4,

MINUTE ITEM 912777
; Willazd

19. DETERMINATION ON THE REASONABLE MARKET VALUE FOR ROYALTY
GAS PRODYCED UNDER STATE LEASES: IN NORTHERN CALIFORNIA « 1 97.38.

During consideration of Calendar Item 19 attached, Mz, William F.

Northrop, Executive Officer; explained the background on this
matter.

Mr., Jack Fallin, attortiey representing Pacific Gas ard Electric
Company, appeared in opoosiftioh to the staff's reconmendaliion.

Mr, Fallin subnitted & writfen statement which i§ on file in

the office of thé”gdmmissio@g gOﬁerof'Mr.«Eallin'$”pgiﬁaﬁy objegtions

hqléhéAsﬁgfftsxme;héd‘ﬁﬁmariiviﬁguat the wmarkétvalys for natoral
gds was the use df‘ﬁ¢n4@axkaﬁsyfices—épri¢es set by the Tederal
Power Commission and pricas set by the Cahadian government, At
this point Clidirman Gody Stated that this was not what bhe stage
had done, and he wanted the record to be made élear. He explutined
they used the weighted arerage of those fuactors whieh includes theé
ohe PG&E wants the Gommission 0 usé-~d.e. the Yorthern Califériia
market, Mr, Fallin then stated that if the staff added in the
$1.20, it would meszn there is only one market figure ip. their
piiice formula--that of the prevailing price of Northern Galifornia,
The othet tso are veguldted prices. Mr. Cory said that with My,
Fallin controlling the definition of "market", he 'would ¢onsent‘qp

his statément,

Mp.'Fallin'hontendéd,;hat thexe has been no finding as to the policy
implications of the Attorney -General’s opinion, referied to ih the
staff's report, which states that administrative prices can be

used to set market valge. He stated it isuPG&E's'opinidﬁ‘that

the Commission stating there i¢ an overriding constitutional
pﬂoblemuwithnacceptiﬁg the pievailing price set in the relévant
market i$ wrong bhecause the Commisgion for yedrs 'has accepted as
Teasonable market value the prevailirg prices in Northern California,
In addition, the argument ‘that because PGLE 1g big and because of
that the problem has changud ig ineredible. ile stated if anything
had changed, it is that competition had increased. Mp. Fallin

then stated that except foxr the gas prodicers that would benefii

from the Commission's action,. no producer could cofprain that a

‘price set by referénce to the prevailing rate in the Northern

Califernia warke: 1s wunconstitutional. The rate has beom accepued‘
by the vast majority of theése gas producers with the cptioh of having
the rate set by arbittration,

Mr. Fallih went on to say that using the figures Henry Lippitt, 2nd,
the Commission's consultant, uséd was wrong, He skated that if

his figures are approved in the pendiilg arbitrations, the Northern
California congumers would be confronted with an ancrease of
$22‘million«thmqughxdune,1978; He also stated that it ddes not

end dt $22 million, but.because PG&E's California contzacts will be
renegotiabed nixt July, these game Fignres will be usad in those
Regotiations and the cost to the consumer .could be in the oxder of
$9G million.
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‘ﬂ? Mr. Fallin testified as to "new gas“ prices stating discoveries have
little or no relationship o the issue in this case inasmuch ag
the gas involved here is not a néw gas supply.

Ms. Betty Jo Smith, Commission alternate, agked howw PCG&E reached
ithe figures of the impact on the consumeéxr from: these prices.

Mr. Fallin statad‘thac %§&E,thk,ﬁhe‘figureg in the calendar Item,.
applied them against PGEE"s existing volumes of puichase and simply
came up Wwith & number. Mr., MCCausland dsked if there was a time
frame associated with the $90 millién. Mr. Fallin said it was an
annual indrease.

Ms  Smith then asked 1) if the crux of his testimony was that tha
Commission took factors into .consideration in dét@rm@ﬂiﬁg’ﬁha
reasondble market value which are illegal to take into cohsideration;
and 2) is PGSE sayifig that a$ a mattér of policy there are certain
fderors, which should nét be ivcluded in réiching fhe ptice of 4
reasondblé market value. Mr. Fallin stated that the {se .of

Canada’s cartelized prices ig contrary to the public poliey

of this stare and nation. However, e stated he would not §ay
whethey of not it was iJlegal. Mr, Cory Ehen stated the reéason

he rejeéts the whole argument is that when JGEE goes Before the FUC,
it take the higher prices by choosing to buy the Canadian gas
rather thap more California gas and asks the PUC k¢ allow higher
rates ‘td the consumer; Mr. Fallin said that this is really a
complaint of the ratepayer as opposed tu the Commission's staffis
position, &nd stated it is their feeling it is not reasenabile

td do the same thing on this mattef. My, Fallin also stated

~that California gas i§ used heavily for peakihg purposes but that

is not its only use..

Ms, Smith asked on what basis did PG&E determine that the staff's
method of calculating the reasonable mexket walue isxagglnst'publlc
poliey. Mr. Fallin stated that the méethod used was to 1nc1ud¢
Canadian prices whichhave no relationship to the contract stan@axd
which says "market walue'. They aie not set in}any*mafket. With
respect to how those prices are determined, it 1§ ?G&E s_c¢ntgntmon
they are determined in a way thal makes th@ir use in: Qaleoyn;a .
contrary to public policy. 7The public policy is that contained in
the laws of fthis nation and Staté which indicate that any comb;nacion
of producers or sellers, or any other instrumentality which exists
for the sole purpose of setting prices and allocating warkets is
disfavored. To clavify the record, Mr. Coty stated that haviig chgm
capacity for setting prices and allocating markets is against public
policy, and not whethexr you combine for the sole purpose. It.you
combine for anether purpose, that would still be against public
policy. “fo sum up Mr. Fallin's position, Mr, Cory stated it is
that Canadian gas prices should be excluded from the marketudetar-
mination because,tﬁey are the wesult of price fixing., Mx. Cory
stated it is implicit there should be a finding as to what the
market ig. The staff has taken the position the market ig the sum
total of the various sources of gas that PG&E acquives. e stated
jit 4s My. Fallin's suggestion that the only true market the State
should corsider jg PGHE's fwarket foir' California soutce
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gas and ewmilude all gthers. Mr, Fallin .commented that the
definition of "market" is the place the fas is produced and sold
in California. Mr. Cory stated then that Ganadian gas is produced
in Canada and sold in California and that PG&E would like to
exclude that from the market. Mr, Fallin stated that the Commisgion
i a seller and mot a public utility, M. Cory then said that
PGEE as a publie utility has the right to go to Canada and

buy their gas. However, they éuggest that we must not consider
such purchases in evaluationy the market fo¥ -our gas, Mr. Fallin
Stdted there fg 16 question that PG&E must go -to Canada fo buy gas.
Mr. Cory then asked if there was any -question that they are buying
Canadian gas at roughly $2.15 per me'' and bringing it into the
Cglifornia marketplace and selling it .o the constmer, Mr. Fallin
réplied, ‘hone that he was aware of. Then M, Cory asked him if

he believed that this was mot part of the market. Mr, Fallin
stated there. js no question PG&E is paying very high prices for
Canadian gas. Mr, Cory ther agked Mr. Rallin if it was his
ofinion that Canadian gas should be ekeluded because it is hot
produced ir California .and that PG&E would choose to definé the
texm "marketplace" ag beipng Califoinid produced gds; tot gas
consufied in California. WMr., Fallin stated th4at the issue of what
the relevant market is i .a legal question. In .addition, the
staff has not pradiced any case in this country vhich ever held
that in interpreting the standard for detaimination of markét
price it was valid to go oubside of even the cegion i question.
That question is a legdl issue and Vr. Fallin stated it is his
0pinidh the law is that the market is the region-=in this cask the
State--where the materisal is produced. Ms. Smith asked if M. ‘
Fallin had found. cases which expressly prohibited the use of prices
set by goverdment regulatioh, Mr. Fallin stated he did not

think so. Mr. Cory then asked if the -Ogeidental arbitfation
panel used this mechanism to derive the reasonable market valie,
Mr. Fallin responded that they did. Mr. Cory stated there is
then court acceptance, Mr. Fallin stated there was not. He:
Indicared PGSE took the case to the Superior Court in San Diego
and the judge indicated that the issues raised by this mechanism
posed questions lie thought should be addressed by the Legislature,
but under the westraints of the arbitratio mechanism he could
not altér their findings., Mr. Cory stated that he too has some
problems with the mechanism but he’ canmot find a better solution
to the problem.

Mr, Cory then askdéd Mz, Fallin if Chevron is a nef gas consumér

or purchasex, because it is important to note fox the reccrd

vhether or mot Chevron sells PG&E more gas or buys more gas frow
PGSE, It is importamt to note for the record whether or not Chevron
has an intevest in Keeping prides up o¥ down in this particular
trafsaction. Mz, Fallin replied that they probably buy more

than they sell. My, Cory summdrdzed by saying that thé funda- _
mental dssue Ls defining the market, The staff and ﬁhe'OccidentaL
arbitrators used the mix of all sources of gas and the .court

upheld the arbitration.
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Eaxl Radfbxd,~attwrhey“ reprégenting Shell 011 Company, appeared
in‘oppos‘ Lon to ¢ @ staff*s“recommendabion. Mx. Radfoird Spoke to
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& ”fair matket value™ or "réasonable narket valua" these teriis are
not in the Ryer Island leases to which he is spealking, and cahnot,
be added in without the cénsent oL the legsees until the lease is
rénewed. He .concluded that the tommxssxon Should confirm that
$1.20 i¢ the eurrent market prxce in. the Ryet Island field, ‘that
this pride should contipue to be nsed unkil the cmrcumstances
change, and rhat the other markets should ot be used as a basts
to formulate nhe matket value in Northern California.

My, Leonard Snaider, Dgouty Clty Attorijey, répresenting Mr, Thomas
Q" ‘Conriox, Czty Attoxney o the City and Gounty of San Wrancisco,
uppeaxed in opposition td the suaff's recomnendation. Mr,
Snaider skated he opposed the retertion of Mz, Lippett as the
Conmission’s cenJultant -dnd Lhat the Commiss ion should have used
anathar State agenC} which 'hdad ekpeértise. in the field. In :
summdry, Mr. Snaider stated the Commission's vate as to the
market value was tunxeasonable and that the consimers of California
- would be the ones who suffered. :
'Mﬁ Smith agked Mi, Snaider if he attended the August 1l heatinhg.
M. Snaider stated he did #ot bécause the PUC appeared which is
rpsponszblp for ptheatang the 1ntnrast¢ of the ratepayers. Ms.
Smith then asked if abyone requested to cross examife M. Llppett
at the hear:ng. M. Nokthrop 8Yp1a1ded the Hedring was not
conducted as an adversary. preceeunng. Mr. Shaider contended that
My, Morthrop specifically prohibited ¢ross examinstion and that it
was. szmilar to a kangeroo. court. Mr, Northxop then stated that
Alan Hager, Deputy Attoxney General, dpproved the ‘hearing foimat
a~d in his gpening statement xnstxucfed staff on the methods of
?andling the neanlhg My, Jan Stevens, Assistant Attorney
Generdl, xntexyected that tHere wexre no denlais £ due progess,
that fhls‘type of hearxng does not requive cross examinati’on,
but that it dops require an opportunaty for retuttal and ths was
provided at the hearing.

Mi. Greville Way, Chief Gas Engineer, Public Utilities Commls ion;
appeared. M. Uay s prepaved statement is onp file in the office
of the State Lands Commission. He briefly stated that thrée of
the five Public Utility Commissioners urged the Commission to adopt
the $1.20 as the fairx mavket value in Northern California.
Mx. McCausland asked if the wote was in a public géssion or was it
a "straw" wove. Mr. Way stated at the time the PUG statement was
presented in August, theré were only three Commissioners situings
two of thegcomm1531on agreed with the $1.20 figure and the third
prcpared his own statement, Since then My, Way coibacted the four
Commlssiongns and three of them supported the $1. 20; the fiourth

{d not, Mr, Cory then asked My, Way, as SOMEONE vho looks
at the consumers side cunstantly, if ne could help the .Commd gsion
on how i¢ could deal with this issue, He asked, based on the
silence of ‘the PUC statement as ko the arbrtrauion award, haow i
could dignore that. Mw. Way stated that the PUC was a party in a
lagal proéegcding to overturn the arbitvabion award. le further
stated that since the majotity of the Northern California produoexs
have dgﬁeed to the $1L. 20 price, and looking at what may be the
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markeu value; is his opinion hat §1,20 is the market vahue.
He also stated. 15 the staff had wanted to go beyond the

Northern Odleoruia TarkeL& it 'should have " attempted £o detetmine
what the wellliead pr:ces wexe in the yaiious areas. M. Cory
then asked Mr. Way to explaln the PUC polxvy and corigept that

the State ghould mxnxmize its consumptlon of Califomnia gas .

My. Way ghated that ‘california gas is used tor peaking and.
campared o, £8s 19cexved frouw G anada and S0, Galeornia ga's
is mot & major 1Lam,, Hle @lso: said théat Cal1fornia £as ghould:
prdbab¢y be cons erved ginee Qanada haq'ralqed ‘ghe Lgsue of
curtaxllng its gas deliveries out of Cenada, Mg, Coxny asked why
Califorria 83s is only used For peaking, Lnatead of constant

He stated he Would ‘bé more incllned to seek k §1, 20 oxr even

& Lower p:xce iF uhe ccmnanies were showing evmdence of guod fairch
- e uging Calmfornza £as. Fimst Lnstead of ustng it only

peakxng and using the higher prlcad gas on & constant basxs.

”he quaqckcvfw*g ralsed £hat if ‘the State uecada npt £O yroduce
Lhis gag would PEEE's capxtal*iéﬁ,LDSL of theit gatherm g syqtem
SClll ben&n their rate base, My Way stated 1u'would and if the
Srate. cut off production: a4 tate increéase fysuld be anvolVeﬂ

Moxé discussion ccnuxnued concerning the ﬁptrasﬁate regu}atxon of
gAS by Ga;xtornmay @nd the arbLtracwon awatd formula, At the
concluamon 5f Mr. Way's estimony;. Mr. Coxy agked blm to. pursu2 wi.th
the Public Utzlmtie% Gommlasnonars whether or not they had iny
woxthwhmle suggeétmcns in resolving chis Lssues

Mr . Robmft Peolkham,. represenﬁ:ng Chievrion U.5.4,, Ing.. appeamad 1
ppOulLLOH,LO the staff’ u‘reoommendatxon He 1nd1cated His prevxcus
‘statement at: the publac héaring ot AugusL 11 contained Chevyon's

pasis of thelr posifion.. This stavement 18 onzﬁlle in Lhe pffice

of the Commission.

M. Coxy then srated for the record that both the Housé and
Senate yersions of clin.enevgy bill have some mechanism Lo pravide
fo £ ot ragulatmon of infraspate Bas. fn this Lmnp,'he
the Commission, fails to.ant, it is taking 2 risk 0
“having its options curtailed o the decxsmon made by 1nother

party.

Mr. McCauslaid then restatad that he was net willing ab this time,
on the basis © of a two puge calendar item and an hour of Lotal)j
negative ppstimony, to adopt the statf recommendatmon wmrhput .
veviduing the cocord. Mr, Coxy asked what time frame the Cofmission:
vas lookmu at in*feuonsxdervng ghis matter. Mx McCausland

then asked i1f the August 1l record set forth ja layman's Cerms the
methodolopy which was utdlized by wtaff and whether of not they
considered orher types of methodology. }

My, pDonald J. Everitts, Manager, Energy and Mineral Resoureced
‘DovblormenL gtared that the re or& seLs forth alearly what the
staff did end tie gource ol dis data, Ms, St eh oslved £
'memoranda of points of aythorities ot the " definition of market
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valuc were pnepared My, Stevens stated that none were tacause

it was not a 1ega1 question. It was txeated,as>an object of
cxpery tasLimony rather than a quastmdq of law, mainly pacause there
is. 1Lttle ¢case authptdty oft this matger. Mr. Cory agked how long
1t would take tu.geu a formal Attorney General's OP ind.on of ‘the
question of the d6£1nltiﬂﬂ~0f market value and- the legal propriety
of including the Canadian market. Mg, Stevens sald an infofml
letteyx could be issund in a week, but with the many raviews‘anl
approvals 4 farmal oplnidn mequxres,\it may take 8 month, He

then staced shat at this Lime he would 1ike to SOlLClt views from
nteresfad patties vho wou'd like to contzibute Jnformahmon.

%,

However, the actual.opln1en would not be c1rcu1ated fer comments.

5¢ the interested parties be novsfied when
eer re,ck'dqiéd £0 LOME before the Commlsqxnn.

I, conclusman the Lominission by & vote of 3-0 -defer sred the item
un~il the nex& Commlsaion meethgm

N
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DETERMINATLON ON THE REASONABLE MARKET
YALUE FOR ROYALTY GA§ PRODUCED UNDER

STATE LEASES IN NORTHERN CALTFORNTA

Ori ‘Sepcembér 30, 1976, the State Lands Compission approved
au dntekim price for its royalty gas £rom State léases
operated by Chevron U.S.A. Inc.) of $4,20 per MMBtu, for

a period of six months commencing July 1, 1976, with the
'understandingith@§ such approval would not be deemed a
determiration by Che State of the Gurrent reasouable markat
value of theé reyaity gas. The approval was subject te the
right of the State at the end of the six-month period. or }
any time theregftér, to maké a determinmation of the reasondble
market value of the 1oysity gas, for the' purpose of estab-
;ishigg«@hefptf¢é'to bé paid: the State for the royalty

‘gas, beginning January 1, 1977.

On August 11 1977, the Bkecutive Officer conducted a public
heariing for th: purpose of receiving evidence for the Commic-
sion’s considevation in its determination of ‘the reasonable
market velue of Chevron's matural gas deliveriés to PGAE

from the Ri6 Vista, River Isiand and Ryer Island Fields.

Based on the materidl presented at the hearing, it is propased
that the "reasopable markeét value! be déhermined in aceeordanon
with the cost of conpetitive purchases »f natural gas by

PG&E in the Northern California as ‘arket. Except for

the Ryer Island Field (exchange deliveriss te Chevron's
refinéry in Richmond), the réasonable market values under

this method would Be derived from the weighted average

border price of PGXE's purchases of El Paso out-gf-state

gas; the Racific Gas Transmission Canadian gas deliveties

and PG&E's purchases of Calitornia produced gas. Such weighted
average prices would be adjusted for the load factor or
''peaking value", i.e., the flexibility premium PG&E pays

for having gas available for peak day neceds, and Btu econtent.
The reascnable niarket value of Ryer Island Field {cxchange)
deliveries ‘would be derived by taking the alternative cost

of gas delivered to Chevron's Richinond relinery by PO&E

at the interruptible industrial gas rates less appropriate
transportation costs. The resulting prices arve as follows:

55 9, 10 12
by 6, 7 -
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,Rgassnabhd Market Value
(4 /MMBEY)

| | Load Jan;;June‘Julywnec. Jan, =June
uease Field ractor W7 gy A9T8L

E 415 ‘fin Vista 35% $1.75 $1.91 $2.03
£ 415 rslech:‘ 5% 1.62 1.77 1..99

1
|

'23@[1@&.‘RiVer {sland  33% 1.7% 1.91 2,08
& 129 . ,

PRC 3743 nyer Isladd (Exchiange) 2,05 2,31 o242
& 3896 ‘ ‘ o .

The abave va&pes‘ave3based onwdeliyeties of 1;000§Bta
pet cuibie foob anﬂfyikl be adjuéted‘for the heat conltent
of gas actually deélivered. '

PG&E’an@‘Chavfon‘qontend that the use of alternative costs
iﬁ*daCermﬁding the ”meascﬁablejmafket\vahue” ig Lmproper
because % émpLoys prices set by.govethgnt regulations

rather ghani prices paid in Ty functiondng market .

They cited as the ooly evi ‘ Northern california
~gan»priceswobtainablé in a Fie @gﬁéh&ohiﬁg markek the
6§20 per-MMBuu price offered by PG&E to Northerft California
producers.

Tt would appear ‘that the markek to,which~chewxonﬁand’EG&E
refer 18 not Ernely ﬁgnctioning«becauserqf po&i's dominance
as é~gas‘purnhas¢t, PG&E so dominates this market that

most- Northern California producers tiave no viable alternative
to 'selling theif gas Lo PO&E.. ‘

R \
Fyrihermare, it is the staff's position that any repermination
of the "reasoﬂable maﬁkct‘value“ must cdnsider the npature
of the market as it exists. The Northern Callﬁcrhialnatuval

as mavket is broader thap that pictured by\Ghevronland
PeaE, It is a market fn which thexe are purchasérs of conslder-
able~quant£ttes of gons subject ©O goverhmencal price repula-
iherefors, it 18 appropriate, to include regulated

prices in the doltormination of tb. sygasonable market value"
of the gis producod £rom these Morthwnn gatifornia gas
fields. The Office of the Attornzy General has advised

that the use of regulqcod,pricrs in determining market
valug is nob without lega? surpork and roncuxrs with ite

yse in tohe itpeasonable mainiet value" determination undet
conglderation by the Commi s kon. :
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1T 18 RECOMMENDED THAT THE COMMISSINN DE TLRM}NI THAT THE
RLASONAELu MARKET UALUE FOR ROYALTY GAR DRODUGED D UNDER
THE FOILOWING LEthS SHALL BE1

Reasonable Market Value
{4/ MMBEW)

Losd  Jan.-June July~Decu Jan.~3une

Lease Eigyg Fackor 1977 1977 1978

E 415 Rio Vdsts 33% $1.75 sx,gi sz.os

E 415 {sketon 5% 1.62 1.77 1.9%

PRC 714 River island . 33% i, T 1,94 508
& 729

PRC 3743 Ryer Island (Exchange p 2.3 2.42
& 3§ 96 ' '

'

THE ABOVE V#LU S ARE BASED ON GAR DELIVERLES o¥F 1,000 BTU
PER CURILC FOOT AND: WILL BE ADJUSTED FOk THE, HEAT CONTEVE
OF GAS ACTUALLY DELIVERED. ,

‘FOR THE PERLODS AND LEASES 1,ISTED ABOVE THESH VALUES SHALL

BE yske FOR HE PHRPOSE OF DFTERMINING ROYALLY PAYMENTS
TO THE STATE.

EXHIBIT: L. nocation Map .
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