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Decision No. ~ °  SEP251919 “ P
BEFORE THE PUBLIC UTILITIES COMMISSION OF THE STAQE OF CALIFORNIA |

Application of Pac;f;c Gas and
Blectric Company and its wholly
owned subsidiary Natural Gas |
Corporation ¢f California, for
Commission approval of the
Project Letter for Funding a
Natural Gas Exploration and
Development Program with Pacific
Transmission Supply Company.

Applicaﬁioh~No;“587921
(Filed April 9, 1979)

et S N N N M N s s s

Maleolm H. Furbush, Robert Ohlbach and Gilbert L. Herrick, |
Attorneys at Law, for Pacific Gas and Electric Company - :
and Natural Gas Corporation of Califormia, applicants.

Sylvia M. Siegel, for Toward Utility Rate*Normalization;
protestant.

Henry F. Lippett, 2nd, Attorncy at Law, for Callfarnma
Gas Producers Association; Jack W. Shuck, Attorney
at Law, for Pacific Transmission Supply Company: and ‘
Douglas Porter, Attorney at Law, for Southern California
Gas Ccompany: interested parties. : - . ‘ ,V/

Richard D. Rosenberg, Attorney at Law, for the Commission
staft. ‘ L :

CPINTI O‘N

On Octoberxr 16, 1978, Pacaflc Cas and Elcctrmc COmpany (PG&D)
and its wholly owned subsidiary Natural Gas Corporatzon of Cal*forn;a
(NGC) submitted Project Letter No. 78-M recuestmng approval torfund
natural gas exploration and development actmvmtzes in the ‘Rocky
Mountains under <he Gas Exploration and Deve10pmen* Adgusmment (G&D
p:ocedu*e° authorized by Decis sion No.: 88121 dated November 22, 1977.

"on kpril 9, 1979 Project Letter No.,78-M was docketed and ass:gned
Anplxcatmon No. 58792.‘ ’ \

Y
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Public hearing in this matter was held before Administrative
Law Judge O'Leary at San Francisco on June 18, 19, 20, and 21, 1979,

The matter was submitted on the latter date. -

The proposed project involves agreements whereby“Pacific'
Transmission Supply Company (PTS) will farm out or ‘assign its leasehold
interest in approximately 1,600,000 acres in the Rocky Mbuntazns to
NGC. . PTS is a wholly owned subsidiary of Pacific Gas‘Transm;ssion.
Company (PGT) which is an interstate pipeline company under'jurisdiction
of the Federal Energy Regulatory Commission (FERC) and is 53 percent
owned by PG&E. If the project is approved as proposed. NGC.wmll fund
all drilling and operations in return for PTS* worklng 1nterest in
each prospect. PIS will retain a 1/16 ove*rid;ng royalty convertzble
to a 50 percent net’ proflts interest.

Background ‘ ‘ ; ‘ _

In the eaxly 1970's it became apparent that the natural gas
supplies available to—Cal;forn;a from trad;t;onal sources were ;'
declining and new sources of supply would be requ;red 1f Cal;fornxa
distribution utilities were to meet the requ;rements of thelr
customers. In response, the Commission among. other th;ngs adopted
procedures allowing Cal;forn;a d:strxbut;on ut;lmt;es to- recover in
rates the costs incurred in gas explorat;on and - development act;vmt;es,"
and requiring return to the ratepayer of any benefzts resultlng from
such activities. C _

By Decision No. 80878 dated December 19, 1972 the Comm;ssmon -
granted PGSE authority to participate in natural. gas explorat;on and :
development activities through its subsidiary NGC. Under such author-“
ity PGLE was limited to expenditures of $3,000,000 per year for 2
five-year perxod, one-half of wh;ch.was to be expensed and’ the other
half rate based. Additionally, by Decision No. 81898adated _

September 25, 1973, the Commission established extens;ve GEDA.pro-l
cedures applicable to the Pacific Lighting System. Under’ such
procedures Southern California Gas. Company-(SoCal) was,permmtted )

to file project letters on a- project-by-project basms, and to recover o
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the associated cost of service for: Commlssron approved projects in® . g
rates charged to customers. SoCal's authorxty to enter into new~or\7f’Ar"”“3
revised projects was limited by Decxsron No. 81898 to a perlod of
three years. ‘

On March 2, 1976, the Commrsslon opened an order 1nst1tut1ng
investigation (OII) into the exploration and development: programs -
of the California distribution utilities (Case,No. 10056) . The
OII included a consideration'of«whetherfthe“exisﬁing progrems should“ﬁ
be maintained, expanded, reduced, oxr eliminated. SoCal subsequently
filed an application (Application No. 56471) for authorlzatzon to
contrnue to submit new and/or revised GEDA projects for a three-year
period. Add;tlonally, PGSE filed an appl;cat;on (Appr;catmon No.",
56709) 'for comprehens;ve GEDA prooedures, sxm;lar to . the procedures
granted to SoCal, to replace its limited program authorlzed by
Decision No. 80878. R ‘

Case No. 10056 resulted in Deczsxon No. 88121 dated o
November 22, 1977. Dec¢ision No. 88121 among other thmngs, granted .
SoCal's request to submit neWAand/or revised projects for Commzss;on
approval for an additional three-year pexriod. Addltlonally PG&E :
was authorized to file revised tariff schedules establlshlng,GEDA
procedures similar to the procedures granted to‘SoCal'in:Deﬁision
No. 81898, as modified by Decision No. 88121. The. magor prov;s;ons
of the currently effectrve GEDA procedures appl;cable to«PG&E and
SoCal GEDA filings are as follows: - ‘

L. Project letters must be filed and Comm;sszon.approval o

obtained prior to commitment of funds totnew projects.

2. The staff is required to review pro:ect letters and
prepare resolutions for Commission approval. Staff.
reports and recommendations to the- -Commission are. to ,
be mailed to interested part:es in Case No. 10056. _

New projects under GEDA are limited to Un;ted States
territories, 1nc1ud1ng Alaska and federal offshore
areas. , . :
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New projects are limited to projects where the
utilities obtain an eguity position or working
interest. Advance paymentsl/ or similar funding
arrangments are prohibited unless the project letter
sets forth extenuating cirxcumstances.

The utilities are required to submit annual reports
on the GEDA projects and meet with the staff to
review the status of each progect.

The annual cost-of—servzce resultlng from all GEDA .
activities is limited to $50, 000 000 for each utlllty.v

The utilities are authorized to offset the cost of -
GEDA projects in rates and to file rate adjustments :
to recover the prospective cost of service of approved
projects and to balance past period under- oxr over-
collections. Under the GEDA ratemaking mechanics
the exploration and development subszd;ary'operates
as a nonprofit, nonloss company. It receives its
required investment from the internally generated .
funds of the parent utility and returns any revenue
received. The parent utility reflects the gross .
investment minus tax credits as a rate base item

and is permitted a return based on the rate most
recently found reasonable by the Commission, assuming
a 50-50 debt/equity ratio. The net rate base is -
amortized over the life of the project on'a unit-of-
production basis. Revenues are credited to the cost
of sexvice. The net cost of service thus derived,
plus an allowance for franchise and uncollectibles

is spread o total utility sales on a uniform cents/
therm basis. If an individual project is unsuccess-
ful and no!production results, the GEDA ratemaking
procedures provide £or the amortization of the net
investment over a flve-year per;od.

x/ Advance payments refer to funding development activities in-

exchange for a r;ght to purchase associated- productlon. No: -
working interest in product;on 1s obtazned. ¥ e
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PTS has conducted an extensive explorat;on and development
program since 1971 and has a large leasehold posmtzon Ln ‘the Rocky
Mountains in the same general area as. NGC. w1th propertles located
in Wyoming, Utah, Montana, Colorado, and Idaho, PTS OWns leasehold
interests in approximately 1, 600, 000 acres. The worklng 1nterests
vary from 25 percent to 100 percent and are. generally concentrated
in 12 prospects. Since 1971, PTS has expended over $54 m;ll;on
and participated in drilling over 100 wells, but the magorzty of o
the acreage is undeveloped. Unlike NGC, PTS explorat;on and develop-‘

~ment activities are supported by stockholder funds. Append;x A
attached hereto provides a tabulation, by major prospect, of the
acreage in which PTS has a leasehold posxtzon and lllustrates the
general location of the various prospects. ‘ _

'In Case No. 10056 the staff and other Lnterested partles
expressed concern about the potential confllct of lnterest that exlsts
where separate exploration and development programs under a parent
utility are supported on the one hand by stockholder funds, and |
on the other by ratepayer funds. In Finding 21 of Dec:slon,No.

88121, the Commission stated. | . SRR
"SoCal and PGSE both have stockholder—f;nanced exploratlon
companies. Exploration by such companies has the poten-'
tial to conflict with the exploration activity of GEDA
and EEDA exploration. Such potential conflict may be -
aveided by requ;rmnc geographical separation of opera-
tions and by requlr;ng joint participation where opera-
tions are now in the same area. Conflict may be reduced
'if additional stockholder investment is not’ advanced to
finance exploratlon activity.” o
Apart from the potential confllct dlscussed above,

PG&E contends that PGT is not generating sufflcient internal

funds to adequately explore for and develop»the extensive ‘

gas leases it has acquired, and that absent GEDA fundlng PTS—wzll

have to make arrangements with outsmde parties to get drzllmng funds,‘

resulting in a p*obable loss of gas supplles for eallfornla._
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Project Proposal

PTS and NGC proposc to enter into agreements whereby NGC :
would take assignment of PTS’ work;ng interest in its Rocky Nountaln 1‘
leasecholds and finance exploration and dcvelopment activities through
GEDA funding. The proposed assignment would be accomplzshed under o
Two agreemopfs. Future drilling on leases on wh;ch PTS has‘produc;ng =
wells would be under the Farmout Agreement a copy, of whmch is . set. |
forth in Appendix B of Exhibit 4. On the remalnder of the leases,'_
PTS would assign its working intercst to NGO through a ser*es of ‘
subleases undex the assignment a copy of which is set forth in
Append;x.c of Exhibit 4. The Farmout Agreement covers approx;mately
41,000 acres. Thexe are .12l undrilled drillsites subject” to»an.NGc
farm=-in opt*oa undexr the Farvout Agreement. ST o

Under the Farmout Agreemeant NGC would acqumrc 100 percent
of PTS' working interest subject to a 1/16 overrmd;ng royalty oﬁ PTS '
convertible at payout to a 50 percent working interest. \ o V/,f

Undex <the ass;gnment (sublease) PTS would ass;gn its lease- ;
hold wo*kang zn?erest Ln each of its prospects to NGC, retazn;ng a-

1/16 overrldmng royalty, or a 50 percent: net profmts Lnterest, _
whichever is greaterxr. Net proﬁlts {net loss) arc to bc oalculated -
monthly by deductlng current expenses (Leasehold . rentalsw se;smzc-‘
costs, unsuccessful dr;llxng expenditures, operat;ng costs,‘severance
taxes, and amortization) plus unlxquzdatcd net lossee from prev;ous ‘
months, £rom net production revenues (total product;on revcnues.less o
royalties and overriding rovalties). PTS' share of. revenues would

be determined under the above accounting on a prospect—by—prospect
basis (i.e., explorat;on and . developmcnt in one prospect.wmll have

no eZfect on the allocation of revenues in other prospects). )

For planning purposes, PTS has projected a lo-year drmlllng
program. The assumptions underlying the projectcd dr;llxng program -
are shovn in Appendix B attaohed hereto and lnclude the progected
nunber of wells dr;lled,,success rateé, £low rates, and’ well costs. L;p
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Because of the scope of the projcet and the affiliated
relationships of the parties znvolved, an agreement was reached

between applicants and the staff to ‘obtain an lndcpendent evaluat;on  _~ |

of the future potentzal of the prospect arcas. DeGolyer—and ‘
MacNaughton (D&M) was retained for. this purpose. The‘successA
rates estimated by PTS and DM axe as follows:

Item Exploration Wells‘ Develqpmcnt Wells

% Successful | % Successful

PTS 10-33 | 70,
D&M 10-20 70

Chapter 3 of Exhlblt 4 (staff report} presents product;on ,f
and the unit wellhead cost of production eetxmated to result from |
inmplementation ¢f the proposed pro;cct. The exhxbmt poxnts out
that although it is difficult to forecast productlon and. costs,
it is possible to develop a probable range of results maklng certazn '

reasonable assumptions. . ,
The expected gas productmon and wellhead costs to the rate-‘
payer of the proposcd -drilling program on a vear-by—year basms wexe
estimated by the staff under assumptions consistent wzth.the number .
and type of wells, success rates, flow rates, and dr;llmng costs
included in Appendix B. The results are tabulated in Cases I throuqh
III on pages 16 through 2L of Exhzb;t 4. A pcss;m;st;c“ 2/ scenazzo
is included in each case. Cases I through III compare the estxmated
unit cost of service with the es timated cost of gas should the gas
be produced by otbers and sold to PGLE at the market pr;ce. whe

market price is assumed to be the statutory przce set by the NGRA

2/ 1n the pessimistic scenario, Pleasant~Valley-ismassumed*tox;w
have only a small discovery in the first yecar and Centennial
Basin, Hoback, Rock Creek, Southwest Ranqcly, and Hoback R;ver
are assumed o have no dxscovernes-
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through 1984 and is further assumed to rise at the inflation‘rate
following scheduled deregulation at January 1, 1l985. If, after
- scheduled deregulation, the wellhead market prmce rises more slowly ‘v/

than the inflation rate, the savings to thc ratepayer reflected
in the various cases will bc less. If the przce rlses faster than the-vf
inflation rate, the savings will be greator.

The most likely scenario undcr Case I prov;des estlmates
0L production and costs under the assumotlons refloctod ln Appendzx B
including the assumption that all drilling in the lo-year program -
is carried out as planned. Product;on is estimated to be 307 4 Bef
from PTS working interest in future wells plus an add;t;onal 39 3
Bef which is coxpected €0 be acquired by v;rtue of one ox more of
the other working interest owners going nonconsent on. thelr share,_
of the well costs. To the extent other owners go nonoonsent, ,
NGC's drilling costs will be hxgher, but'NGC ;s ent;tled to recover
those costs plus a substantial penalty from.any productmon. Total
estimated production is 346.6 Bef. In “the “pessamast;o soenarzo
163 fewer wells would be drilled with a rcsultant productmon of
212 Bcef over the expected life of the project.

In both the "most likely" and pessmm;stlc" cases, NGC’
share of the gas produced is projectod to be less cxpensxvc than
gas purohased at the market price. The pro:ected sev;ngs xn 1979

dollars are 41¢/Mcf in the most lmkely scenarxio and 34¢/Mcf ;n the
pessimistic scenario.

Case II assumes that NGC does not part;cmpate in the
development of PTS' partially dovoloped leases CFarmout Agrecment)
and goes forward on the basis of the ass;gnment (s ublcase) only-,_‘
Under this assumptxon production is projected to be 307 Bcf and the
savings in 1979 dollars are cst:.mated o bo 39¢/Mcf in the most llkely "
scenarlo, and 172 Bcf ané 29¢/Mcf, rcspoct;vely, ln the pessmm;st;c
scenarioc. ‘ '
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Case III is the same as Case I but assumes NGC lS ass;qned
a working intexest in PYS' share of ex;strng wells., Undex this
assumption production is projected to be 369 Bef and the sav;ngs
in 1979 dollars are estimated to be 43¢/Mc£ in the most Il.:.kely

scenarxio and 235 Bcf and 39¢/Mcf respectzvely, zn the pesszmastzc
scenario. ‘

Inter;m.?roject

The basic terms of the overall proposal were d;scussed wath'y
the staff in the spring of 1978. It was recognlzed at that time thatf“ ,
it would take about one year for the details to. be’ worked out; and foxr' B
the Commission to take action. In oxder to protect leases about to |
expire and to continue orderly exploratlon and - development of the
prospect, PGSE submatted Project Letter No. 78~I (PTS Farm-;n) as
an interim project to finance drilling actlv;tles in 1978 and part
of 1979 through GEDA funding. In return NGC obtarns<loo percent of ‘
PTS' interest in the drill site for each well drxlled._ PTS retalns a
1/16 overriding royalty convertrble to a 50 percent workang lnterest .
after payout of NGC' lnvestment. The 1nter1m project wasrapproved
on May 16, 1978, by Resolutzcn No. G-2220., : o

The gross expenditures authorrzed by the resolutlon totaled
$15,600,000 which was expected to be depleted by June 1979.' By
Resolution No. G-2283, dated June 5, 1979, the lntermm project was
extended through the third quarter of 1979 and an addltlonal gross
expenditure of $16,000, 000 was authorized. '

The terms and condrtlons of the interim agreement are
subject to revision consistent with the terms and condltlons“
ultimately adopted by the Commission under Project No. 78-M. Should
Project No. 78=M not be approved, NGC would retain the lnterests lt
obtained under the interim agreement. As of March 31, 1979, 5 vells
had been completed, 10 were awaiting completion, 14 were. dry holes, '
and 6 were drilling. The proven reserves associated with the j, :
interim. drzllzng through"March 31, 1979, exclud;ng those wells that
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were still drilling, are estimcted‘by PTS to be‘44TS'Bcf. The‘totel-
well costs under the interim project, exclud;ng the cost of wells
that were still drrllxng totaled $19,177,000. This represents a
finding cost of approxrmately 43¢/Mcf andlng costs are not produc-'
tion costs which can be. accurately measured only after the program
matures. ' '

Transportatlon

PG&E proposes to transport Rocky Mountain gas to
California through transportation and exchange agreements w;th
Northwest Pipeline Company and El Paso Natural_GasHCompany,« If
sufficient reserves are acquired, either'through eXploration and
development ox purchases, construction ¢f a new. prpelzne connectrng
with existing PG&E-owned facrlrtles near Topock is contemplated. -

The Comm;ssxon staff recommends that the appllcatlon.be
approved. The mnterested partres did not take a: posrtron. The
sole protestant made an appearance the first day of the~hearmng
and departed prior to the presentation of the first wmtness and

did not again appear dur;ng the course of the hearrng..‘
Findings of Fact

1. The genexal project area is one of the most promlsung
areas for future natural gas resources in the "lower 48" The
Potential Gas Committee in its repoxt of Aprll 3, 1979r estrmates
103 trillion cubic feet remaining to be discovered in the probable
and possible categorre s, or approximately 20 percent of the total
lower 48 potential in the probable and possible categorles, anludrng
offshore areas. Additionally, the proximity of the project area
makes it attractive as a potentlal source of new-domest;c gas that
could satisfy a portlon of California's needs 1nto~the next century- _

2. The Rocky Mountain area is raprdly belng explored by ‘many:
large oil and gas companies and independent producers. A number of
interstate and intrastate plpelrne compan;es are seekrng gasvfor
the;r customers under exploratzon programs of thelr own.‘ rhree
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intexrstate pipelines, none of which serves California dlrectly, pass
through the area and are in a good posatlon to buy any" gas. that
becomes available. (See Appendix A page 2 of 2.)° Appllcatlons
have been filed with the FERC seeking certxf;catxon of ‘two add;tlonal
interstate pipelines that would move gas from thms area to the
midwestern U.S.

3. Without GEDA funding California's’ access to Rocky Mountaan -
gas would be much reduced. Although PTS-propertres would" mOSt llkelyﬁ
be developed ocutside GEDA, PTS would. necessarxly enter rnto farm out.;

agreements with others who would d;spose of theix share of productzon} -

as they saw fit. :

4. The staff analyszs of GEDA costs over the life of the
proposed project indicates that NGC Wlll acquire gas for the PG&E'
ratepayer at a unit wellhead cost which is lower than the statutory
price for new gas established by the'NGPA.., “Tw SR

5. GEDA procedures provzde for a comprehensave annual revmew
of project status and costs. Should the economics of the proposed
project become unacceptable, GEDA support for subsequent fund;ng
could be restricted by the Commission. The terms. of- ‘the agreement
between PTS and NGC allow for the possrbrlrty that at some future
time the Commission may withdraw GEDA fund;ng. 1£ S0, NGC will
retain an lnterest in prospects already drilled and any gas.- drscovered,‘

but unexplored properties will revert back to PTS.-; Co
" Conclusion of Law ' : - o ¥

The appl;catron should be. granted as set forthnrn the ‘h -
ensuzng ordex.

IT IS ORDERED that:
1. Authority is granted pursuant to the provaszons of
Decision No. 8812l for Pacific Gas and Electrzc Company and Natural o

Gas Corporation of California to part;capate 1n fundrng Progect
Letter No. 78-M. :
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2. The cost of sexvice assocmated with the fundlng shall be

accumulated and reflected in each annual adjustment for under- and -

over-collections during the life of the project..

The effective date of th;s oxder shall be thlrty days
after the date here

e T SEp s 1979

;‘at San Fr#ncisCQ;SCalifornia;ﬁ

/ VCbmi%io‘ﬁers’vv PR




APPENDIX A
Page 1 of 2
yy Totel  Welle Total
_ Existin Vells Drilled Additional -
' Farmout Reserves Drilled. , Under ‘,’/ Welle
Prospect Gross Acres Lease Acreage Mof to Dateg/ 78-1 Scheduled

185
137
80
6o
sh .
i3
30
32

.
b3
18
>

Southeast Flank 302,118 16,564, 3,433,906 28
Red Wash 98,272 6,594 h,350,471 12
Pleasant Valley 70,599 160 886,813 5
Fontenelle 44,929 12,840 10,797,677 35..
Wansutter : 52,730 2,570 621,109 17
Stone Cabin 69,465 .080 .069,895
E. Mickelson & Nylander 38,499 '

"Gentennisal Basin ' 117,993 - -

Hoback ‘ 12,728 - -
Rock Creek & Wyoming Range 117,098 - -

- Southwest Rangely = - 35,770 160 388,192

Hoback River ' 10,874 - -

SUBTOTAL - 97,375 6 22,548,063
Qthers : o '7 582,481 . -

COORON RN OV

32.
0

0TAL D 1,553,856 l»o._eis 22,548,063 115 32 689

- Existing reservea drained by etleting vells are retained by PTS Regefvga‘ discov‘e'fgii;iif]‘ufﬁrje
'vells t.o be covened by Fam—in agreement. or sublease.. ~ oL R

Three uells have beqn completed as producing wells. Seven wells are euspended pending
o :_coupletiqn. E1ght wells’ were dry holea and uere pl,ugged and abandoned. rou:teen_wells
_are currently lgeing drilled, AP B _ R T

HGI‘E; All data are as of D°cember 31 1%8
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APPENDIX A
Page 2 of 2
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