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MINUTES OF THE _Semate  COMMITTEE ON ___Energy and Natural Resources

The meeting was called to order by Senator Charlie I.. Angell at

Chairperson

8:00  am./EHL on Wednesday, February 15 , 19.84in room ___123-=S _ of the Capitol.

All members were present except:
Senator Paul Hess

Committee staff present:

Ramon Powers, Research Department

Raney Gilliland, Research Department

Don Hayward, Revisor's Office

IaVonne Mumert, Secretary to the Committee

Conferees appearing before the committee:
Jerry Pickerill, MAPCO Inc.

Senator Gordon moved that the minutes of the February 10, 1984 meeting be approved. Senator
Werts seconded the motion, and the motion carried.

Chairman Angell told the Committee that the recent Attorney General decision regarding
resolutions rejecting rules and regulations promulgated by agencies would affect S.B. 510
(pertaining to the State Water Plan). The Revisor advised he met with the Attorney General's
office, and they had decided a better procedure would be to incorporate by reference by law
rather than adopting a concurrent resolution because resolutions do not have the force and
effect of law. Senator Werts moved that the Committee introduce a bill that will incorporate
by reference the minimum streamflow element of the State Water Plan. Senator Rehorn

seconded the motion, and the motion carried.

Jerry Pickerill discussed the complexity of the natural gas problem. He pointed out that
anything done just in Kansas will be relatively ineffective because it is a national problem.
He said there is both a gas glut and a gas shortage. Mr. Pickerill stated that at a given
price, MAPCO can market all of the gas they can produce. They believe prices are ridiculously
low in the Hugoton Field. The gas production market has been a regulated industry for over

45 years. He related that drilling has been done where the best price might be obtained
rather than where the lowest price might be available.

Mr. Pickerill said MAPCO takes a position for total deregulation so that the free enterprise
system can have a chance to work. They believe there will be adequate gas supplies at a
price that is reflective of market price when this caommodity is able to compete on the same
level with other energy sources. Mr. Pickerill said there is an opposing view that decontrol
will create a chaotic situation. He remarked that everyone agrees that there is a problem,
the choice is whether to try to find a solution or to do nothing. He stated that information
presented to the interim committee by the Kansas Geological Survey indicated that no one can
say for sure what is going to happen under deregulation. Mr. Pickerill cited the decontrol
of gasoline as being an indication of what would happen with decontrol of natural gas. BHe
said that most informed sources believe that the present gas glut is a temporary situation
and that within three to five years there will be a gas shortage. Mr. Pickerill said he has
heard that the known gas reserves are egual to only 10 years of the country's needs. He

said that the immediate effect of decontrol will be decreasing prices because gas contracts
contain renegotiation clauses in the event of decontrol. This would mean that not only
would Hugoton prices rise, but high-price contracts would go down. Mr. Pickerill said he

is confident this would happen because his company has not waited on decontrol to have this
effect; and he explained the workings of economic out provisions and minimum take provisions
in gas contracts. They have voluntarily reduced their price to increase the take. Mr.
Pickerill said that gas contracts are for a long period of time, such as 20 years, and it

is expensive to build the facilities to produce that gas. Take-or-pay provisions allow a
conpany to be sure they will recover a profit. Mr. Pickerill said they welcome the opportunity
to compete in the marketplace.

Senator Rehorn asked questions about regulated monopolies. Mr. Pickerill replied that

there are economic situations where a particular service is so crucial to the system that

it must be controlled to avoid unfairness. Senator Rehorn asked what happens to the

competitive picture if the control is by a very few companies. Mr. Pickerill pointed out

that not only is the producer of the natural gas involved but also the transporter and the

marketer. He agreed that MAPCO does have a vested interest in advocating deregulation but
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said they feel it would be good for the industry, Kansas and the nation. He said with
decreased prices, their total production would be greater, allowing a greater profit. Mr.
Pickerill said deregulation would also allow them to make a financial commitment because
they would be able to plan 20, 30 or 40 years in the future. He noted that with the present
situation, they are not certain whether they want to drill for gas or not.

Senator Feleciano asked questions about take-or-pay provisions. Mr. Pickerill said the cost
for any gas paid for but not taken goes into the rate base at the time it's paid for, but
when the gas is eventually taken and delivered, a year later or whenever, there is no charge
to the consumer for that gas.

Mr. Pickerill discussed the recent Kansas Supreme Court decision that provides that royalty
owners must be paid on the basis of the fair market value of the gas without regard to
vintaging. He said in some cases this can mean that the price paid to royalty owners
exceeds the price the producers receive. The case has been appealed to the U.S. Supreme
Court but it has not been determined whether they will hear the matter.

The meeting was adjourned at 8:56 a.m. by the Chairman. The next meeting of the Committee
will be at 8:00 a.m. on February 16, 1984.
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Presentation by MAPCO Inc.
to the Kansas Legislative
Special Committee on Enercv and Natural Resources

September 8, 1983

MAPCO is an integrated energy companv with interests
in Kansas which are, to us, substantial. We explore for,
produce, market and transport oil and gas in Kansas. Par-
ticularly, we operate 45 wells in the Hugoton Field and
- own other production in that reservoir for a total annual
production of approximately one billion cubic feet of gas
per year. We own and operate other gas wells in Kansas
and purchase gas produced by others. We are a common carrier
for anhydrous ammonia and natural gas liguids, and are a
gas pipeline carrier as well. We transport gas from Harrington
to our fractionator at Conway, and from Southwest Kanses
to Tyrcne, Oklzhoma. Our liguid pipelines run from El Doradc
to Coffeyville, and we have main trunk lines running Irom
Kansas to Nebraska and Missouri.

MAPCO appreciates the opportunity to appear before
this Special Committee and present its views on the announced
interest items of:
1. Increasing the taking and use of natural gas pro-
duced in Kansas; and,
2. Minimizing importation of expensive gas to Kansas

consumers by limiting take or pay, favored nations,
indefinite escalators and similar gas contract
provisions

While MAPCO fully concurs in and supports the statements
made by Amoco and XIOGA, we believe it important to accept
your invitation and speak out on what we consider to be
very vital issues. You will, of course, be able to anticipate

exactly what our positicon is on these matters.

It has been especially impressive to attend the Committee's
efforts to become knowledgeable as to the intricacies of
gas production, marketing and transportation. The expert
testimony presented by the staff in yesterday's session
was not only comprehensive, but pointed out what & complex
matter we are dealing with. It seems clear that Xansas
is not in a vacuum, and that any regulatory or legislative
action may not have the response intended. It 1s apparent
that much of the gas problem lies within federal jurisdiction
and is bevond control of this Committee. It is important
that we identify where we are, why we are here, and what
can be done about it. Obviously, this Committee must focus
on the latter point, but the evidence available so far indi-
cates a total lack of unanimity on any of those issues.



As. to where we are, we hear there is a gas glut in
some areas of our state and our country, and yet we near
there is a gas shortage in other areas. We hear prices
of gas are too low, as they obviously are in the Hugoton
Field, and we hear gas prices are too high to the consumers
in Kansas.

As to whv we are where we are, some argue, as MAPCO
does, that it is the inability of free enterprise to work,
in that gas production, marketing and transportation have
been regulated by state and federal government for over
45 years, creating artificial prices and artificial supplies.
Others take the position that the situation results from
failing to control prcducers, transporters or distributors
so that contract terms may come intc being which affect
the end consumer adversely.

As to what should be done, some see the solution, as
MAPCO dces, in total deregulation. The removal of controlled
pricing will allow the supply/demand curve tc function so
that our country will have adequate gas supplies when it
needs them, at prices reflective of the market value. Deregu-
lztion will result in lower future prices. The alternative
view is that decontrol of gas will create a chaotic situation,
will release the cheaper o0ld gas market and will not relieve
the perceived monopoly of the pipelines. Deregulation will
result in higher future prices.

While there are arguments to be made on either side
of these issues, it is true that Kansas has cheap gas available
at Hugotecn, and that its consumers are paying relatively
high prices. But what is the problem? The low prices Dpeing
received at Hugoton, or high prices being paid in Kansas
City? Would we be meeting todav 1f the Hugoton prices were
in line with the average national price? Probably not.

It is this artificial disparity that creates an appearance
of relative inequity.

Deregulation of old gas in Hugoton must be accomplished
at the federal level, of course, so there is nothing the
Kansas legislature can do to increase the price of that
gas. But it is at least interesting to speculate wnat results
would follow if total deregulation occurred so that this
legislature can consider whether it should attempt its own

regulation.

MAPCO firmly believes that total deregulation is neces-
sary, of 0ld and new gas, as quickly as possible to allow
gas to seek market level conditions. As was evident from
the economic testimony presented by the Kansas Geologic
Survey, no one can with certainty say exactly what results
will follow or how long it will take for the effects of
45 vears of control to dissipate. We do have a very good
example, however, in the decontrol of oil prices. There



were sericus forecasts of economic disaster inclucing gascline
shortages and cold winters for our citizens 1if o1l prices

were allowed ‘to meet market demand. We now know this was

the wisest action our country could take; crude oil prices

and all of the products made from crude oil have fallen,
including gasoline. This has been the single greatest factor
in removing the hands of the OPEC nations frocm our energy
throat.

MAPCO believes decontrol of gas will have egqually bene-
ficial results. Whatever the present situation is as to
gas surpluses, most informed sources know that the condition
is temporary. We are in transition and within two or three
vears the need for gas supplies will re-occur and deregulation
will allow producers to develop reserves for real markets,
not markets created by an Act of Congress. While decontrol
may not affect some gas sales contracts, our experience
is that most contracts contain clazuses providing for renego-
tiation of the gas price in the event of deregulation.
This sword cuts both ways, giving gas purchasers an opportunity
to reduce high prices and, therefore, their take-or-pay
commitments, and allowing producers who have been prconibited
from receiving market value for their prcduct to do so.
We believe the end result will not be an increase in the
average price of gas, but a decrease. We also believe
the effect will be rather immediate due to the renegotiation
clause. '

You should be aware that industry has not waited on
deregulaticn to let the market place work. MAPCO's experience
is that gas purchasers have been able in many cases tc handily
deal with obtaining lower prices, even in the face of take-
or-pay provisions. It must be remembered that a gas ccontract
is a voluminous document containing numercus provisions
as to gas guality, quantity, price, deliverability, minimum
takes, and economic out or market out clauses as well as
take-or-pay provisions. As an aside, it would be a very
rare contract submitted by a gas purchaser today whicn con-
tained an enforceable take-or-pay provisicn. MAPCO, as
other companies, must maintain an adequate cash flow and
must sell its gas, not leave it in the ground. Gas purcnasers
have two formidable weapons to negotiate with, one being
the economic out clause, the other being the minimum takes.

A producer's market is a limited one by the nature of our
business, and it is usually effective for the purchaser

to give two equally undesirable alternatives: Eilther reduce
the price or the contract will be deemed unecomic. I the
contract is not declared uneconomic, then the minimum take
provisions are enfcrced. No minimum take provision equals

the deliverability or the capacity of a gas well to produce
its allowable. The results have been a strong downward
pressure on gas prices which will continue under deregulation.



Take-or-pay provisions have teen criticized and, in
fact, blamed for higher gas prices. This is invalid. 1In
the first place, gas paid for but nct taken is there, in
the ground, waiting to be produced in a later period at
no ccst. The price paid by the purchaser is not a higner
price but is the exact price agreed to in the contract.
Take-or—-pay provisions do not affect the overall price paid
by the consumer. Any prepayment increments are returned
as reductions when the gas is taken. On the other hand,
a precducer is expected to enter into a long—term sales agree-
ment, committing the gas reserves for the entire life of
the field to a single purchaser. It is not unreasonable
for that producer to require a minimum sale for his product,
in the same fashion that public utilities require minimum
bills for consumers.

-

211 the risk of finding and rrcducing the gas reserves
is cn the producer, who cannot include the cost of the cry
holes drilled in the price of the gas that may otherwise
be discovered. Similarly, the expense of drilling the pro-
ducing wells must be recovered by the producer, and take-
or-pay pvrovisions make the develcopment of these energy assets
feasible. We come back to free enterprise and the reasonable
expectation of a profit from capital investment in the market
place.

These are effects of artificially high gas prices which
go beyond the gas prices paid by consumers for heating and
light:

1. Studies tell us that the basic alternative fuel
in lieu of gas is fuel o0il, a procduct made from crude cil.
The high price gas encourages movement to this alternative
fuel and disadvantages our country as to oil 1mports. It
is reported that for every trillion cubic feet of gas used,
we displace one-half millicn barrels of oil which we would
not have to import.

2. We not only have competing gas imports from Cznada
and Mexico, including Canadian gas with a statutory minimum
price at the border in the neighborhood of $4.50, but cheager
products of gas including ammonia utilized in fertilizer
prcduction. This import cof a gas product utilizing cheap
foreign gas has severely affected our fertilizer manurfacturing
industry as well as the gas producers who supply the feed :
stock for that product.

3. Locally, in the Hugoton Field, the disparity of
gas prices has had an adverse effect on certain producers
because of a recent Kansas Supreme Court decision in the
Metzen case. For those producers having a market value
royalty clause in the lease, the court has held the royalties
must be calculated on the highest price paid for gas in
the field. This 1is true regardless of the price received



by the producer and regardless of the vintaging price restric-
tion imposed by FERC under the NGPA. A producer may not
legally charge a higher price, but is required by the Kansas
Court to calculate royalties as 1f he could. There is not

much incentive for a producer to seek greater production

from the Hugoton Field when the net received is only a fraction
of a cent atfter rovalties.

In summary, MAPCO believes total decontrol of gas would
increase gas takes and gas usage in Kansas. That belief
is qualified to the extent that unfavorable taxes or restric-
tive production regulation make searching for gas in Kansas
less opportune than cther producing states.

MAPCO believes that decontrol will minimize the import
into Kansas of expensive gas, because there will be effected
a leveling of the national gas price and greater competition
in the £free market. MAPCO may not be Exxon, Amocc or Texaco,
but we are willing to compete in the marketplace on egual
terms. We only ask £for the opportunity to co so.

Thank vou for giving us this opportunity to address

this important topic.

Jerry L. Pickerill
Assistant General Counsel
MAPCO Inc.

JLP:bhab

cc: P. E. Thornbrugh
D. Grounds





