prOJect or marketablllty of gas tokthe

consumer. . Additionally, they found producer oWnership.and operation-

of the treatment facility would provide incentive for the producers
to maximize deliveries to the Alaska Natural Gas Transportation -
System, and thus in a general sense, would constitute a partial

throughput guarantee.

Response. to the Commission Proposals -

Notvsurprisingly;;reaction by'thevproduCers to'the prOpQSed |
Commission treatment of conditioning costs has been highiy nega;
tive. fBasically,‘the producers’ pos1tlon has been that the |
Comm1881on has no authorlty to prevent plpellne purchasers or.

transporters from assumlng gas related proce331ng and. condltlonlng

costs. . They further coutend that the Comm1581on s determlnatlon

Aw1th respect to such allowances under Sectlon 110 and 1ts refusal

to con51der such allowances constltuted abuse of dlscretlon under

kthe NGPA In many respects, the producers 9051tlon represents the

‘obverse of that taken by the Comm18310n. Major'contentiOnspmade

by the partles to the proceedlng 1nclude-
hl._ Condltlonlng costs have hlstorlcally been a functlon of
plpellne transportatlon. | | | |
2. The CommlsSLOn did not 1nclude condltlonlng costs in -

establlshlng natlonw1de producer rates under the Natural Gas" Act,



but5inStead;pérmittedfproducerS'and purChasers-to:negotiate.alloca—
tion'of’such-costs-between>theﬁselves. | o

‘.3;__ Contrary to the Commission assumptlon;’the Decision and
'~uReport.to Congress on the Alaska Natural Gas Transportatlon System
.contemplated that the-producers and plpellne companles would deter-f
mine'thévappropriate allocation of conditioning-costs on the basis
of'negotiation, and that the system'would;bear afportion of these
costs. | |

4. 'The intent,of the Natural Gas Policy Act:was‘consistent
with'Commission practice (as asserted ‘above) with respect to nation— _
wide rates and_that_CommissiOn authority to effect the allocation |
of gas—related processing and COnditioning'costs between producers
,and purchasers is llmlted | )
Comm1s51on staff response to these contentlons has been negatlve.

The staff. p051t10n is that processlng and condltlonlng costs have
hlstorlcally beenbornekw'the producer, and thus are productlon—
related rather than transportatlon—related charges. The staff
:also contends that the or1g1nal Federal Power Commlss1on proceedlngs
with respect to natlonW1de area. rates did in fact take 1nto account
the degree to whlch p1pe11nes and producers bore costs related to
-treatment and condltlonlng act1v1t1es. Thus, staff concludes that
the formulatlon of just and reasonable rates under the areaw1de
proceedlngs 1ncluded processing and condltlonlng costs and that the
general Comm1s51on pollcy has been to prevent plpellne purchasers
' who have borne such costs to pass them on to customers. Also}

»contrary to ‘the producer v1ew that the Pres1dent 'S dec151on contem—

plated that_condltlonlng costs attributable to theugas stream would

O



be allocated between producer'aﬁdqpurchaser in the gas sales con-

tracts and that,the~Commission weuldvhavevnO'authority to effect.

~such allocatibns, the staff asserts ‘their belief that the decision’.'

z

contemplated Comm1551on authorlty to determlne such allocatlon.~<
Thus, the staff supports the orlglnal Commission. position that

1ncluslon.of,add1tlonal charges‘for.treatment,and condltlonlng :

.costs is a discretionary matter and - that the Commission's deter-

minatioh to exclude such costs‘is proper absent a showing of hard-
shlp under Section 502(c) | .

The staff 01tes as addltlonal authorlty the empha81s contained
in the Decision that the capltal costs for constructlon of the

Alaska Natural Gas Transportatlon System.should not "materlally and

_unreasonably"-exceed those cost estimates filed by;Alcan in March

of 1977. The staff reasone that inclusion of all treatment :and-
conditioning'coetenmight,,in fact, result ih su¢h~"materially”and,
unreasonably"‘exeessiye costs, ana'therefore,‘ae'a;matter of
policy,bthey shéuld notvbe allowable over and above the ceiling
price, again absent 502(c)~relief. |

As a corollary to their contention that.the NGPA'ailOws‘the
questionpof_treetmentiand‘eonditiqning costs to be permissively
negetiated between‘producerfandppipelihe interests, the producers. .
have contended that it'was'the intent ofACongressithat the NGPA
be the sole source of authorlty gcvernlng thexregulatory treatment’ i
of productlon—related costs, Follow1ng the producer theory that
treatment and condltlonlng costs are. allocable between producer

and purchaser on the basis of'negotlation, and further, that the

-' 13 -f»,



'f?CommisSion has no authority to control such allocations;:they reason
\thet SeCtion 601(0)'iS~therefore applicable.‘ This section provides

that prices determlned under the Natural Gas Pollcy Act may not be

dénledeectlon 7 certlflcatlon under the Natural Gas Act and arethm

necessarlly YJust and reasonable prices". In support of this theory

vthe producers 01te the following from the Senate debate on the NGPA'Z~

: Senator Gravel: .Senator, I infer that the per-
missive nature of the Commission's power to
provide by rule or order, an allowance in
excess of the maximum lawful price for any
costs of gas conditioning borne by the seller
beyond the wellhead does not preclude a
purchaser from acquiring natural gas at the
wellhead, paying the maximum lawful prlce at

" that point. o

Senator Jackson: The Senator 1is correct.
The staff response to this contention is, that while the NGPA
does not prevent a sale at the wellhead as described in the

‘ colloquy outlined above, additional CommiSSion authority and

respon51b111ty ex1st under the Alaska Natural Gas Transporta-
tlon Act, the President' s Decision, and the Natural Gas Act. The -
‘staff'theOry is thefconflictiné authority ané»responsibiiity
conferredfby’these acts and the Decision cah only be resolved'by’
ihterpretetionfof'the 1e§isletive intent of all relevent statutes

: pertaining to-Prudhoe Bay natural gas. Following this line of
reasonihg, the staff returns to the Decision and the ANGTA to
conclude that the add1t10nal authorlty contalned in these acts and:
. actlons and the‘lntents'surroundlng them provldes the authority

to precludeusuch sales at the wellhead, and that the NGPA should
rbhot be cohsidered as the sole basis for such e determinatrOn.

| Both the producers and the State ot Alaska'contend the estab-

‘lishment of avdifferent standard for allowance for production-

- 14 -




related costs under Sectlon llO of the NGPA for Prudhoe Bay gas
than that ex1st1ng for Lower 48 natural gas is dlscrlmlnatory and
not in keeplng w1th the "prevalllng 1ndustry practlce standard.
As noted prev1ously, the Comm1ss1on is construlng 1ts authorlty

to make such dlstlnctlons broadly and the staff supports, in

E general thlS approach.i The staff agaln relles to some extent on

’authorlty beyond the NGPA to demonstrate the case for such spe01al“

treatment for Prudhoe Bay gas. They also argue that no dlSlncentlve

‘to addltlonal natural gas development in Alaska exlsts because the

‘proposed policy statement and restrlctlons w1th respect to Sectlon

llO allowances are made solely with regard to the Prudhoe Bay unlt

and not Alaska generally. The only major area in Wthh staff dlffers

_ from the orlglnal Comm1ss1on proposals is thelr conclus1on that

while promulgatron,of a rulevunder Sectlonjllo prlor to the executlon’
of‘gas sales contracts is not unlawful, the Commission~Should con;
sider whether any alloWances.should in fact, be made, on(a factual
baSlS, rather than relying solely on thelr 1nterpretatlon of the’.
intent of the President's de01s1on.g | |
'_ To the extent that the Commlss1on w1shes to con81der any

allowances for extraordlnary cause, the staff 01tes allowance for
removal ofpcarbon,dlox;de from three percent to one percent,,refrls

geration costs and,possibly*inclusion:of some compression costs,

\ reflecting the‘75.mile;distance between“therprocessing-facility E

outlet and the flrst ]urlsdlctlonal compressor statlon.

Subm1331ons by "the Justlce Department suggested that 1f the

.producers owned the condltlonlng fa01llty and lt were to be treatedv

cu-
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as a non-jurlsdlctlonal productlon related fa01llty, the pos51b111ty
would exist - that the producers could exerclse monopoly power over
fVNorth Slope gas. The producers have cited this p01nt by the

thustlce Department whlle deny1ng that any ant1—compet1t1ve effects

_would 1n fact occur, as a p01nt ln the1r favor.‘ The staff however,'

_'rebuts the Justlce Department s comments by 1ndlcat1ng the1r
bellef that in the event 51gn1f1cant new gas reserves are dis-:
covered on the North Slope, addltlonal cond1t10n1ng fa0111t1es'“
w1ll be prov1ded and . w111 in fact be, to some degree, requlred at or
near_the location'of any new diScoveries; They further cite the
iRalph-M. Parson's Company study on the cond1t10n1ng fac111t1es as
ev1dence that the- proposed constructlon des1gn of the plant |
';prov1des'no economlc incentive to further concentrate‘treatment
facillties'within‘the.Prudhoe Say.unit'dutho the'modular

'design of the proposed facility. Thus,rstaff concludes'that

the department s fear of the poss1b1e monopoly power by the North

Slope producers 1s overstated._

Impact on the Pipeline Project

The issues raised in the instant proceedings-are extremely
.complex,yand the outcome of»regulatory and judicial‘reyiew-on any
of the<discrete questionS'raiSed is highly_uncertain.v;Nonetheless,
we believe the folloWing general comments are appropriate:' ‘

l. The Comm1ss1on, as a matter of ‘policy, seens determined

to pursue a theory of its reSpon51b111t1es w1th respect to Prudhoe

o
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Bay naturai gas "that most»broadly‘define"its regulatory authority.-

While the factual basis of the current proceeding has to do with
treatment and conditioning costé;,it'is significant t0 note the
general tenor of the Commission's position: that decisions  under

the NGPA will be made on the.narroweSt grounds available in terms

. of that Actytand where‘any“possible:question exists as to the

statutory language or the intent of COngréss with respect to that
lénguage, the Commission wiil,rely on its broader authority under. -
the Naturalvéas Act or othér statﬁtes.

| 2. The Commission seems determined to greatly restrict, and'
very possibly elimin&te, any extra charges above the Segtion 109
ceiling rate for,PrudhoevBaf‘natufal‘gas. |

| 3. The producers éeem eqUally‘determined té exclude éuch
costs from the ceiling rate, and perhaps more importantlyf'oppose'
the Commission's assertion that the NGPA should be COnstruéd |
narrowly and that residual or uncertain-questions should be deter-
mined in accordance with the.Nétural Gas Act or the ANGTA; VClearlyg
the question of treatment and conditioning in Prudhoe Bay: are of .
major significance to the producers; It may be, however, tha£ the
general polﬂicy questions surrounding the Commission's assertions
of authority and interprétationrof the statute may érove toAbé

more important to the producers and their current and prospéctive

“activities than the particulaf issue at hand.

4. To the extent that the producers are concerned about the

‘policy implications of the Commission position, the result of the

‘current proceedings will'almost’cerﬁainly'be protracted litigation

- 17 -



",regerding thé properc;nterpreration_df.authorities granted unéer.
?he‘NéPé and rheir reiarionship wifhwpreekistingAstatutes.ﬁ

,,jS, There is some sentlment at the FERC that the: producers
vnay not wrsh to lltlgate these 1ssues exten31vely because such
"actlon would portray them as obstructlonlsts 1n termS‘of the

‘,plpellne prOjeCt and because such delays would result in uneconomic

' Arelnjectlon costs over the long term. To the extent, however, that

the producers view lltlgatlon regardlng these questlons as 1mportant
‘) pollcy matters relatlng to act1v1t1es beyond the Prudhoe Bay unit,
this assumptlon may be faulty. |

T 6. In the event that the oueStion is;extensively litigated,
~ the Commission may find‘itself in a difficult‘posiﬁionito the
,exten£ that it‘is attemptin§«to carefullyldefine the conditioning

‘and'treatment facility as heing not a part of the Alaska Natural

. Gas Transportation System and, thus, a production-related facility.

:'jTo the extent,thatrthe Commiggion isesuccessful in sojaefining.the
: ‘fac111ty, they will remove ‘any litigation farther from the expedited
" judicial rev1ew proceedlng prov1ded for in the Alaska Natural Gas
‘VTransportatlon Act. On the one hand, the:producers contend‘that
‘ Comm1531on actlon is 1nappropr1ate and taken narrowly under the
rNGPA- on the. other, ‘the Commlsslon purports to act both within the
'NGPA as well as under the ANGTA and the Nafurai Gas Act. It is
not'clear'under which theory the question of‘jurisdiction‘would
_fall,sand.the question of whether judiciel'revieu should‘be via
nornalvproceeaings‘or ?iaAthe expedited,processesAenumerarediinotne‘
Alaske Natural Gas Transportarion Act, in our judgment,nis 1ikeiy

 to befsubﬁect to separate litigation.
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Concern over - thls pomnt 1s reflected by statements by both

Northwest Plpellne and Foothllls that the Comm1ss1on make a flndlng?f,V

E that the actlons taken in thlS proceedlng are made pursuant to

Sectlon 9 of the ANGTA (whlch sectlon contalns the expedlted

rev1ew procedures)

The recently concluded contract between Exxon and Pac1f1c Gas

. and Electrlc Company seems to lndlcate the w1lllngness of at least

one producer to- oppose the FERC p051tlon dlrectly, by addlng
treatment costs on top of Sectlon 109 celllngs.' Slmultaneouslfg'we

have seen no signs to date that the FERC’ is w1111ng to modlfy its

.9051t10n on treatment condltlonlng costs to the satlsfactlon of

the producers. Whlle predlctlng the outcome of any regulatory
proceedlng is always hazardous, we see llttle prospect in- the current
dlSpute,other than\extended‘lltlgatlon._ TO'the extent that thls is
the case,'neither gas_sales contracts nor.financial commitments to

the.pipeline,project can be-finalized.

=19 -



III.

MEMORANDUM

TO: Joint Interlm Natural Gas Plpellne Commlttee

. SUBJECT: ANALYSIS OF THE IMPACT THAT THE RECENT

. SUPREME COURT DECISION IN THE SHELL V.
FERC CASE WILL HAVE ON FEDERAL LEVERAGE
OVER ALASKA

On February 22, 19?9, the United States Supreme Court

' 1ssued a per curiam oplnlon in Federal Energy Regulatory »

- Comm1s51on V. Shell 0il Company, et al, Supreme Court Docket

.- 77-1652. The oplnlon stated ‘that the Supreme Court

,spllt four to four, thereby afflrmlng a lower court dec151on

V handed down by the Fifth Clrcult of ‘the Unlted States Court of

1
Appeals on January 20, l978 —/ Slnce the Unlted States

Supreme Court does not release the names ' of the judges who

.voted on each 51de of a per ‘curiam dec1510n (Justlce Powell

- had dlsquallfled himself on this oplnlon), it is 1mp0531ble to.

" determine the 9081tlons;taken by 1ndlv1dual.3ustlces.r

Clearly; an equally4dividedycourt‘breeds both hOpe‘and

fear for proponents on either side of the issues presented

'1n Shell v. FERC. The replacement of a justlce or a change

of heart could yield a determlnatlon in a 51m11ar-case~‘

favorable or unfavorable toﬂthe'interests,of the State of
Alaska-regarding its long term control over North Slope

1/ Shell 0il Company v. Federal Energy Regulatory Comm1581on,

566 F. 2d 536 (5th Clr. 1978)

- 20 -



royalty gas. We will examine below the backgrouﬁd_of this
caSe,-ﬁhe iésues_presented; and their relevance to the State
of Alaské's interésrs. We will élso discuss the impaét §E§ll
V..EEBE may haveivié—a—vis'federal leverage over Alaska in
the future. |

BACKGROUND

The Natural Gas Act, 15 U.S.C. 717 et seq., contains
certain perisions which limit the control of the fedérél
goVernment over natural gas and reserves certain powers.to,
the»stétes. For example, 15 U.S.C. 717b states that "the
provisions of this Act . . .'shallﬁnotlapply .‘. . to the
production or gathering of natural gés“. Furthermore,
the statutory language in Section 7b of the Natural Gas'Act,b

15 U.S.C. 717f (b), appears not to apply jurisdiction over:

abandonments to states by providing only that "no natural-

gas company shall abandon all or any portion of its faciiities
subject rovthé juriédiction of the CommisSion,.or any>Service
rendered by means of such facilities, without the permission
and approval of the Commiséion first had and dbtained; after

due hearing, and a finding by the Commission that the available

- supply of natural gas is depleted to the extent that the
' continuance of services is unwarranted, or that the present

or future public convenience or necessity permit such abandonment.”

(Emphasis added). The,cburts have defined states as not -

falling within the category of "natural-gas company".

s
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Like many federal agencies, particularly regulatory

agencies, the Federal Power Commission and its successor,

the Federal'Energy Regulatory Commission, haVe in recent

years made efforts +to expand their authorlty through llberal

1nterpretat10n of thelr enabllng statutes. FERC has focused

on the problems created by excess 1ntrastate gas and shortages

of 1nterstate gas and has attempted to clalm the power to

‘compel'producers to sell natural gas interstate and to .

maintain the levels of existing interstate sales. It is

'from’this‘policy and enforcement effort made by FERC that

’the Shell v. FERC case arises and in turn; the potential

problems proposed to the State of Alaska w1th regard to 1ts

royalty share of gas to be transported by the Alaska Natural

' Gas Transportatlon System.~"

The Shell v. FERC saga'commenced on October 14, 1975,

when the Commission'issuedVOrder 539,nwhioh was laterY
reissued as Order 539-A, and on July 30, 1976, as Final

Order 539-B; ‘The essence of the 539‘Orders’caa‘be Sumﬁed'up'
in theifollowing principles: (lf Once a natural‘gas producerr

COmmences sales that are jurisdictionaljunder the Natural.

- Gas Act, that producer agrees to an obligation.to oontinue,

delivery of certain volumes of gas to the interstate market;
(2) once the producer accepts the delivery obligation, he

can diminish or terminate interstate deliveries only subsequent

to Commission approvalr (3) delivery contracts do not circumscribe

the delivery obligations, rather the obligation must be

consideréd an implied condition to service the interstate

market and that implied condition may go well beyond the

- 22 -



requirements Ofﬂthe contract} (4>_finally, FERC has the

‘ authority to enforce delivery obligations.‘ It should be
noted that Final Order 539 B added that the "prudent operator:
standard" was to be used to determine delivery obligation

' compliance. |

Needless to say, 539 created-shock‘waveslthroughout the

" natural gas 1ndustry. It presented a substantial outreach

of federal regulatory authority into pre eXisting contractural
agreements, as - well as into the.production,and gathering_'
arena"formerly.not'considered to.be_under,the Natural Gas..
Act. | | |

.Natural gas producers petitioned the Fifth Circuit for-
a reuiew of FERC s. order, requesting a ruling that the B
ANatural Gas Act ‘excluded fERC from Jurisdiction over “the
3 production and gathering of natural gas 'and that FERC could
‘not use its power to:issue.certificates.to extend its
jurisdiction into theuexcluded areasr .On‘January 20, 1958,
" the Fifth Circuit vacated and remanded the FERC opinion.
The"Court's.basiCAfinding was thatvsection l(h) of the
NaturalfGas'Act ekcluded'federal.jurisdiction oﬁer productioni
,_and gathering,.so'FERC Order 5394B waS"Without'legalvfoundation.
- The Court differentiated between FERC's admitted o .
jurisdiction over actiVities class1f1ed as "sales or transportation“
;and activities such~as .production or gather1ng -over wh1ch |
FERC' s jurisdictlon is precluded by statute. ‘The Court dOes
.state'that "Through the years,-the productlon or gathering

of natural'gas"exemption has'been judicially'narrowed."'

___0.4 — - .‘llllul
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- | o 2/
Id. at 539. Citing the Rayne Field case,-/ the Fifth Circuit

stated that the U.S. Supreme Court has determined that "The

Y production or gathering' exemptionvrelates to the physical

activities, processes and facilities of production or

‘gathering, but not to sales of the kind affirmatively'

~ subjected to the Cdmmiséion‘s‘jurisdiction.“ Id. 381'UQS.

at 403, 85 S.Ct. at 1523. By retaining the distinction

- between productién and gathering{versus sales and tranSpOrtation,f

the Natural Gas Act is "in no‘way'interfering with State

. regulatory power over the physicalbprocesses of production

or gathering in furtherance of cOnserﬁation or Othér~legitimate
State concerns." 1Id. U.S. at 403, 85 S.Ct. at 1523,
The Fifth Circuit did, hOWever, opine tha£ FERC can

enforce "service obligations" contained in the certificates

‘that it issues to producers, preventing producers from

ceasing deliveries fromffields admittedly capable of continuinév
proauction; While this authority exists,Jthé Court stated
thatvéno case has been found, howeVéf, th#f éXteﬁds;FERC
jurisdiction directly into pﬁysiéal activities, pfocesses,

and faéilities of‘produCtion and development. The caées

recognizing the broad scope of FERC'S authOritY'have nonetheless

‘also recognized the 'production and‘gathering"exclusién."'

Shell v. FERC at 540. The Court goes on to state that

production means the act of bringing gas from the earth and

2/ United Gas Improvement Co. V. Contlnental Oll Co. (Rayne Field),
381 U.s. 392 85 8.Ct. 1517 (1965). _
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- brought forth.

ALASKA RESOURCES 1 IBRAR'

qmﬁmmnofﬂm
gatherlng means the act o nierir

It states that

:?“('5‘

ectingfgas,after it'hae’been

Order‘NoL 539*3'?clear1y is

‘intended to open the door to FERC involvement into forbidden

by applying>the "prudent operat

- reasonably prudent producer wOolu

‘completion, workover,

and'gatherlng exclu31on and wo

from the Northwest Pipeline at

production activities". Id. at

540. FERC's order does so

or" standard which encompasses

obllgatlons to. develop the propertles con31stent w1th what a

ecomplei
The Court concludes that to hoJ

jurlsdlctlon of FERC Would all

areas reserved to the states.

ANALYSIS

The'importance of Shell v,

11d do w1th respect to drllllng_
“ion or abandonment of wells.:
-d thiS’power within the

but ellmlnate the productlon.

1ld allow FERC to encroach 1n‘

FERC to the State of Alaska

revolves around the extent Order 539-B ousts the State from

controliing the natiural gas reservesrwithin its borders, and

particularly the Prudhoe Bay royalty gas.

' The most obvious

problem that may Qccurvis'federal interference with the A’

“state’sfability to withdraw some or_ali~of its rOyaity §a51

some future . date.

_the COntroverSYVmay pit the guarantees prov1ded 1n Sectlon

13(b) of the Alaska Natural Gag Transportation System Act, 15

U'S C~'7l9k(b),Aversus federal)

natural gas law as 1nterpreted '

and admlnlstered by FERC and the courts, the "emergency"

provisions of the 1978 Natural

Gas‘Pollcy Act (Sectlons 301

through 303 of Public Law 95-621),«and’any natural gas

legislation to be passed inAthe future:that mabie used to

-.251&

mitigate the guarantees found [in ANGTSA.

Spe01f1cally,,

&
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Tﬁe»revolutionary chauges in natural,ges‘law'in the
last few yearsyha&e run‘rouuhshod over thejtraditiohal‘
balance of stete and federei’control over'offnetural gas
regulatiou.  The’pendulum has swungvdramaticellyvtoWard

federaltregulation'and away from state’regulatidn; ‘While

‘there have been some departures, such as Section 13(b)

of ANGTSA and the FifthACircuit‘decision in Shell VL‘EEEQ:
«the direction ‘is quite pronounced toward‘near‘federal preemption
of the'field.( The ‘implications for the Northwest Pipelrnevl
and Alaska's royalty sharepare.substantial. ‘BecauSe the .
volume of gas is.so'great end the service~area‘covers so'
uany‘states,rany.attempt to withdraW‘state‘gesrfrom the‘t""
pipeline.will'be uOticeable‘and effeot'a large CQnstituency;'
Anyoﬁe harimed by a proposed Withdrewal of'royelty ges'may be
expectedvto'raise great oppositionfand'cauSeithe;federel
.goverument and/or tHeir States'to,make every'effort“to |
avert'the‘diﬁinution or terminatiOn of supply.

What is frlghtenlng about the Supreme Court de0151on in

Shell v. FERC is that it was not a resoundlng afflrmatlon of

the Fifth CerUlt.. The 539 Oplnlons onothelr face, ‘as well

as‘subsequent to the Fifth'Circuit“s analysis;'appear

' blatantly beyond the dlctates of statutory natural gas law.

Yet, the Unlted States Supreme Court almost ruled that the

'Federal Energy Regulatory Comm1531on could extend 1ts powers

«well beyond 1ts apparent authorlty.?«It;seems»clear'from

other recent natural gas decisions‘that therprotections
guaranteed stetes'by exiSting lawéare"in‘no“way»sacro_sanct° The

precedent'offsuch decisions should make the‘Stste of Alaska
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‘question ita ahilityfto eecu;elfetely‘on'the‘gnarantees of :
theea;askaﬂNatorai Gas Transportation_Act.< Action:Such"

,as the SuoremefCourt‘s 4-4 ﬁote indicate‘that:l3(b)-of
e:ANGTSA is out31de the malnstream of natural gas regulatory
:pollcy and 1s an exceptlon that many const1tuenc1es w1ll
try to erase should it be used to thelr-detrlment

| We call your attentlon to a very 51gn1f1cant de0151on7’-f
‘1ssued on’ January 11, 1979 by the U.S. Court of Appeals,

Fifth Clrcult,'deallng with state royalty 1nterests in
natural gas ana the abilit§ of‘statestto.diﬁert'theiﬁ,.
foyalty gas to intrastate markets‘after taking their.natura1~
.gas royaltles in money whlle 1t was sold 1nterstate._ The case

in questlon 1s Publlc Serv1ce Co. of North Carollna Inc.,-'

et al. V.eFERC, 587 F.2d 716 (1979). In this case, the
: State of AlaskafwaS-one‘of three-states~who ‘intervened.
The issue of sectlon 13(b) of the Alaska Natural Gas Transpor—

3/
'tatlon Act was to some extent ralsed. -

3/ The pre01se 1anguage of Sectlon 13(b) of ANGTSA 1s as
Ifollows.

" The State of Alaska is authorized to
‘ship its royalty gas on.the approved
transportation system for use within
Alaska and, to the extent its contracts
for the sale of royalty gas so provide,

~ to withdraw such gas from. the interstate

~ market for use within Alaska; the Federal
Power Commission shall issue all authorizations
necessary toeffectuatesuch shlpment and
withdrawal subject to review by the Commission
-only of the justness and reasonableness of the

 rate'.charged for such transportation.

O

.
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The Publiq_Service‘deals with the basic questionfof

whether aystate,VWhich is not a "natural gas,company“,under

'the*NaturalfGas Act, may nevertheless‘be made subject to>
.ythe abandonment‘provisions of Section 7b of the Act.. .The
court concluded that where the state has oonsentedkto the

 jnterstate dedication of its gas, the state must obtain FERC

approval prior to abandoning the certificated service. The

'court's decision'is particularly signifieant'since“FERC has -

made qulte clear in a series of dec151ons that abandonment

authorization will rarely, 1f ever, be granted

In the Publlc Serv1ce case, gas was extracted under

leaSe_from,state owned land and the state in quest10n~

retained a'royalty intereSt that could be taken. for value‘e

‘or in kind. For several years, the statefreceived its

royalty share in money and then elected to take 1n kind.

Upon learnlng of this. contemplated change, the Comm1581on’
1nformed ‘the. partles that the royalty gas could not be
dlverted from the 1nterstate market w1thout prior abandonment

authorlzatlon from FERC.‘ Publlc~Servlee petitioned FERC for

- an order declaring that FERC had no jurisdiction to require

abandonment‘authoriZation_because the state was not a

natural gas oompany} FERC determined”that the reserves were

: dedlcated to 1nterstate commerce, that the state did not
: object to thls course of business, and that “once dedlcated, :

© the . reserves rémain dedlcated and this. is the result dlstlnct'\

from the underlylng contractual arrangement‘“‘



The Petitioners main contention(ondappeal“to the1Fifth
CerUlt was based on thelr not belng a. natural gas. company.
The Court crted the 1978 U.s. Supreme Court de0131on in

Callforn1a~v.‘Southland Royalty’Company,,436«U.S 519, 98

S.Ct,~1955}.leading it to the conclusion that an entityfs{
status as a natural gas company is‘largely~irrevelantdto thé[‘«
: questlon of whether that entlty must seek abandonment
‘authorlzatlon. The Court lnterprets Southland to establlsh
'the pr1nc1ple that "any party, whether a natural gas company
or not, that-acqulesces in the ’dedlcatlon of its gas,tok
interstate‘cOmmerCe hecomes,obligateddto_continue'theldedlcated
dservlceror seekjcommission'approval:to abandon it." zg‘at 719’f
~ The FifthtCircuit goes.on tohfurther quote the‘Supreme
'Courtrin Southland statingtthat the”issuance by the Commission_
of a certlflcate to sell gas 1nterstate “created a federal
obllgatlon to serve the 1nterstate market untll abandonment
' has been obtalned - The Comm1351on reasonably concluded that.
'under the statute the obllgatlon to contlnue service attached

to the gas,. not as a matter of contract but. as a matter of

law." Southland,‘at~526 98 s. Ct.~at 1959., The Court concluded

that once thls gas was so dedlcated, the owners could not -
dlvert it from 1nterstate -‘commerce wrthout first seeklng
" Comm1531on authorlzatlon under 7b of the Act N

| Were 1t not for ANGTSA, 1t would be’ qu1te clear that
dedlcatlon of Alaska s North Slope royalty gas to the Northwest
Plpellne (the 1nterstate market) wculd deny the state its

\

ablllty.to regain controlef ltsvroyalty gas;w1thoutrEERC;f:‘
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approval. In fact, the criteria the Court uses--that it is

the dedication of the.gas that creates the sérvice dbligation,

'aﬁd that convergence Qf;three factors: (1) interstate transmission
by a naturai gas company,~(2) commission certification, and

" (3)  the State's acquiesCence:in No. 1 and No. 2,tgives rise

to a continued sérvice obligation"é/~f—ﬁouidvall but exclude
ariy hope Alaska &oﬁld have of regaining its royalty gas
were it not for lB(b).t These critefia almostkCértainly.will"
bé used by an? opponentlvhd Seéks to qircumvent;the 13(b)
éuarantées and véid'any effotts Alaska makes toiwithdraﬁ_its
royalty gas from the Northwest Plpellne. “ | |

The publlc service case in a footnote dlscusses Section
lB(b) It states that 1ntervenor New Mexlco contended that
FERC violatedtthe “eqﬁal«footiﬁé ddctrine“ in light of -
Section 13(b) by requiring mote of other states‘than'AlaSka,
This argument was not raised on aépeal and the Fifth Cifcuit 
did not decidé it;‘ But one of the partles dld rely on 13(b)
as an lndlcatlon of Congr9551onal pollcy favoring the rlght
of all states to dlspose freely of their royalty'gas. (see

footnbte number 14 in Publlc Serv1ce) The Fifth Circuit

made the follow1ng statement regardlng ANGTSA: "From our -
reading of‘the Alaska Natural Gas Transpottatlon Act and its

1egislative history, we do not find sufficient supporttfor

'é/ ‘Public Service at 720.




this'ihterpretatlon:that goesybeyona the‘clear,language»of;
~thelstatute."~ The Court‘s statément seems to indicateﬂthat

it is not: challenglng the efflcacy of lB(b)L,but it is llmltlng
it to Prudhoe Bay gas only. Thls‘Court dicta is probably to

o Alaska s~benef1t although 1tmwouldhhard-to call it authoritative.

LEVERAGE

The essence of the Shell V.. FERC Supreme Court de01510n

Aand the dlrectlon that natural gas regulatlon has taken is
f'to 1solate Sectlon'13(b),of ANGTSA. It 1s‘the exceptlon to
the rule, a sore thumb that is sure to gain,attention and
muchAOPpositionrshOuld it be utllize&.l Should«Alaskar‘
attempt to diminiShithe‘amount of”royalty gas pumped into'
Vthe Northwest llne, thereby dlsadvantaglng a large number of-
states 1n Northwest s serv1ce area, it Wlll almost surely
run 1nto Cohgress1onal as well as admlnlstratlve OppOSltlon.A
'_Thls opp051t10n will seek to- brlng Alaska 1nto llne by
flndlng a means of ellmlnatlng the guarantees prov1ded in
Section 13(b) and maklng Alaska adhere to the samefroyalty
gas rules as all other states.’ |

This may be achleved in several ways. -The most obvious

- is to repeal 13(b) or to pass subseqent leglslatlon that‘

‘negates its 1mpact. Thls~may have already happened 1f one
,1nterprets the "emergency“ prov151ons 1n the Natural Gas,
Pollcy Act as ones that the federal government can use to
force Alaskan royalty gas into a contlnued supply obllgatlon |

Ato the 1nterstate market. In all llkellhood, dlver810n of

~;so substantlal an amount of gas as one-elghth of the dally

‘hyNorthwest throughput would create shortages 1n select areas
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that could be termed “emergencieé"-and FERC could seek_to‘
gain control over Alaska's royalty gas pursuant,to:tpeﬁ

Natural’Gas Policy Act proVisions.* NeédleSS»to say,. future

leglslatlon may also contaln provisions that may be 1nterpreted5

by FERC as giving them authorlty to overrlde 13(b) of . ANCSA.
Unfortunately, courts may focus on Congress most recent
legislative actions to interpret Congressional intent.regarding'

North Slope gas, so future legislation may well take precedence.

overil3(b).

A second element of leverage that Shell v; FERC:Creates

is the uncertalnty that Alaska must confront regardlng

~rece1v1ng relief from the U. S Supreme Court should the

State have its 13(b) rlghts,challenged at some future date.

The Court's,action in Shell v. FERC, as well.aé FERC's

‘liberal interpretation of the Natural Gas Act in recent

yeers and many of the court decisions in FERC's.favor,‘make
all existing statutory law that doeé ﬁot comportkwith federai
'policy fair geme,and Vulnerabie to challenée; Alaska's | |
‘ability to control its royalty gas to a degree not available
té any 6ther‘state is not within the framework of national
natural gas policy. It must‘therefore be considered a
target. |

‘What the state may want to consider is a stragegy that"

A reduees the federal government's ability to threaten state’

controlAef its rOyalty‘gas. MostAobviohsly,fthe state can
continue to intervene in litigation as it did in the Public -

Service case to protect its ANGTSA guarantees. Secondly,



the state Congres51onal delegatlon can contlnue to work o

toward protectlon of 13(b) Thlrd the state should con31der

/'~whether there is any possrblllty of avoxdlng ever dedlcatlng

any of 1ts royalty gas to the 1nterstate market. Unfortunately,
there is no market 1n—state to use Alaska s 1/8 share of the‘
North Slope natural gas 1n the foreseeable future.rJWhether

kthe royalty could be taken 1n;gas llqulds andva markethfor

: those gas llqulds be found 1n-state is also uncertaln. By
never dedlcatlng North Slope royalty gas to the 1nterstate

: market the state w111 be - taklng 1ts safest and surest path

 to forever,protectlng 1ts soyerelgntyrover;the»l/8aroyalty~‘

share.
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IS o R . IV.‘

Frite -

MEMQRANbUM s

TO: J01nt Interlm Natural Gas Plpellne Commlttee
L . —‘,t';' . . . L

SUBJECT ; STATUS OF NGPA REGULATIONS

N ]
ot

-The follow1ng 1s a general descrlptlon of FBRC regulatory

‘.act1V1t1es w1th respect to 1mplementatlon of the Natural Gas

'Pollcy Act of 1978 'Spe01flcally 1n those areas whlch were 1den-r

tified in the Prellmlnary Report of February 15, 1979 as’ belng

of partlcular concern in terms of possrble federal leverage over
‘the State and 1ts flnanc1al partlclpatlon 1n the gas plpellne

progect.p

Wellheaa“Pricing‘

As noted in the Februaryels, l979 Report, we belleve Sectlons
110 and 208 contaln the most 31gn1f1cant language regardlng
leverage over the State.’ Sectlon 110 deals w1th allow1ng State

severance taxes and certaln product10n~related costs over and above

*Sectlon 109 celllngs, the discussion of the 1ssues surroundlng

productioh—related ‘costs is detailed in the section'of‘this'Report"

‘dealing withlthe‘Commission*s‘ruleﬁakihg“on these specific matters.

As stated in'that Section, the confllct between‘the‘lnterests:of'
the Comm1381on and those of the natural gas produCers are so -
31gn1flcant that they probably outwelgh the p0351ble use of Section

110 as a source'of leverage agalnst the State. As alsovnoted ln l

" the sectlon of this report deallng w1th lssues relatlng to the

'rTrudeau/Carter meetlng of March 3 19?9, there 1s strong pressure
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on the Commission to expedite regulatory matters reléting to the
pipeline, and thus we doubt the Commission leverage would likely
be exerted in ways which might result inAfurtﬁér delay to the
project. Regulations relatiné to treatment of State severance
taxes are contained in Subpart (k) of Sections 271.,1100-271.1103.
These sections 1argely incorpdrate the provisions of the NGPA
virtually verbatim, and in our analysis are not subject to inter-
pretations that would be immediately injurious to State interests.
| It is th impossible, however, that theAFERC could follow the
same line of reasoning it is currently pursuing with respect to
Section 110 treatment of production-related costs in terms of some
futuré State éction on severance taxes. While the addition of
State seVeranéeytaxes.to.the applicable ceiling price is not
discretionary inASectiOn 110, there is a réquirement that such
épplication must be equally applied to gas sold intrastate as well

as gas sold in interstate commerce. Since construction of Alaska

statutes on severance taxation has often focused upon ways to

allocate relative tax levels between high production areas (typically .

Prudhoe Bay) and low production areas (typically Cook Inlet}), it

is not inconceivable that the Commission might view such tax treat~.
ment as de facto taxation of interstate natural gas at higher:levéls
than that imposed upon intrastate sources. While this is admittedly
speculative, the material contained in the section discﬁssing the
treatment and conditioning facilities at Prudhoe Bay should make it
clear that FERC is no stranger to tortured regulatqry construction.

Hence, the current interim regulationsiwhich are in effect with
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respect to State severance taxes should not necessarlly be con81dered
the Comm1551on s flnal word on the subject. A
Anotheér area of concern cited in the February 15 Report.has

Section 208 of the Natural Gas POllCY Act dealing w1th 1ncremental -

pricing policy for North Slope natural gas. No proposed or 1nter1m-

.regulatlons for Tltle IT of the NGPA (cOntalnlng the 1ncremental

pr1c1ng provisions of the Act generally) have been 1ssued since the
Act provides that the Commission has until November 9, 1979‘to
promulgate such reghlations,' However, two alternative staffA
proposals dealiné éeherally\with the major issues facing incre-
mentalkpricing were issued on January 31, 1979 (44‘F;R.,6134—6140).
staff comments with respect'tovAlaska‘natural gas, in this material

were as follows:

h.  Alaska Natural Gas Transportation System.

In the case of natural gas produced from

. the Prudhoe Bay unit of Alaska (as defined
in Section II of the NGPA) and transported
through the Natural Gas Transportation System
approved under the Alaska Natural Gas Trans-
portation Act of 1976, the following amounts
shall be subject to'incremental pricing:

(1) Any portion of the first sale acquisition
cost of natural gas which is not described
in (2) below and which exceeds the maximum
lawful price, per million btu's, computed
under Section 109 of the NGPA (relating to .
other categories of natural gas) for the

~month in which delivery of such natural gas
occurs w1thout regard to Section 110 of the
NGPA; and .

(2) Any amount paid to any person (other than the
producer of such natural gas or an affiliate
of such producer) for, or attributable to,
any compre551ng, gathering, processing, treat-



ing, liquifying,‘or transportingfsudh natural
gas, or any similar service provided with
respect to such natural gas, before the
delivery of such natural gas to such system.

' This language seems to say that to the extent conditioning and
treatment costs are. borne by a thi;d party or a éipeline company ,
such costs would be incrementally ﬁriced. In the Commission's
statements with respect to treatment and coﬁditioning cosfs for
Prudhoe Bay natural gas under RM 79-19, feference was made to the
possibility that third parties'might»be engaged to process and treat
the natural gas at frudhoe Bay. The Commission indicated its intent
to view any such third'party érréngements very closely in tefms of
their announced policy of not permitting ﬁhe aggregate price paid for
such Prudhoe Bay natural gas to exceed the Section 109 ceiling rate.’

Section 505 of the Natural Gas Policy Act was also cited in
the Act as a potential source of federal leverage over the State.
Section 505(a) (1) empowers the Secretary of Enérgy to intervene as
a matter of’right in any proceeding relating to the proration of,
oxr other limitations upén, natural gas production which is conducted
by any state agency having regulatory jurisdiction over: the produc-
tion of natu;al gas. To our knowledge, no regulations have béen
promulgated with respect to this Section, and our concern over its
possible effect on State‘policy alternatives remains;,

Also noted iﬁ the February 15 Report were emergency autho-
rities contained in Title III of the Act, especially Sections 301-‘
303. Again, to our knowledge no regulations with respect to this
portion of the Act have been issued. FERC has, however, promulgated

regulations covering Section 311 regarding transportation of natural
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gas by 1nterstate p1peline companies on behalf of’ 1ntrastate

;vpipellne and local distribution companies and the transportation

by intrastate pipeline compan1es1on behalf of any 1nterstate
pipeline or local‘diStribution companies. Regulations covering
these matters are contalned in the flnal interim regulatlons

1ssued~by the Comm1551on on December 1, l978 (43 F.R. 56623 et-

seq.) . The final area under the NGPA Wthh was noted as belng of

’:interest to the State were those areas where 51gn1f1cant regulatory

respon51blllt1es were‘delegated to State agencies. In general
these provisions. are contained in Title V of the NGPA, specifically

Section'501—503. - In general regulations pertaining to this

‘portion of the Act remain as they were in the final interim regula-
_tions of" December 1, 1978 (43 F.R. 56586—56608) f In addition, FERC
- has exerc1sed its authority under Section SOl(a) to delegate certain
~503 agency determlnation review functions to the Office of Pipeline
Aand Producer Regulation (44 F.R. 20077) Also, FERC has issued pro-

'-posed rules covering only the Commlssion under . Sectlon 502(c):(44'

F.R. 18961 18966) ' This Sectlon»establishes_the spec1al rellef

provisions which as‘noted elsewhere in this report; are.the pro-
» posed avenue‘ofirelief for Prudhoe Bay producers for Commission

determinations with respect to treatment conditioningtcosts.
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MEMORANDUM

TO: Joint'Intérim Natural Gas'Pipeline Committee

SUBJECT: - '- RESULTS OF (»CARTER/TRUDVEAU MEETING .

The March 3; 1979 meeting>betWeeﬁ Prime Miniéter,PierrélTrddeau"
of‘Canada and Presiden£ CarterAresultéd in a Strbng reaffirmatioﬁk |
of U.S. support for the NorﬁhWest Alaska<Natural Gas Pipeline-
System. At that'meetihg 5ur.research‘indidétes that three major .
areaé were discusséd: | | |

l;'“Canadian'pércéptions that U;S. conéideration of the
projeét were proéeeding at too slow*épaCé.

g , ‘ ;
2. Discussion of joint U.S. and Canadian ihterests involved
in selection of an eést-wesﬁ 0il pipeline ﬁoAséfvé U.S. northern
tier markets.‘ | A | |

3. Establishment of a sub—Cabinéﬁ wérking'éroup‘to»coordinate
these and other major energy issues of joint interést’to thé two
gountries,'including questions of bil supply, exchanges of oil, |
strafegic petroleum féserves, utilization of:surplﬁs Canadian
refihery capacity, eiectricity exchanges,'and quéstions‘regarding
liquified or synthetic natural qas expértévto the United States.

With reSpect to the Alaska Natural Gas Piéelihe,.we,have beeﬁ_
informed that Trudeau was highlylcritical‘of U.S. handling of_thé
prdject. He présented'the‘Canédian view ﬁhat U.S.. inaction and
regulatofy delay had résuited;in the twovnati§nal'sections of the
project becoming badiy oﬁ£ of éhasé with the résult £hat ¢o§ts were

‘rising and ﬁhevproject as a whole was becoming endangered. He
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reiterated the.Canadién-position'that "bubble gas" from Alberta would .

bbe éVailable.tovnorthern tier stétes.and éhduld be an‘impbftant
.factor in>Aﬁeriéan.Sﬁpport fof fhe:érojedt. gFinally, Helindicafea
thét.his Government's coéperationvbn thisiiSsué} inbluding-moVing
fofwérd>with aﬁthorizatidné.for Ehe.gas necessaty to support the
pre-build éeétion; of the pipeiine infLower—48 areas ofvfhe United
States,-involﬁes somé_political;ris#s in view of_tﬁé upébming

Canadian elections. This point was reportedly placed in the

context of the extent to which'Canadian energy decisions are affected

to some'degreé‘by nationalist sentiments invCanada,'and that appear-

ances,of.U.S. ihactiOn could gi%e the impression ﬁhat the Canadians
had been "suckergd" with,réspect to ﬁegofiatidns,on_the natural
gas pipéline; o | |
A As.ndted previouély, Carter's response was the strong and

. public reaffirmétibn of his suppdrt for.the_pipeiine which trans;
lafed iﬁto f§irly,diréct marching.ordéfs af_DOE‘and‘the Federal
Enérgy-Regulatory‘COmmissiop;V'The visiblé results of this. |

| reaffifmation'of suéporf!for thg:projeét éonsisted largely of a
'pledge_by‘thé Federal Enefgy ReguIatory-Commissionrto4comple£e the
_ majorvregulétory.decisian’remainingvon‘the proﬁect by early‘
Summer, 1979. It also elicited a stafément of éupport‘from'FERC
Commissioner an Smith, who hés'been’designated as the ieaa‘Commis—
sioner on this issue. -Smifh res#ated thé'Commissioh’s understandiﬁg
of the iﬁpdrtahce of rapid and positiﬁévactions on regﬁlatory'
'maﬁtefs.‘ It is.ndt.clear-td what-extent the Administrétion'ini—

tiatives have actually speeded the'pfoCess over what would have -
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ioccurred naturally, the Federal Energy Regulatory CommiSSion has.

issued notice of proposed rulemaking on. the remainder of the issues
involved in the incentive rate of return, tariff and related issues ‘
for the Alaska‘Natural Gas Transportation System.' This Will

be handled on an expedited baSlS With written comments due by May 4,

: 1979' and reply comments due by May 16 1979 Final CommiSSion ."

- action on these- questions is expected Within six weeks after reply
Acomments are received.' In-a Similar»vein, the CommiSSion is mov1ng_
toward finaliZing RM - 79 l9 (relating to treatment and conditioning
-costs) by the‘end of May, 1979, although as was noted preViously

'in this report,vwe believe Significant delay may well result on

this issue due to litigation ariSing from the numerous and complex
issueS-surrounding it.,‘ | |

 The discuss10ns With respect to coordination . of .U.S. and"
Canadian policy on selection of an east—west pipeline system to
move_crude Oll to northern tier U.Sf1markets'Was_aimed'at4estab—‘

lishing a framework -for consideration and consultation that would

‘allow both U.S. _and‘Canadian objectives to be attained Without

overt conflict° ‘The U. S. has in the. past repeatedly requested the

Canadian Government to express a private preference for one of the

.five different pipeline systems (these systems are the Northern

Tier Pipeline prOjeCt the Transmountain Reversal prOJect the

. Kittimat prOJect, and the Foothills prOJects -- the overland route

from Fairbanks Vla Canada and the combined tanker overland route
from Skagway, Alaska Vla Canada.tO‘central U.s. markets)' ‘Considera-
tion of these alternatives routes is a- primary objective of the sub—

Ccabinet working group identified in the jOlnt communique of March 3



1979. Since the communique was issued, the sub-Cabinet working
group (headed on the Ccanadian side by Deputy Minister for Enérgy,»

Mines and Resources Ian Stewart and on the U.S. side by Assistant

Secretary of State Julius Katz and by Assistant Secretary of Energy

Harold Bergold) has met once in Washington, D.C. in late March.

The primary result of that meeting was that the Canadians exhibited
some preferehce for the‘Foothills proposals. and very étrong'oppo—
sition to the Kittimat project. Their positioﬁ with fespect to
Traﬁsmountain Reversal and to Nérthern Tief has been termed
"neutral™. The U.S. group was somewhat discomfited by Prime
Minister Trudeau's recent statements in Calgary, Alberta, which
‘appeared tovplace the Canadians firmly behind either of £he two
Foothills proposals. This position was; at least superficially,
at odds with the objectives set forth in the Carter/Trudeau meeting
which were to establish a joint U.S./Canadian choice prior to either
government committing themselves fully to one orithe other of the
projects. However, recent statements by U.S. officials on this
subject have downplayed the importance of the Trudeau endorsementl
of the Foothills érojeCts, indicating that in their view the com-
ments were politically motivated and that Canadian policy after

the May 22 elections will prové'to be more flexible. U.S. economic
analysis of the various proposals indicates that the Foothills pro-
jedts would be prohibitively expensive and thus, continued Canadian
insistence on one or the other of these alternatives could result
in serious problems for approving any east-west project. The

preliminary economic analysis performed by the Department of Energy

..
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~ indicates that the most advantageoﬁs economics fer an east—west

plpellne project are achleved with Transmountain’ Reversal both
because the pipeline system is already in ex1stence and because»lt

is approprlately sized relative to the- ablllty of the northern tler
U.S. market to absorb addltlonal erude 011.“ While no final de0151on-
has yet been;made,ADOE personnel indicate their belief that theefinal
choice will be between the Transmouhtaiﬁ*Reversal'aﬁd>the Northern

Tier projects, with Transmountain being a slight favorite.
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