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I. INTRODUCTION AND SUMMARY

INTRODUCTION

Three contracts for the sale of the State of Alaska's
royalty gas from the 1eases on the Prudhoe Bay oil and gas
field have been negotiated by the State of Alaska with
Tenneco Alaska, Inc., E1l Paso Natural Gas Company, and
Southern Natural Gas Company. - These contracts must be .
approved by a majority of each House of the Alaska State
Legislature. TheALegislative Affairs Agency,‘acting on
behalf of'the.Alaska»State Legislature, has retained

Jensen Associates, Inc. to perform an economic analysis of .

the State of Alaska's Proposed Royalty Gas ‘Sales Agreements.

The economic analysis of these proposed agreements is

- presented in thlS report.

- The<purpose of our analysis is to determine if the
contracts protect the interests of the State of Alaska.

In this analysis, 'weﬂwere asked to examine two questions:

1. Is Alaska protected if the El Paso progect is
not the one selected? and -

2. If the El Paso project is approved, does the
contract provide favorable value to Alaska?

SUMMARY

Alaska will receive favorable beneflts from royalty gas

'elther by obtaining the highest p0331b1e prlce from the -
sale of gas into interstate markets or for soundly based use
- in Alaska. Because of the large volumes of royalty gas

available and because of the possibility of additional gas

‘discoveries near Alaskan markets  for natural gas, the more

1mportant question for this analysis appears to be the price

“that. Alaska can receive in interstate markets. Second, it
is- necessary to analyze the flex1b111ty built into the eontract
to ‘allow Alaska to use the gas for its own needs

1 : : ' S :
‘ L Jensen Associates; Inc. -




'to above $2.00 per Mef.

There is significant uﬂcertainty about the price of the

Prudhoe Bay royalty gas. Table I-1 illustrates this range

where it shows the poSlellltJ of prices ranging from $0.20
The uncertainties in the value of
the gas and thus risks to Alaska are caused in part by
uncertainties in energy markets,‘but‘much more importantly
are caused by the uncertainties surrounding the legislation
and regulation of natural gas. ‘ |

The initial deliveries of Prudhoé>8ay natural gas will

- occur at a time when--in our view--significantly increasing

prices for -energy world-wide are likely. Between now and 1985,

we believe that the Organization of the Petroleum Exporting
Countries (OPEC) is not likely to lose control of international
oii pricing despite occasional periods of surplus and some -
degree of internal dissention within the-organization;j Beyond
1985; however, the possibility exists for sharply higher real
world oil prices. This would result from continued growth

of world oil demand combined with growing producing capacity
limitations in many OPEC‘countries; thereby creating the
conditions for shortage pricing by those few national oil
suppliers who can still respond to world demahd growth.

' Between now and 1985, U.S. energy prices should rise

'beéause'dfv(l) OPEC o0il prices rising to keep pace with infla-

- tion in industrialized countries, (2) a rise in U.S. oil prices

to approkimate world oil levels as the current domestic price

controls are relaxed or eroded, and (3) the U.S. beings to use -

.hlgher energy prlces to foster energy conservation as do Japan

and the countries of Western Europe Beyond 1985 much greater -
price uncertalnty exists, but in our view, rising real prlces '

are the most likely p0581b111ty

The value of . Prudhoe Bay gas netted back to the wellhead:
from No. 2 oil market values in Callfornlayand the Midwest are

shown in Table I-1 for 1980. Because the market price of No. 2

oil is expected to increase, and perhaps sharply, over the

Jensen Associates, Inc.
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TABLE I-1

RANGE OF POSSIBLE WELLHEAD PRICES FOR

PRUDHOE BAY NATURAL GAS

- 1980

o , ‘ Cx
Market Values wvia El Paso Project

*k
.Competing with No. 2 oil .

Mid West
California
Competlng with coal based

synthetic natural -gas
Mid West f"flfdl'? e

Regulated Values

~Opinion 1 No. 770 Natlonal Rate‘

on new gas

'81.42 plus $0.01 per quarter '

from October 1, l976

LTS
<

P0351ble Alaska Area Rate'°'

" Dollars per million Btu.

0.96

1.22
2,71 - 3.05
1. 567

10.20 - 0.45

Assuming F.P.C. staff estlmate of gas capltal transportatlon

costs and netback value for fuel cost

- 10 percent’ form value premlum

Jedede

Equlvalent Btu. value w1th No 2 01l g1v1ng natural gas a

If the prlces are regulated u31ng more recent drllllng costs .

~and discovery data, ~the cost’ based prlce should rlse above S

that shown here

Jensen Associates, Inc.

Computed with only Alaska data 1nclud1ng assoc1ated gas




twenty-year cohtract life, the netback market values will be
higher than the 1980 wellhead price shown.

The greatest uncertainty about price is caused by
uncertainty over legislation and regulation. If new gas is

deregulated and Prudhoe Bay gas qualifies as new gas, as it

‘will under some bills, then market value pricing will prevail.

If wellhead prices continue to be regulated, Prudhoe Bay prices ' ;
remain uncertain. Recent national rate opiﬁions by the Federal
Power Commission (F.P. C. ) have specifically excluded Alaska and
‘Hawaii from both the rates and the cost calculatlons that underlle
the rates. If Alaska 1s included in the natlonal rates as currently
computed based only on non- assoc1ated gas, the prices will change
little from current'calculations'because of the small amount of
Alaska non-associated gas. However, 'if the:vintaging formula under
‘the most recent national rate decision, (Opinion 770-4), were to
prevail, in which well spud-date determined the vintage, then some
gas would not qualify for the new gds rate. However, vintaging is
not the source of great prioe Uncertainty - If regulation does not
include Alaska in the national rate and an area rate is set for
Alaskan reserves as the assoc1ated gas of Prudhoe Bay sets the

possibility for lower wellliead prices. Since some of the costs of

“exploration and'development will be allocated to 0il for an associa-

ted gas dlscovery,_and the Prudhoe Bay field is large the oosts per
Mcf of gas is low as shown in the sample calculation in Table I-1.
However such a calculatlon assumes that the F.P.C. will depart from

its recent tradition of excludlng assoc1ated gas from its national

' rate calculations as had been done earlier in F.P.C. hlstory In

“any case, regulatory decisions can ‘have. great 1mpact upon the value = . v

to Alaska of the Prudhoe Bay royalty gas.

CONCLUSIONS

The termination clauses built into the contracts protect
Alaska in the event that the El Paso project is not. approved or

that there is excessive delay in approvals

4

- Jensen Associates, Inc.
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If the E1 Paso orojeCt-ls'approVed«or if the terms’of the-
contract prevail under another pipeline route, then the pricing
provisions and the reservatlon clauses become important. The

" most important questlon is how does the contract protect Alaska s
interest in the face of consrderable prlce rewulatory, and

leglslatlve uncertalnty Our conclusions are:

' Future wellhead prices of Alaskan matural gas will

cbe determined either. throughregulatory processes
as they are now, or through price negotlatlon A
should Congress deregulate natural gas.

e In the event of deregulation, the contract w1ll
play a significant part in price determination.
- The pricing clauses with periodic redetermination,
assuming a proper clarification of the ambiguity
of redetermlnatlon relative to Sectlon 6 3, are .
“sound. - e S

@ If wellhead prlce regulatlon remains in force, the
- role of price determination will remain with the
Federal Power Commission, or possibly with Congress
and the contract itself can do little to influence
the price. It is important to recognize that the.
contract has adopted a passive stance, hav1ng .tied
itself to the efforts of the producers in obtalnlng
a ceiling price. Since no real precedent for price
setting of Alaskan associated gas exists at present
within the F.P.C. and since the strength of the
producers' gas is "not known, the state might have -
a stronger future position by setting its own prlce
precedent now-in this contract under Section 6.2.

o In addltlon ‘there-is ambiguity in ‘the’ 1nterpretatron
of the price including severance taxes on-royalty gas
under regulation. This may keep severance taxes or
their equivalent from being collected on the royalty
~gas at. a loss of $50-$150 million dollars The o
ambiguity needs clarification either in the contract
‘or through Alaskan severance tax leglslatlon o

The clauses reserv1ng gas for Alaska are very good and
provide 51gn1flcant flex1blllty The State can make ‘both
time and location exchanges when they provrde a better value
‘for natural gas to Alaska than by selllng 1nterstate

Flnally,:favorable value of the gas will be brought to

Alaska more by action out31de the contract in’ leglslatlon"
and regulatlon than by the contract 1tself ' o
: RS P

i,Jensen Associates, Inc.’
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II. SUMMARY OF CONTRACT

TheAproposed sales by the State of Alaaka of 2.6 trillion
cubic feet of Prudhoe. Bay royalty gas to Temneco Alaska, Inc.,
El Paso Natural Gas Company, and Southern Natural Gas Company are
designed to help Alaska in three ways :

1. Promote the constructloa of a trans-Alaska gas pipeline

system, with the associated benefit of meking gas
available close to- people and industry; )

2. Establish a gas pricing structure favorable to Alaska
for sale of royalty‘gas out81de the State; and

3. Protect future needs for ‘gas w1th1n Alaska

A brief review of the contract mechanlsms de51gned to 1mplement
the above goals follows ‘

PROMOTE TRANS-ALASKAN PIPELINE ROUTE

- Article I of the contracts (entitled Support.forvTrans—Alaska
Pipeline) requires both the State of Alaska and the royalty gas -
purchasers to work actlvely for the selection of a trans- Alaska
gas pipeline system. The provision in Article XI (CondltlonS'
Preéédent)' that theiroyalty gas contracts may be terminated by
directive of the Governor of Alaska if another routé‘is approved
appears to give sufficient motlvatlon to the buyer to. work hard
in its endeavors to seek passage of a trans- “Alaska plpellne route.
Alaska's interests are’ adequately_protected on this point. Alaskar~'
may choosé to‘supportwany trans-Alaska pipeline route‘ althoagh
the State has 1ndlcated a preference for that proposed by El Paso
Alaska Company. Alaska may also terminate. the contract if pipe-
line route apprdvals are not forthcomlng by December 31, 1978 or'
if a route other than El Paso s is approved

ESTABLISH FAVORABLE GAS PRICING STRUCTURE

- In order to obtaln favorable prlces for Alaskan royalty gas
the contracts establlsh dlfferent pr1c1ng mechanlsms dependlng '

jupon the regulatory or non regulatory status of the gas. Article VI

(Prlce) 1dent1fles three regulatory 81tuatlons which mlght occur:
6 . : :
: ‘Jensen Associates, Inc.
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Section 6.2: Federal Power Cormission has Jurisdiction
at the time of first deliveries over royalty gas resale -
rates in interstate commerce; :

Section 6.3: No Federal Power Commission rate'regulatlon'
exists for royalty gas for interstate resale at the tlme
of first deliveries; and _

Section 6.4: Federal Power~Commission deregulation occurs
after first deliveries of royalty gas have begun.

If Federal Power Commission jurisdiction applies,-the initial
price of the royalty gas is to be the highest applicable rate
allowed and never less than the price paid producers for their
gas from the same reservoir for comparable interstate sales. If -
regulation does not apply,fthen the initial price is to be the

highest interstate price being paid producers,fdr similar sales

from the appllcable Prudhoe: Bay leases.

If deregulatlon occurs after first dellverles the price is
subject to redetermlnatlon with a provision for arbitration in the
event that prlce accord can not be reached Annual redetermina-

- tion may occur therearter at the request of either buyer or seller.

.In all cases, the gas price is adjustable up or down if the gross

heating value is more or less than 1,000 British.Thermal Units

(Btu' s) per cubic foot..

Since no spec1f1c prlces are establlshed in the contracts
our analysis focusses on three issues: S
1. The likely U.S. and worId energy'marketing context
facing Alaskan royalty gas in the period 1980 and
beyond. Chapter III examines energy economic trends

~in the U.S. and world pressures on energy prices in
that perlod .

2. The market value of Alaskan. royalty gas at the tlme
of actual deliveries (Chapter IIT); and :

3. . Possible pr1c1ng formulas that may apply An the
event of price regulation existing at the time of
royalty gas dellverles (Chapter III) -

Two additional aspects of natural gas pr1c1ng—-v1ntag1ng and

severance: taxes——are con31dered in our analy31s

Jensen Associates, Inc.
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Vintaging refers to the date. assigned to an interstate gas sale
to determine the applicable regulatory price. Severance taxes
are state-imposed producer taxes on gas extraction. The implica-
tions of vintaging and severance taxes to the contracts are dis-

cussed in Chapter ITIT alsc.

PROTECT ALASKA'S FUTURE GAS NEEDS

Alaska'clearly'desires to retain future access to Prudhoe

Bay gas for internal requirenents Under Article III (Quantity)”

‘the State has the right to reduce the quantlty of royalty gas for .

interstate sale by varying percentages throughout the life of

the contract. Alaska may retain 25% of the royalty gas for the
first five years and increase this amount by 25% in each sub-
sequent five ~-year period'over the life of the contract. Alaska
also has the right to change the percentages of ‘royalty gas taken
for internal needs upon a 24 month written notice as well as to
export products, such as ammonla, manufactured from its retalned
gas. While the three contracts also contain "take-back" pro-.
visions enabling the buyer to recoup the quantities retained by
the State to meet internal needs, this applies only ifvadditional
surplus royalty gas is available. -Chapter IV of this report’
considers. possible situations in which Alaska retalns royalty

gas for internal usage.

Finally, in reVieWing the royalty gas contracts, some comcerns
arose regarding specific contract(language; While relatively - .
minor, these points'are outlined in Chapter V. It is also recog--
nized that in the_process of negotiating a contract, both parties
must "give and take" on~the various iSSues.: Since‘Jensen Associates,
Inc. was not involved in the negotiating process we acknowledge
that some of the matters on which we comment here may have been
dealt with in the negotlatlons themselves Nevertheless the . _
issues are outllned in the report in accordance with our obllgatlon

as consultants

Jensen Associates, Inc.



ITI. SALE OF PRUDHOE BAY NATURAIL GAS -

Alaska wants the most favorable price‘it can obtain for

its royalty gas sold into interstate commerce, As we look
ahead, we see considerable uncertainty about the price of energy

in general and specifically about the price of natural gas in

] 2 ;

Alaska which may prevail when initial deliveries~of royalty gas’

occur and for the subsequent twenty yearslover the term of the

#4

~ ; contracts. These uncertainties were apparently understood’ 1n

| : the negotlatlon of the royalty gas contract. " The contract pr1c1ng
V clauses simply state that the price shall ‘be set at the ‘highest
price‘determined for comparable contracts‘ and if deregulatlon

occurs, periocdic price redetermlnatlon is establlshed

[

The uncertainty in prlce and thus rlsks in the payments .
to Alaska are created by forces outside the contract These'
‘forces are markets and the course of natural gas regulatlon
and/or leglslatlon at the Federal level. Thls contract can

influence the course of-markets regulatlon or leglslatlon only

R amer N

slightly. However, the Leglslature of the State of Alaska

1

needs to be aware of and understand the causes behind these

very real uncertainties about the price of Alaskan gas and

their economic rlsk as it evaluates these contracts. Conse—'

]

' quently, our evaluatlon of the contracts focusses more on ccntractual
ability to adapt to. changlnCr price circumstances than- “upon

the ability of the contracts to 1nfluence the prices.

‘ In order to understand the extent and cause of the '

3

uncertainty’ about price of Alaskan royalty gas, we describe
‘below the movement of energy markets in the United States and
the world from 1975 to 1990 market %alue‘priCing of Alaskan

-

gas which WOUld prevail if deregulatlon of ‘the wellhead prlce

%J of gas were to apply to Prudhoe Bay gas, costs of alternate
' forms of energy for natural gas pipelines, and the impact and
1] - differences in pricing which regulation by a body such as the

‘ Federal Power Commission could bring to the price of Alaskan
[} royalty gas. | | o

Jensen Associates, Inc. @
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ENERGY MARKETS IN THE UNITED STATES AND THE WORLD, 1975- 1990:

The Organization of. Petroleum prortlng Countries (OPEC)
has demonstrated since late in 1973 that it has considerable
power to set the price of crude oil unllaterally in world
markets. Western Europe' Japan, and increasingly the United
States, as natural gas: productlon declines, are“dependent upon -
this imported oil Wthh is the incremental source of energy in

the 1ndustr1allzed natlons and tends to. set the prlce of all.
forms of energy.. Consumlng nations can “influence price through

controls or taxes to be more or less than the world market

crude oil prlce But controlling prlce below world market

levels requlres the nation to have its own energy productlon

-as is true of the Unlted States.

OPEC Productlon and Pr1c1ng

Table III-1 is the estimate of the world oil trade to
1985.  The growing demands for OPEC. oil production make a
break-up of the.cartel unlikely. - We -expect the United States
.to.continue to rely upon imported. oil, and, thus, be.heavily.

subject to the world price of oil. The production of oil from

'OPEC nations should increase Steadily'but within productive

'capacities:_ In particular, Saudi Arabia, a country with, the'

largest oil reseryes'in'the world, should be able to accommo-

date increases 1n demand w1thout straln to the mld 1980 S .

The prlce of OPEC 011 is not expected to decllne, rather

we expect the 011 produc1ng nations to attempt to maintain the

value of thelr,oll As 1nflatlon continues in the 1ndustr1al

‘nations,fthe.priceiof o;l“should increase apace to the mid-

1980's.

Forecasts. of oil, supply, demand and price are aubject to-

‘an increasing range of error the further into the future the

. forecast is made However, the’ contracts for royalty gas are

scheduled to run for twenty years beyond the initial dellverles.
of gas which should occur sometlme ‘between 1980 and 1985.

10 . -
- Jensen Associates, Inc.
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TARBLE III-1

WORLD OIL TRADE

(Millionvbarrels per day)

1975 . 1980 1985

IMPORTS DR
United States 5.8 1L.5  11.5

- Westerﬁ‘Europe = 312;4>.; i?lZ;QV : :  i4.d
Jépan  f-;,' ‘Uv? - 4:9» szz6;0:“ :" N8.D<'
Net to Balancel 43 - 65 . 9.5

OPEC PRODUCTION R L
Total . 27.4°  36.0 - 43.0

Saudl Arablaz/ o | 7;1 - -10.0 "‘TIZ.G ‘

;/ Includes net impofts (éxports) of the Non-OPEC

developing countries, the Sino-Soviet countries,
OPEC internal consumptlon - stock changes, and
adjustments . : : ‘ » -

2/ Includes 50? of Neutral Zone.

Source: ' Jensen Associates, Inc.

«'llaf‘ o e
' : JensennAssociates

» Ine. -
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Thus, most of the gas under these contracts will be delivered after

1985, the time horizon to which most international oil fore-
casters. have- recéntly chosen to limit their estimates. In
order to understand how energy prices will behave in the
latter part of the 1980's and beyond, it is important to

review the likely trends. in world oil consumption compared w1th

- the developmanEAOf both non-OPEC and OPEC supply.

0il will be a major source of energy 1nto the 1990 s and
beyond Even though non- tradltlonal energy sources may begin
to grow rapldly, they do so from a small base so that continued -
economic growth needs to be,. for some years after 1985, fueled

by oil. But as oil demand on OPEC production increases,

production capacity limits for most  of the OPEC countries could
very likely be strained. It is not hard to. see o0il demand‘ a
bumplng up agalnst capa01tyconstra1nts most everywhere except
in Saudi Arabia after 1985. If this were. to happen, the
conditions would be set for another dramatic upward shift in

the price of oil. It is also possible to envision very -
effective conservation efforts and aécelerated alternate energy
sUpplyAprograms being developed, in which case the strains on
OPEC production éapacity would not be severe and oil price -
increases would be moderated However, it is difficult to
envision a decllne in OPEC production in the decade follOW1ng
1985 which would plape‘downward pressure on world 0il prlces'

. unless the industrialized nations of the world were to sink
into depression. ' ‘

"As the time of initial deliveries of‘royalty'gas nears,

AAthe post-1985 energy supply and demand balances will become.
clearer. These forecasts should begin to have a significant
impact upon domestic U.S. energy prices and goverﬁment policy.

The post-1985 conditicns.are’uﬁclear today and the range of
uncertainty about energy prices is high. However, forces

that would create sharply higher prices seem more likely than

- a worldwide depression that might force o0il prices downward.

12 S : :
Jensen Associates, Inc.
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U.S. Price Controls

At the current time, the price of oil in the United States
is controlled by the Federal government at levels below the
world price. However, the price for 'new" 0il is ‘higher than
for "old" o0il in order to encourage further exploration and
the development of additional supplies. The stated intention .

~of the Energy Policy and Conservation Act 1s to.allow the price -

of o0il to increase and eventually for it to be decontrolled,
Either as "new' oil becomes an increasing share of supply oxr

oil price is decontrolled the price of 0oil will increase

. more. rapldly in the Unlted States than in world markets as

the U.s. prlces catch up to the world prlces,'

U.S. Energy Conservatlon

There is a developlng consensus 1n the Unlted States that
the conservatlon of energy is an 1mportant national’ obJectlve
Currently, there is no equlvalent consensus on how ‘this N
objectlve is to be reached. There have been some attempts to
use engineering standards mandated by regulatlon or leglslatlon
to prcmote energy: conservatlon such as mlleage requirements -
~ for new cars. Meanwhlle government policy has concentrated

on keeping the prlce of energy low.

Other countries, such as Japan and those in Western Europe

~who have a longer history of oil 1mports than the United States

have relied upon the prlce system to bring about energy
‘conservation.  These natlons increase the cost of energy to the
consuner above world oil prlces by taxation. Energy»consump—
tion in Japan and Western Europe is below that of the United
States by more than can be explained by a difference in the

standard of living.,’The use of the price system to bring eboutkr'.

energy conservation has proven to be successful in other nations.

' As the United States develops -an energy conservation
program, an increasing reliance upon higher‘energy prices
to bring ‘about conservatlon 1s to be expected This, too,

A 13 S

- Jensen Associates, Inc.
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should reinforce both the OPEC determined price increases, the’
price increases of oil and other energy forms in the United
States as oil market levels are approached, to bring about an
even greater increase in. the price of energy for the United

States.

Conclusion

OPEC oil pricing, the phase-out of oil price control in
the United States or an 1ncrea31ng proportlon of "new'" o0il,
and greater rellance upon hlgher prices to foster energy conser-
vation all p01nt to increased energy prices in the U.S. The
extent of these 1ncreases is uncertain. However, the greatest
uncertainty is about prices in the mid- 1980"'s, The potential

for oil demand runnlng hard against world’ productive capacity

~exists. Sharply 1ncreased prices would result, 'But, if the

1ndustr1a11zed nations can aggressively conserve energy and

deveLop sources other than oil, or if economic growth falters,

" then OPEC. oil productlon capac1ty w111 not be under the same

stress.

14
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MARKET BASED VALUES OF NATURAL GAS

In the event of deregulation, market forces would determine
the field price of Alaskan North Slope gas. One way to anticipate
this price is to forecast the market price of alternate fuels and
to netback to the North Slope using the costs oF'transporting'the
~gas to mark@t The theory is that the price of natural gas at the
‘market (e.g., Los Angeles) would tend toward a level related to
‘the price of alternate fuels and that the field price resultlng
would be the market prlce less the cost of ‘transmission.

" We have computed the netback value of Alaskan North Slopev'

gas based on the market prlces of competlng alternate fuels in.

V.Los Angeles and Chicago. This section descrlbes the method and

‘the results of this analy51s

Number Two Fuel 0il

The CalculatiOns whiéh'COmpare natural gas with fuel oil are

..based -on the pro3ected prices of No. 2 oil‘in.LQs Angeles and

Chlcago In the case of Los Angeles >it Waé‘aSSﬁmed'that No. 2

k011 would be reflned prlmarlly from Alaskan crude, priced to be

competitive with Saudi Arablan llght landed in Houston The
present prlce of Saudi Arablan llght is $12 09 F.O0.B. Ras Tanura

. This price can be 1nflated at SA per year to 1980 and with the

addition of transportatlon costs, termlnal costs and reflnery
margins, yields a projected price for No. 2 011 in Houston in

1980. Netting back to Los Angeles v1a crude plpellne results in-

~a price for No. 2 oil refined frovalaskan crude and delivered in

Los Angeles. A 10% premium must then be added to account ‘for the

fact that natural gas 'is often preferrable on a Btu basis to No. 2

oil.
To cémputé é price. for No. 2 011 in Chlcago 'we added to the
price of No. 2 in Houston the cost of transportlng the fuel by -

product pipeline to Chlcago ' Agaln we added 10% to reflect a

premlum for clean~burn1ng natural gas

- In both' Chicago and Los Angeles Itfwas assﬁﬁed‘thét'the

relevant prlce comparlson was between No. 2 011 at- the reflnery

Jensen Associates, Inc.
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rack and natural gas at the city gate. The cost of local delivery
to large volume industrial users was assumed to be small and

approximately equal for either fuel.

SNG from Coal

' Current estimates for the cost of producing gas from coal -
form a‘range_of between $3.00‘and $4.00 per milliOn.Btu. To ob-
tain a 1980 price for coal-based SNG, we selected $3.50 as a middle-
range figure, inflated it at 8%.per year for five years, and added

projected transportation costs.

Netback Value -

The netback value is'computed in : the following way. Suppose
the projected market price'of No. 2 in Los Angeles is $3.50 per
MMBtu. Adding 10% results-in a market value for natural gas of
$3.85 per MMBtu, competing against No. 2 oil. In other words,
pipelines-couldlcharge gas ~distributors-in Los Angeles up to $3 85
per MMBtu, - the price of the competlng incremental fuel source.

The field price in Alaska is then determined by subtracting from
$3.85 the cost of transporting the gas from the field to Los Angeles.
If the transport costs were $2.00. per MMBtu ‘then the prlce that

.Alaska could charge for its royalty gas in the field would be $3.85
minus $2 00 equals $1. 85 per MMBtu.

~It should be noted that transportation costs include the cost
of gas used and lost along the respective routes. Consequently,

transportation costs vary w1th the netback value whlch in turn

~varies with the prOJected market prlce of the competlng fuel. 1In

short, the- higher the value of Alaskan Vorth Slope gas the more
expensive it is. to transport '

Tables I11I-2, III-3, and III 4 show netback values computed
for. the El Paso prOJect and the Arctlc Gas project separately

Strictly speaklng, netback values show what. price would pre-
vail for natural gas (regardless of source) in each market, as-
suming insufficient gas is avellable,to;replace the alternate

16
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TABLE III-2

NETBACK VALUATION OF ALASKAN WORIH SLOPE GAS
BASED ON NO., 2 OIL-
| ‘ 1980
(Dollars per million Btu)

~ EL Paso Route -

Jede

%'Priqe'of_No. 2 0il (Incl. Premium) -~ E1l Paso Transportation Costs Netback Value

]

Chicago - - $3.3% - 82,40 s 94
 Los Angeles 8310 o - sl.88. o s1.22

.......

-
)
=8
>
(D .

-
o
w
o
9]

o

w -
ot
. (D .
-
5

e

" Arctic Route

%%

41Q“?riceg0f“ﬁo{'2 Oil;(InCl?’Premium)f - Arctic~Trans?ortation Costs = Netrback Value
7 Chicage - $3.34 © o $1.68 | $1.66

Los Angeles . ~$3.10 D $1.40 o 81,71

Assumes that the current price of Saudi Arablan llght ($12 09) will rise at the rate of
5% per year to.1980 and 7.4% per year from 1980 to 1985. These estimates are represen--
tatlve and merely reflect current expectatlons ‘ L o C

Based on average flfth year cost to the Mid West and. Callfornla as publlshnd by the ¥.P.C.
~staff (12/7/76). Estimates assume 2.4 and 2.25 Bef/d capacity for the EL Paso and Arctic
systems respectively. Gas lost or used as fuel in transit is valued at the netback value.
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NETBACK VALUATION OF ALASKAN NORTH SLOPE GAS
| BASED ON NO. 2 OIL .
1985 - !
(Dollars per mllllon Btu)

 EL Paso Route

.- . ) % : . - sk
- Price of No, 2 0il (Incl. Premium) -~ El Paso Transportation Costs ’

Chicage  §4.59 . . . s2.61

‘Los Angeles o $4.27 . s2.08

81

Arctic RouteA'

Fve

Prlce of No. 2 Oil‘(Incl;-Premium)*~; ArCtic‘Transportation'COsts
- Chicago 1}’ B $4.59 8179
' Los Angeles  $4.27 o sLs00

‘oug

I

i

Netback Value.

§1.98
1 $2.19 -

Netback Value :

$2.80
$2.77

"Assumes that the current price of Saudi Arabian light ($12.09) will rise at the rate of

- 5% per year to 1980 and 7.4% per year from 1980 to 1985.
tatlve and merely reflect current expectations,

These.estimates<are represen-

Based on- average flfth year cost to the Mid West and .California as publlshed by the F.P.C.

. staff (12/7/76). Estimates assume 2.4 and 2.25 Bef/d capacity for the ELl Paso and Arctic

systems respectively. Gas lost or used as fuel in transit is valued at the netback value.
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 TABLE III-4

i
NETBACK VALUATION OF ALASKAN NORTH SLOPE GAS
BASED ON SNG FROM COAL A
1980 R ’
(Dollars per mllllon Btu)

El Paso Route
| ‘e _Price of SNG Delivered - EL Paso Transpcrtatlon Costs** = Netback Value
Chicago - . $5.46 _ S 8275 | S §2.71

Chicago . - §5.46 $z 41*** o 83,05

Arctic Route

= . ‘Price of SNG Delivered -~ Arctic Transportation Costs™ = Netback Value
S Ghicagov-;fg‘; S?'?‘\\$5;46. — L e 5$1:87‘7'.?l o S 1$3.59
R L | T kekek o
Chicago - L. 85.46 e - §l.61 $3.85 |

o
o
f I
»
(3]
=
S
)
o
(@]
H-
b
rt
m;
w
o}
-
(¥

*Current esfimatés‘placekthe cost of pfodu01ng%SNG from coal of'Beﬁween $3 and $4 per MMBtu
in 1975 dollars. We have used $3.50/MMBtu and inflated at 8% per yeax to 1980 Cost of
transportlng SNG assumed to be 32¢/MMBtu . - o

Based on average flfth~year cost to the Mld West and Callfornla as publlshed by the F. P C.
- staff (12/7/76). Estlmates assume 2.4 and 2.25 Bcf/d capac1ty for the E1 Paso and Arctic
- systems respectively Gas lost or used as fuel in tran81t 15 valued at the netback’value

ek
Assumes gas last or used as fuel in tran31t is valued at $l OO/MNBtu
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fuels. Of course, if all Alaskan gas were channeled into Los
Angeles, saturation would occur and Los Angeles‘ market‘price of
gas would fall. However, in the broader context of the mational N
market, (which size is currently on the order of 55 billion cubic
feet per day), the additional 3.5 billion cubic feet per day an-
ticipated from Alaska may not be sufficient to render uneconomical -

even the most expensive alternate fuel sources now beingrcontemplated.

Contracts

Section 6.3 of the contracts states that in the event of de-
regulation, prior to first deliveries of Alaskan North Slope gas,
"the initial price for gas'delivered hereunder shall be the highest
price being pald by any 1nterstate gas purchaser for gas under
contracts. . . ."" This provision appears adequate to insure that
Alaska receives the full netback value based on the appropriate
competing elternate fuel source, providing that the North Slope
producers-have marketed their gas judiciously; and with the price:
incentives inherent under deregulatron there 1s-every reason to
believe that they would do so. o |

A Section 6.4 provides, moreover, fer‘price redetermination in
the event that the price of gas is regulated at the tlme of flrst~
deliveries and subsequently deregulated

These two sections together.provide that'Alaska receives full
market value for its royalty gas under deregulation providing
vintaging allows, whether or not deregulatlon occurs before or
after the date of flrst dellverles Moreover, inasmuch as
Alaska contemplates taklng royalty gas in ‘kind, and selllng 1t in
the field, netback pricing serves to 1llustrate the market prlce
potentlally avallable to Alaska for 1ts royalty gas

20 : ‘
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COST-BASED REGULATION OF ALASKA GAS PRICES

In the event the sales of Prudhoe Bay gas contemplated in

~ the contracts are found. to be Jurlsdlctlonal by the E. P C., the

price clause (Section 6.2) provides. that

1. ". . . The initial price .' . . ‘shall be the highest
area, national or ceiling rate allowed to be paid
by .any interstate gas purcHaser to any worklng in-
terest owner :

2. MThe price to be paidothereafter shall be subject
to all periodic changes permitted in accordance with
the . . . Rules and Regulations of the Federal Power
Commission . .. . or such other changes in price as -
‘may be permitted by any new area, national or ceiling
rates . whlch may subsequently be establlshed o

| . Thus, the value of the contracts depends upon the celllng prlcev
which may be establlshed by the Federal Power Commission. The

‘contracts ‘do" not spe01fy or assume that the nationwide rate
established by the F P.C. will apply to the contract sales. On
_the contrary, the contracts acoept in advance whatever rate~v.‘
making method the F P.C. mlght apply to sales of Prudhoe Bay gas.

" Moreover, the contracts tie the 1nterests of the State of Alaska

to the lnterests of the prlvate companles produc1n0 Prudhoe Bay
gas. The State will not receive a price for its royalty gas
any hlgher than the cost-based price whlch the companles can
justlfY to the F.P.C. ‘ o -

The Natlonal Rate and Alaska Gas

The current nationwide Wellhead ceiling price fofi"new” .
natural. gasvin the United. States'is $1.42/Mcf (plus lc/quarter'_
beginning October 1, 1976), ‘established in F.P.C. Opinions 770 -
and 770-A.. However, these Opinions and-the. earlier nationwide e
rate Opinion 699-H all. expllcltly excluded the States of Alaska - té
and Hawaii. Loa simple dec1810n could be made.by the Commission ;i_f?

to delete’ the exc1u31on and thus bring Alaskan gas under the

;Title 18-»UfoCr{m?%??gtaphh2r55%¢1ﬁ)f e
' . Jensen Assoclates, Inc.
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nqtionwide ceiling . The clfllculty with this approach is that the
S1. 42/Vicf is a cost- ~based ceiling price, calculated using cost
data from only the lower-48 states. That 1s, the exclusion of
Alaska from the $1.42/Mcf ceiling is not only a legal or procedural
fact but also a computational fact. If the F.P.C. were to attempt
to establish a single uniform national rate including Alaskan gas,
‘the Commission would likely bring data on the cost of gas produc-

tion in Alaska into the computation process.

One fundamental assumption underlying Opinions 699-H, 770
and 770-A is that most natural gas produced in the U.S. is from
non-associated gas wells (wells which produce gas from reservoirs
which doc not also containtcrude oil) .- For this reasoﬁ the Opinions
consider data on the drilling costs and drilling footage of gas
wells only. All'data on 0il wells (many of which also produce
gas) are excluded. 1f the F.P.C. were to rev1se the national

rate to 1ncorporate data on non-associated gas ‘wells in Alaska

the national rate would not_be much affected. The number of -

Alaskan non-associated gas'Wells:and the quantitY'of Alaskan non-

associated gas reserves are not large enough (relative to the

national total) to have a 51gn1f1cant 1mpact upon the calculatlon

of the national rate.

However, the- 1nc1u31on of Alaska w1th1n the natlonal unlform
rate may be dlfflcult prec1sely because of the fundamental assump—
tion stated above, i.e. that most U.S. nattral gas is produced
from non-associated wells.. Such an assumptlon some may argue,
is 1inapplicable to Alaska where over four fifths of matural gas
reserves exist in conJunctlon w1th 011 For this reason, there_'
1s a reasonable. p0331b111ty that the Commission will establish a
separate area rate for- all gas 1n Alaska or for ca31nohead gas

from oil wells in Alaska

- An Area PrLce Celllng for Alaska

‘The calculation of a wellhead celllng price for all natural
gas in Alaska, or for casinghead (assoc1ated-dlssolved) gas_alone,
requires the allocation of costs between oil and gas. During the

22 SN
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long history of F.P.C. wellhead price regulation, meny methods
have been proposed for making such an allocation. Most of these
methods have been based upon a combination of two prlnc1p1es

® That oil and gas may be substituted for each other as

sources of energy and are valuable because of their
energy content as measured in Btu's, and -

® .That oil, whlch has traditionally sold at a hlgher
wellhead price per Btu than gas, should receive a
premlum value over gas. o :

A brief'review of F.P.C. wellhead price regulation'uncovered
no_instance in which the Commission had actuelly allocated coSts
between oil and gas in order to set an areawide'ceiling price on
associated gas (called Vcasinghead‘gas” in the area rate opinions) .
In setting area price ceilings between 1961 and 1974, the Com-
mission established‘Various categories of gas according to vintage
date. The calculatlon of the price applicable to each v1ntage_
fcategory was based entirely upon the costs of non- associated gas
production. Newer Vlntages of gas receilved- hlgher ceilings than
_ did older vintages, due to inflation of drilling costs and de-

} cllnlng sizes of gas discoveries. Casinghead gas was 1ncluded
in the older vintage ‘and was not vintaged in its own right. Thus,
"new" casinghead gas received a lower ceiling price than did new

non-assoclated gas.

The most recent case in which the Comm1331on allocated costs

to arrive at a separate cost of service for ca31nghead gas was

in the Phillips Petroleum opinion of September.l960, the last of
the individual producer rate cases. In the Phillips opinion, the

Commission used separate methods for allocating production costs

and for allocating exploration costs Production costs on leases -

producing both oil and gas were allocated in. proportlon to the
relative costs of producing oil from oil- produc1ng leases and of

producing gas from gas-producing leases. Exploration costs ‘(which

were viewed as joint costs because, at that time, the F.P.C. did
not accept the concept of directiohal exploration) were allocated
first among oil-only leases, gas-only leases and joint-product

- 23 : o _
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leases on the basis of net~invéstment in each of these three
categories of leases. Then the exploration outlays assigned to
joint product leaseholds were divided between oil and gas using

a modified Btu method. The number of Btu's contained in crude o0il

produced from the joint-product leases in the test year was mul-

tiplied by & as an "economic factor" reflecting the then-prevailing
“higher market value of oil than of gas. Thus, the following frac-

tion of joint-lease exploration costs was assigned to gas:

__Btu's cf £as produoed
(4 x Btu's of oil produced) + (Btu s of gas produced)

The Commission stated‘that “we are of the opinion that the proper-

- economic factor to be applied to the straight Btu content of oil

to allocate Phillips' test year exploration costs is &, so that
the cost relationship of finding one Mcf of gas to one barrel of
011 will ‘be about 1 to 24 .

' Estimation of Alaskan Natural Gas Ceiling Price

Keeping in mind the long span of time which has lapse& since
the Phillips precedent for separating oil from gas costs, we have,
nevertheless, calculated several hypothetical ceiling prices for

" Alaska natural'gas These were calculated under the assumption

that the F.P.C. would set an area ceiling prlce for the State of .
Alaska as a whole, with no differentiation within the State. It

‘was also assumed that the Commission would follow a method roughly

_analcgous to the present method used in settlng the nationwide

rate«(that is, the method gsed,;n Opinion No. 770-A) with the

- following modifications:

@ Data pertaining to-drilling cost, drilling footage
- and reserve additions would be drawn from Alaska's ex-
perience only. Successful drilling cost and footage
would 1nclude both oil and gas wells.

o Lead times between capital outlays and start-up of
production could be considerably greater than those
used in calculating the lower-48 ceiling, and

e Unit costs would be divided between oil and gas on a
Btu bas1s or a value-modified Btu basis.

24
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tion, should not be subject to cost-based regulation. It would

e e

Working entirely from published data. (the same sources used |
by the F.P.C. in setting the nationwide ceiling price),}we cal-
culated wellhead ceiling prices which ranged from under 20¢/Mcf
to about 45¢/Mcf. The higher end of this_range was calculated

assuming a straight Btu division of oil and gas, which is the

‘most favorable calculation from the gas producer's standpoint.

No allowance was made in these calculations for any special
capital outlay for waterflood or other emhanced oil recovery‘oper—>
ation necessitated by the removal of the natural gas drive mechan—

ism in the reservoir.

F.BP.C. Jurlsdlctlon Over Alaska Royalty Gas

The ba51c presumptlon of government regulatlon of an exhaus—

tible resource is that economic rents should be captured by the

‘private consumers of the resource rather than by the private firms .

or individuals who own and produce the resource. This presumptlon»-

“reflects the present distribution of polltlcal power and influence

between the two groups, the consumers and the producers.. The
purpose f setting a ceiling price based upon cost calculations

is to carry out this allocation of rents.

The State of Alaska, as a publlc rather than a private pro-
ducer and owner of resources, may not be subject to the same

political arrangement which underlies cost of service regulation.

That is, in addition to the legal 'argument that a State is not a

"person' within the meaning of the Natural Gas Act, thére is also
an economic and philosophical argument that a State is vested with -
quite different and much broader social responsibilities'than is

a private firm. For this reason, the State may be-entitled to

capture a greater share of the resource rents than has been awarded ‘

by the political process to private resource producers 4The con- -

tracts for the sale of Alaska royalty gas, as they are currently -
formulated, establish price by reference to a celling price estab{
lished for private producers. Such pricing by reference appears- A
to abdicate the position that theHState, even if subject to regulas_fi

25 - : » : o
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also aDpear to place the State in the pOSlthn of acreptlncr a |
regulated celllng price established for private producers even 1f '

the State is not found subject to regulation.

As the representative of a diverse social group, the State
may not wish ta blnd itself to prices received by private producers ’
because these prices may be determined without referemce to the ’A e
public nature of the State of Alaska. R
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VINTAGING

As presently written, the contracts for the saledof
Alaskan royalty gas do not mention the possibility that several
ceiling prlces might simultaneously applf to gas from the
Prudhoe Bay area. Such a circumstance could arise from
whatever "vintaging'" policy is chosen by the ¥F.P.C. to apply
to Alaska gas,,and'could have a~significantdimpact‘on the
value of Alaskan gas. '

"Vintaging' refers to the establishment of a date--such

"as the date of discovery of the reservoir or date of conmence -

ment of the well--which separates the produced gas into two
(or more) categories for pricing purposes. For example, the
current national rate for interstate natural gas is $l.42

(plus.l¢ per quarter) for gas produced from wells commenced

- on or after January 1, 1975. ' Gas from wells commenced be-

tween January 1, 1973 and December 31, 1974 qualifies for a

'prlce of $.93 (plus 1¢ per annum). In this example, the

date of well commencement (”spud date”) is the vintaging

' criterion.

At the presentvtime,'Alaska is in a unique position. No

(ekisting vintaging basis clearly applies to Alaskan gas. f Thus

Alaska is limited in its ability to address future Vlntaglng
treatment of royalty gas through the terms of the sales
contracts. Alaska can, however, strengthen‘lts future

vposition by cleafly understanding the implications of

- vintaging and being prepared to act through regulatory

intervention or otherwise at a future date. This chaptef
attempts to clarify the vintaging issues pertinent to royalty
gas contracts. L ' ' '

Vintaging Under the Uniform National Rate

For Alaskan royalty gas to.qualify,fof'the'highest
national rate, under present vintaging methods, the gas must
be produced from wells spudded in after January 1, 1975

27 N v
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- Power Commission has used various methods for determining the

The ' SpLd in" date is the moment of dr1111ng<the flrst
foot of a well regardless of the date of completion or -
recompletion. Well completion refers to the installation of .
permanent equipment for the production of oil or gas. The
date of compietion of an o0il well or gas well is the date on
which the installation of permanent equipment has been ' .

completed for the production of oil or gas as reported to the
appropriate regulatory agency. - '

Dependirg upon the gas‘field or reservoir drilling

development pattern, spud-in date may or may not be a

vintaging basis favorable to Alaska. If most gas is produced
from wells spudded in after January 1, 1975, then Alaska may -

‘quallfy for the hlghest,avallable natlonal rate for most of

its gas if the national rate applies to Alaska. If the royalty
share comes from wells spudded-in at a considerably eafliér' '

‘date than the January'l ‘1975 cut-off, then Alaska clearly
"is in a less favorable position vis-a- vis the national rate

At the present time, wells spudded-in on or after January l
1973 and before January 1, 1975 receive separate national

~rate treatment from the F.P.C. while gas from wells commenced
‘prior to January 1. 1973 receive rate treatment under F.P.C.

Opinion No. 749 which has established a price of 29.5¢/Mcf

'nationally‘for "old" gas. Clearly, the maximization of

Alaskan royalty gas revenues will depend on the type of*

v1ntag1ng mechanlsm allowed under regulation.

‘Other Vintaging Methodolcgies

In the evolution of gas pricing'regulations; the Federal

vintage of gas. Other regulatory vintaging methodologies. _
have used contract date, type of gas, date of dedication to s

interstate commerce, and reservoir discovery date. Table III-5

‘details the vintaging mechanisms in national and area rate

regulatlon as well as in two proposed 1975-76 deregulatlon
blllS ' '

.28 v L
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TABLE 11I-5
SIMARY OF NATURAL GAS VINTAGING AFPROACHES REI,ATED TO INTERSTATE PRICE REGULA'ITON

ALTOWED HIGHEST APPLICABIE RATE FOR:-

..._...._.'.;Iype of Gas Qualifying Date for 'New' Gaé Vihtage—-—~f———~‘

‘Date of
o - : T - Initial . Date of
T Associated or - Non-Associlated Spud—In Recmpletion - Interstate  Date of Reservoir ‘
VINTAGING APPROACH 01l Well Cas or Gas Well Cas Date Date Dedication Contract Discovery RATE ESCAIATION
1. National Rate , ' ' ’
- a. Opinion 770-A . yes yes " yes o no ‘no no ves
¢ (November 1976) : . . o o
b, Opinion 770 yes _yes " yes yes - Syes: - "o o yes .
‘ (June 1976) \ - ' : _ o N
. Opinion 699-H yes A -~ yes . - yes . yes . yes . o w0 yes
. (Decerber 197&) ~ . : ' . . ' o
2. Area Rate » L
' Permian Basin : . . : :
Opinion 468 po's) . yes T o o no yes o o
(August 1965) . , ‘
3. 1975-1976 Proposed
. Dgregglation' - ,
HR 10480 Krueger- _ ek o .&* , o o -
Broyhill Bill o yes . yes yes | no yes no ™ As Pexr Contract
. (Cctober 31, 1975) . 7 R - ' S
$-3422 Pearson- . ... 2 . IR .
' Hollings Bill Coyes " yes ¥ yes yes - yes no yes yes -
‘(May 12, 1976) : S o AR V .
Date of dlscove:r.y of a new gas reservoir on acresge prevmusly dedlcatcd £o the interstate market was a mtagmg criterion.
1r pmducer is not affiliated’ with a pipeline
" Jensen Associates, Inc.
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Contract date and type of gas were used together in the

first area rate vintaging methodology (Opinion No. 468 issued

August 5, 1965). In this case, an established date:

(January l 1961) was the leLdlng date between old and new

gas with new gas being that which was sold through a .contract

dated after the January 1, 1961 date. However, this system

also vintaged gas on the basis of whether it was gas well gas
or oil well gas. All casinghead gas (or oil well gas) was .
categorized as old gas; only post-January 1, 1961 gas well

gas received new gas treatment. Similar -vintaging methodo-

" logies were used in other area rates .established by-the F.P.C.

with some variations as to the appllcable contract v1ntag1ng
date. The pricing implications for Alaskan royalty gas if
vintaglng occurs on a basis comparable to area rate regulatlon
are considered elsewhere in thiS'chapter. Alaska. should

understand, however, that by stating a contractual willingness

_to accept an area rate with its inferred vintaging mechanism,

it may face future rate rulings that are either unanticipated:

or clearly less favorable than more recent pricing regulations.

' Vintaging on the basis of first sales into interstate,
commerce (under contracts executed after a specified date)
has also been used by the F.P.C. in the first uniform national
rate (June 1974). This methodoiogy has been supereeded by \
well commencement date vintaging. Date of first sales into
interstate commerce appears to be an attractive vintaging

basis. It has a clear dlsadvantage however, if the market

value of gas is expected to rise over the term of the. contract"

by committing all the gas to a price set when market value

- was lower.

"Conclusions

1. No single vintaging method yet applies'to Alaskan
royalty gas and Federal Power Commission actions
on this are uncertain.
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2. Révenues to Alaska for royalty gas sold interstate
~ are highly dependent upon the vintaging method o
selected. '

3. No single:viﬁtaging system is clearly superior

- to all others, although in general, the more gas
- that falls into the ”new gas' category or vintage,
the greater are Alaska s 0pportun1t1es to maximize

royalty revenues,

Vlntaglnngnder Progpsed Gas Levlslatlon

‘ Numerous proposals to deregulate or reregulate natural’
gas pricing were introduced into the 1975-76 Congre581onaT
Session, and already in the current Congress eleven bllls

as of this ertlng'have been proposed. Passage of a part1~
cular bill at this time is unélear.'~However, based on 1975~
1976 bills, vintaging is 1ikely to remain an issue in current
proposed 1eglslat10n of great economlc 31gn1L1cance to Alaska.

The importance of future deregulatlon or reregulatlon

i

to Alaska’s royalty gas contracts is the possibility that:
there may be multiple vintages applicable to the Prudhoe Bay

gas. That is, depending upon the vintage method, there may

" be a deregulated and a regulated price in effect at the time

of first deliveries.
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SEVERANCE TAXES ON ROYALTY GAS

It is possible that $50 - $150 milliont! in revenue mioht
be lost to Alaska from an interpretation of price in Section
6.2, 6.3, and 6.4. While the Alaskan severance tax leglslatlon
currently does not apply to state-owned royalty interests, the
price clause should'not preclude by omission the collection of
a severance tax or revenue in lieu of severance taxes on
Alaskan royalty gas in addition to the base price. Undex

_F.P.C..regulatioﬁ, the'prige paid to a producer by a pipeline
for the working interest share Will-bé'adjusted:upwafds from
the ceiling rate to cover severance tax. This payment for
severance tax is in turn fully recovered by the>pipeline.f If
a severance tax on the Alaskan royalty interest is not charged.

. in addition to the highest allowable area, national or ceiling
rate under some interpretations of the gas contract pricing
clauses, the prlce for royalty interest gas will be less than
the price paid by pipelines for the working interest portion.-
In the condition that Alaska is not subjéct to_F.P.C.ijuris—.
dictioh, the royalty gas will be sold at the highest price
paid by a purchaser which appears to be wording that would
cover severance taxes pald by the workln0 interest holder,
Given the amount of money involved, we suggest 1ega1 rev1ew '
on the point of collecting severance taxes. = The p0331b111ty
for a low price differential on Alaskan rdyalty gas may be

-eliminated in one of two ways: | ’ '

(1) legislative action.to include the. royalty interests

taken in kind with that productlon whlch is subject o
to a severance tax, or. . _

(2) a change in the contract which sets the price of
Alaskan royalty gas at the highest allowable
price plus an adjustment in 11eu of a severance

- tax.

Tl( For sale of 2.6 téf'at $0.50 to $1.50 per million Btu
assuming one million Btu per Mcf and a 47 severance tax,
320 o S T
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IV. USE OF GAS WITHIN ALASKA

The State of Alaska is permittedAto reduce the volumes
Offgas sold undexr the contracts. Any reduction may be made
on twenty-four months' notice, or up to specified limits on
‘twelve months' notice, provided the gas is to be used for |

| 2

domestic or industrial purposes in Alaska.

As presently written, the contracts do not spe01fy
whether the withdrawn gas must be for current or antl¢1pated
" domestic or industrial needs. It is possible that Alaska
might predict or foresee a need for natural gas within the
- State which extends beyond the term of the contract, or an
increasing demand for intrastate gas which will eventually |
exceed the total volume of royalty gaS'during the term of the
contract. We see no contract impediment to a time exchange
of royalty gas which mlght be worked out w1th the owners of
- the worklng interests. ’

For example the province of Alberta follows a rule of
- protecting provincial requlrements for a forecast 30-year “

Vperlod before permitting additional 1nterpr0V1nc1al sales.
A 31m11ar‘rule could be applled by Alaska.

As shown in Table IV-1, natural gas consumption in Alaska
»durlno 1975 was 66.8 billion cubic feet none of whlch came
from the North Slope. If the total contracted amount- of
royalty gas (2.6 trillion cubic feet) were produced ‘
uniformly over a 20-year period, the anﬁual volume of royalty
gas would be 130 billion cubic feet. Thus, if all additions
to intrastateinatural gas consumption had to be~dra®n from -
the royalty gas in the contracts, then,Alaskan.rgas consumption
would have to triple over present leveis before all the
royalty gas would be w1thdrawn from the contracts

Gas utLllty sales in Alaska grew at an average rate of -
12.7% per annum from 1965 to 1975 and at a rate of.12.1% from
1974 to 1975, Total consumption of gas in Alaska rose from

o 33 |
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TABLE

NATURAL GAS CONSUMPTION IN ALASKA

- 1975
 Sales by .

. B Gas Utilities -~ Total Consumptlon
User o ___ Bef LV - - Bef
Residential . 5.6 10.4

Commercial = - 6.4 8.5

~.Industrial . 22.4
Electric Utilities = 12.8 19.6
Other . 7 3.9 5.9
Total . 30.7 66.8

Bef - Billions of cubic feet
Sources: U.S. Bureau of Mines, Mlneral Indust;y Surveys

Amerlcan Gas Assoc1atlon Gas FacLs 1975
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420 Bef in 1971 to 66.8 Bef in 1975 or ét an annual rate bf

11.6%, as shown in Table IV-2. Growth of the natural gas
industry has been from a fairly small base.figure, éo that a
projection of recent rapid growth rates may be unrealistic, |
at least in areas-already well served by gas. However, even
if it is assumed that growth continues at the somewhat L
reduced rate of 6% per annum, Alaska's 1nterna1 gas consumptlon
would triple in about 18 years. 1If the slightly faster rate
of growth of 10% occurs, cohsumption'will triple in about

11 years. In either case, internal consumption would outstrip
the annual volume of royalty gas before the end of the term

of the 20-year contract. Moreover, the level of intrastate _
demand achieved by the end of the contract term could not be

sustained by royalty gas from Prudhoe Bay beyond the pfoduc—

- tive life of that area. However, areas closer. to Alaskan'

gas markets such as the ]ower Cook inlet may be the source of

~ future growth in natural gas supply

AMMONIA PRODUCTION

As a part of our economic analy31s of ‘the contracts for
the sale of royalty gas, we have considered the possibility
that Alaska might prefer to export manufactured products

which use gas as a feedstock rather than exporting the

‘natural gas itself. The principle argument would be that the -

value added (wages, salaries, profit) would thefeby'be

" retained for the Alaskan economy

We considered, in partlcular, industries which are.

heavily dependent upon natural gas, such as ammonia manufac-

ture. We determined that, if all of the‘Alaskan.royalty gas
were devoted to ammonia production, Alaska would then produce
about 30% of the present U.S. level of ammonia output. Ammonia
producfion in the U.S., although it is one of the most

intensive industrial uses of natural gas nevertheless consumes.

- only a small fraction ( a little over two percent) of total =

Jensen Associates,- Inc.
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TABLE 1IV-2

' GROWIH OF NATURAL GAS CONSUMPTION

ALASKA 1971-1975

1971

Use'va - o , Befl/
‘Residential 6.9
- Commercial = 7.5
Industrial - | - 10.6
_Electric Generation 10.3
Other . ' o . 6.7
Total ' 42.0

= Bef = Billions of cubic feet:

1

1975
Bef

10.4
8.5
22.4

19.6

5.9

66.8

~ Averagée Annual

Rate of Growth

10.3%
3.1

- 18.7
16.1
-3.2°

- 11.6%

Source:v U.S. Bureau of.Minés, Mineral industry Surveysl
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U.8. natural gas production. The U.S. ammonia market simply

could not absorb such a large increment in supply.

Moreover, planned additions to ammonia capacity in the

lower 48 states are already quite large, amounting to 3.2

million metxric tons per year, or a 227 increase over preseht
capacity. As shown in Table IV-3, principal U.S. markets for

ammonia fertilizers are in the Midwest, an area more

‘accessible to ammonia plants in Texas, Louisiana or Alberta

than to ammonia plants in Alaska.  European markets. for -

nitrogen fertiliZer'probably could be served more'economically

from the Persian/Arabiaﬁ Gulf,_andvthus may not be a prospec-

tive long~run market for ammonia from Alaska. -

37 ,
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TABLE IV-3

STATES NITROGEN FERTILIZER CONSUMPTION

BY GEOGRAPHIC AREA

1974

(In 100 Pounds) .

" Quantity

West Coast 1/ 1,301
~..Upper Midwest 10,096
Lower Midwest 3,111
Atlantic Seaboard ‘ 2,084
Total United States 16,592

Percent of Total .

7.8
60.8
18.8
12.6

100.0

;/Includeé Washington, Oregon, and California

38

_.Sourcé{ U.S. Department of Agriculture

13

- Jensen Associates, Inc.

¥y



t

C o P e T

™ M o )

o O N

V. CONCERNS ABOUT CONTRACT AMBIGUITIES

This chapter comments on several specific details in the
‘royalty gas contracts'which appear to mneed clarification. Each
point below is keyed to the section of the contract pertinent to.
the issue. We have suggested possible remedial actions in each

~case.

- 1. ARTICLE III (QUANTITY); SECTION 3.7(a):

This section refers to the terms under which the buyer may
purchase additional quantities of surplus Alaskan royalty gas in
the event that Alaska has previously implemented its option to
remove contract gas for iﬁtrastate.usp © Section 3.7(a) continues
to be appllcable for a period of five years after explraLlon of

the term of .the contracts

The governing prlce of surplus royalty gas offered to buyer
- after expiration of the contract and in the event of no other
interstate bona fide purchasers .is unclear. This section states
‘only that, ‘ ' ' '

| "In the event there are no other interstéue bona fide‘
purchasers, the price shall be the price then belng pald

by Buyer for gas purchased under this Agreement.”
(Underscoring inserted.) ' : _

Contract clarification of the applicable price is needed in the

event deliveries have already been completed under the contract

and no outside interstate purchasers exist.

2. ARTICLE VI (PRICE); SECTIONS 6.3 - 6.5:

Section 6.4 (deregﬁlation after cdmmencement of first gas
deliveries) clearly provides for a price redetermination to dccur
as outlined in Section 6.5. Section 6.3, however, which provides'
for an initial price .in the event of non-regulation existing at
the time of first deliveries does not contain a price redetermina-
tion clause, Since Section 6.5 makes specific reference only ta
Section 6.4, it is unclear that price redetermination will also

39 -
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occur in the event Section 6.3 is operative. Insertion of a
clause in the contracts indicating that a price redetermination

will occur in the event Section 6.3 applies is suggested. -

| 3. ARTICLE VI (PRICE):

This Article of the contracts does not address a pricing

situation in which the initial gas sales are not subject to F.P.C.

regulation but, later in the contract term, become jurisdictional.

Such a scenario could occur as a result of (1) judicial appeal of

an initial F.P.C. ruling; (2) deregulation of gas prices conducted &

on a temporary or.experimental basis, such as was proposed by.
President Carter during the election campaign; or (3) Federal

action overriding the F.P.C. (e.g., creation of a general price’

and wage -control policy).

e
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APPENDIX A

" TABLE 1

F.P.C. NATIONAL RATE RULINGS

F.P.C. Opinion No.:

- Date Issued:

Definitions of
"new' gas:

Applicable Rate:

F.P.C. Opinion No.: .

Date Issuedr

Definitions of

"new" gas:

(1)

(2)

(L

(2)

699

June 21, 1974

Sales of natural gas'ln interstate commerce
made from wells commenced on or after
January 1, 1973.

Sales of natural gas in interstate commerce
made pursuant to contracts executed on or
after January 1, 1973 for

(a) gas not previously sold in interstate-f
commerce (except under specified
- F.P.C. certificates); or

(b) where the sales were formerly made
pursuant to permanent certificates of
unlimited duration under contracts
which expired by their own terms on
or after January 1, 1973

42¢/Mcf with 1¢/annual escalatlon beglnnlng
January 1, 1974 :

699-H

December 4, 1974

Sales of natural gas in interstate commerce
- from a well or wells commenced on. or after

January 1, 1973.

Sales made pursuant to contracts for the

. sale of natural gas in interstate commerce

(a) for gas not previously sold in interstate
commerce prior to January 1, 1973 (except
under specified F.P.C. certificates);
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"TABLE 1 (continued)

F.P.C. NATIONAL RATE RULINGS

(@)

‘Applicable Rate:

 Date Issued:

Definitions of

"0ld" gas:

Applicable Rate:

(b) where such sales are initiated on or
after January 1, 1973 provided the sale
has not been certlflcated under the
F.P.C.'s optional procedure.

(3) Sales made‘pursuant to contracts executed

prior to or subsequent to the expiration of

‘the term of the prior. contract where the

sales were formerly made pursuant to per-
manent certificates of unlimited duration
under such prior contracts which expired of
their own terms on or after January 1, 1973,
or pursuant to contracts executed on or
-after January 1, 1973, where the prlor con-
tract expired. by its own terms prlor to
January 1, 1973. ' . .

Gas produced from newly discovered reservoirs

located upon acreage previously dedicated to
interstate commerce under a contract dated

prior to January 1, 1973, shall have the rate
determined by the date of reservoir discovery

in lieu of the contract date.

. 50¢/Mcf and 1¢/annual escalation beglnnlng o

»AJanuary 1, 1975

"F.P.C. Opinion’No.:

749

December 31, 1975

Sales of natural gas in interstate commerce
for resale from a well or wells commenced

prior to January 1, 1973
23. 5¢/ch prior to July 1 1976

29.5¢/Mcf on and after July 1, 1976. (This

rate does not supercede existing higher area
rates nor other spe01f1ed F.P. C . established
rates. ) .

42 ' : «
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TABLE 1 (continued)

F.P.C. NATIONAL RATE RULINGS

Date Issued:

Definitions of
"new'" gas:

Applicable_Rate:

Definitions of

. 1973-1974 gas:

Applicable Rate:.

~F.P.C. Opinion No.:

(1)

(2)

(1)

770

July 27, 1976

Sales of natural gas in interstate commerce
for resale from a well or wells commenced
on or after January 1, 1975.

The sale is made‘pursuant to a contract for -
the sale of natural gas in interstate com-
merce for gas not previously sold in inter-
state commerce prior to January 1, 1975
(except under specified F.P.C. certificates),
where the sale is initiated on or after
January 1, 1975, provided that no certificate .
for the subJect sale has been 1ssued under
the optional procedure :

$1. AZ/Mcf and l¢/Mcf per quarter commenc1ng

tOctober 1, 1976

Sales of natural gas in interstate commerce

. for resale made from a well or wells com-
- menced on or after January 1, 1973 and on

2)

or before January 1, 1975.

The sale is made pursuant to a contract for
the sale of natural. gas in interstate com-

. merce for gas not previously sold in inter-

state commerce on or after "January 1, 1973 .

" (except under. specified F.P.C. ‘certificates),
where the sale is 1n1t1ated bef0re January 1,

1975.

.-$l,01/Mcf.
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TABLE 1 (continued)

F.P.C. NATIONAL RATE RULINGS

F.P.C. Opinion No.:

Date Issued:

Definitions of
Ilnew'l gas:

Applicable Rate:
7o

{ ..
Definitions of

1973-1974 gas:

' Applicable Rate:

770-A
November 5, 1976

Sales of natural gas in interstate commerce
for resale from a well commenced on or
after January l 1975.

§1. 42/Mcf and 1¢/Mcf per quarter escalation
beglnnlng October 1, 1976 ‘

Sales of natural gas in interstate commerce
for resale made from a well commenced on or
after January 1, 1973 and prlor ‘to January 1,
1975.

93¢/Mcf and l¢/Mcef annual escalation beglnnlng
January 1, 1977

~(NOTE: 1IN BOTH OF THE ABOVE, DEFINITIONS, .WELL DATE IS DEFINED AS :

- COMMENCEMENT OR SPUD-IN DATE REGARDLESS OF DATE OF
COMPLETION OR RECOMPLETION.)

44

Jensen Associates, Inc.





