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The nation’s record-long economic ex-  Seasonal Relief
Incenti.ve S tO Bum pansion, the accompanying surge In energy No one expects hiatural-gas prices to

How Federal Policies,

Industry Shifts Created
A Natural-Gas Crunch
Low Prices, Clean-Air Efforts

Stoked Fuel's Popularity
But Not Its Production

A‘Hamster Wheel"in the Gulf

For 15 years, American policy makers
'have embraced natural gas as'the fue) of
| the future, touting its many virtues: clean-
'burnmg, cheap and seemingly plent;ful

right here at home. i

‘But when consurers across the co
try open their December heating bills t}us
month, many are likely to face a shock:
natural-gas rates as much as 50% lugher
than a year ago. What happened? :

The answer is deceptively simple. Over
much of the past decade and a half, the mar-
ket and the federal government have given

By Wall Street Journal staff reporters
Alexei Barrionuevo in Houston, John
J. Fialka in Washington and Rebecca
Smith in Los Angeles.

energy customers plenty of incentives o
‘use natural gas. At the same time, they
have offered the oil and gas industry little
i encouragement to produce more.

. Federal efforts to promote clean air
-and U.S. energy mdependence have fed a
‘surge in demand, in part by creating an
expanding market for natural gas among
thé nation’s’ electrical utilities. Mean-
while, changes in the shape of the domes-
tic oil and gas industry and other fac-
tors—including a tremendous cil-price
crash fust two years agomhave sharply
curtailed U.S. oil and gas exploration,
bringing little new gas into the pipeline.
As a result, the U.S. now consymes more
natural gas than- it~supplles “relying on
Canada to make up most of the difference.

consumption, and cold winter weather over
much of the U.S. have thrown the imbalance
into stark relief. On the futures market, nat-

ural gas for delivery next month is trading ...

at more than $8 per million British thermal
units, nearly quadruple its year-eariier
price of $2.17 per million BTUs, a rally so
steep it startles even those accustomed to
the energy market's wild gyrations.

The situation now facing consumers is
a classic supply squeeze that won't abate
this winter and may persist for many
winters to come.- Get ready for “a decade-
long problem,” -says Matthew Simmons,
president of Houston investment bank Sim-
mons & Co. Mr. Simmons, an industry ana-
lyst who has long warned of an impending
natural-gas crisis, says it's even poten-
tially worse than the oil shocks of 1973
and 1979, That's -because in addition to
heating .about 53% of American homes,
natural gas is also being.used to gener-
até about -16% of the country’s electnc-
ity—a percentage that is still g'rov.rmg

‘Some InsuIatlon

" Many of the U.S.’s biggest natural-gas
consumers—lncludmg ufilities, steelmak-
‘ers'and chemical producers—buy most of

; theirl~ gas ppder long-term contracts thatin-

‘sulate them from some of the cash market's
day-to-day volatility. But in . Californis,
where nafural gas powers many electricity
plants an;l state rules until recently banned
electricity producers from buymg on the fu-
tures market, the cash price of -gas has
risen, though fleetingly, toashigh as $60 per
million BTUs. The soaring prices are con-
tributing to the meitdown of Califoruia's
electricity market. :

The effects of the higher pnces are al-
ready beginning to filter through the econ-
omy. Home and office heating bills are on
the rise, a5 are electricity costs in states
such as California that have at least par-
tidlly deregulated their electnclty markets.
Kaiser Aluminum Corp., based in Houston,
recently laid off 550 people in Washington
state after it deternined that it could make
‘more;money-there by reselling its énergy
supphes than it could producing aluminum.
+i#1'Since natural gas is a critical raw mate-
rial jnmalnngproductsrangmg from fertil-
izer to plastics to synthetic fibers, high gas
prices .could ‘eventuallyztranslate into
higher prices for food and ‘manufactured
goods. That could add to inflation at home
and put U.S. exporters at a disadvantage.

stay quite so high -after the™ winter
months are over. One gauge of market
expectations, early bidding on New York
‘Mercantile Exchange gas-futures con-
tracts for delivery months from now, indi-
cates that gas prices probably will drop
to §5.50 by May but will remain above $5
‘through the end of 2001.

That’s still well above the $2- to $3-per-
million-BTU price range that natural gas
mostly has hovered within since 1985, the
year Washington began its aggressive drive
to decontrol the intersiate transportation of
gas and open up a huge new national mar-
ket for the domestically produced fuel.

Back then, natural-gas producers usu-
ally sold their gas to pipeline companies,
who transported it across the country and

. resold it to local gas utilities and other big
customers. That gave the pipeline operators
a lot of power in the marketplace. -

- To tip the power balance away from the
-pipeline middiemen and toward consumers
and producers, the federal government or-
dered the plpehne companies to become

_“open access” carriers, esséntially forcing -
them to {fransport any gas a customer
wanted to ship, Jincluding gas purchased
froma competmg supplier. In 1982, the gov-
ernment forced most pipelines to abandon
‘the business of buying and selling gas and
to serve solely as transportahon providers.
That let customers, including producers,
gas marketers and retail distributors, shop
around for-gas. And it effectively allowed
them to buy pipeline space or resell it as
needed, thereby reducing their costs. .

. The idea was to give gas producers
direct access to the market and to create
competition that would hold down prices
for the consumer. Sure enough, natural-
gas prices dropped. The American (Gas
Association, a Washington, D.C., “trade

group, -calculates that in inflation-ad- . .

justed terms, natural-gas pnces fell 25%
between 1985 and 1999,

Low prices turned out to be’ a boon for,
consumers but 2. mghtmare for producers..
Marketers emerged as anew breed of miid-
dlemen that togk more profits withoirt boost-
ing gas production. “While the costs were )
gomg down to the consumer, they weren't
going down all that'much to the producer,
even though he was making the long-term
investment,” says Raymond Plank, chair-
man and chief executive of Apache Corp., a
Houston-based erergy exploration and pro-
duction company. “It was a strong deterrent
for our industry” to drill or produce more.



How Federal Policies and Industry Shifts
Fueled a Natural-Gas Crunch

The narrower margins forced some pro-
ducers out of business and encouraged oth-
ers to consolidate in a bid to reduce their
costs and make themselves more attractive
to Wall Street. Most struggling gas produc-
ers found they couldn’t simply halt produc-
tion from existing wells and wait for better
prices. They needed to keep drilling just to
maintain their cash flows, to meet payrolls
and bank commitments.

Crackdown on Coal

In 1993, as part of a plan to expand
the use of natural gas, the Clinton Admin-
istration cracked down cn sources of ur-
ban smog. The Environmental Protection
Agency launched a broad regulatory as-
sault on coal-fired power plants, which
stili produce more than half of the na-
tion's electricity. The Department of En-
ergy also denied financial incentives to
utilities that wanted to build more nu-
clear power plants and large-scale hydro-
electric projects. Together, those policies
helped make natural gas the new fuel of
choice for electricity producers, who
started moving away from dirtier-burn-

ing fuels, such as coal and oil. The elec- -
tricity industry started planning to bring -

scores of new gas-fired power plants into
service, some of which weren't designed
to allow for switching to other fuels.

At around the same time, big changes
were under way in the structure of the do-
mestic oil and gas industry. Many of the na-
tion’s deep-pocketed major energy compa-
nies, hoping to compete with vast state-
owned producers elsewhere, began to shift
their focus abroad, looking for big scores in
foreign fields where production costs were

lower than in the U.S. While the majorsre-

main active in Alaska and the deepwater
Gulf of Mexico, they sold or abandoned

much of their production in the continental

U.8. Thatleft a greater share of domesticex-
ploration and production in the hands of
smaller independent oil companies.-

Nowadays, around 7,000 relatively small
independent operators, drilling on land or
in the Guif’s shallow waters, account for
roughly 65% of the natural gas produced in
the lower 48 states.

The independents face a host of prob-
lems. For starters, many of the nation's
older fields are running low. In the Gulf of
Mexico, the source of about a quarter of the
‘nation’s natural-gas supply, shallow-water
drillers have adopted new technologies,

suchas 3-D seismicimaging and directional -

drilling, to wrest more gas from mature
fields. But the additional ; gas hascome ata
cost; Fields that were experiencing 25% an-
nual declines in production now are logging

Natural Gas: Struggling to Keep Pace

1.8, natural-gas reserves are going nowhere fast. As production lags, gas consumption,
fueled by gas-fired power plants and a hot economy, is climbing fast. imports are

struggling to fill the gap.
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50% drops. “We were on this kind of Hamster
wheel where we wére running harder just to
not fall off,” says Claire Farley, former pres-
identof TexacoInc.’s North America produc-
tion unit, wholeft the company in late 1999.

Bankers Balk

Developmg new fields is a speéiﬂatwe

and expensive undertaking, and few of the

independents have access to the necessary
capital. Instead, they mostly have been
forced to finance new investmerts out of
their own cash flows, which took a major hit
in 19298 when oil prices tanked, Ralph Eads,
an executive vice president at El Paso En-
ergyCorp. and a former investment banker,
says that lenders have become increasingly
reluctant in recent years to back small, and
often poorly capitalized, independents 111
such a risky business.

The 1998 oil-price crash spurred many of
the nation's top gas producers to scale back
their drilling programs. That's because

. When oil prices fall, natural-gas prices have
© traditionally been -dragged down- with

them, discouraging exploration for both
commodities, which are often found to-
getherinthe same fields. But withoutinvest-
ing in new wells, Burlington Resources
Inc., a top independent based in Houston,
saw its North American production decline
by 8% between the third quarter of 1998 and
the third quarter of 1999. Houston-based No-
ble Affiliates Inc. siashed its capital spend-
ing by 80% in 1999 to $92 million; the compa-
ny’s production slid 20%.

“Clearly, when you have a capital bud-

- get that is that depleted, a fair. amouit of

it is dedicated to simply maintgining
your existing production and much less”
to drilling new wells, says Bill McKown,
Noble's assistant-treasurer. Tired of deal-

.ing with the Gulf of Mexico’s decline,
" Noble now is pursuing projects in Afnca '
. Ecuador and Israel.

‘Three years of warm winters masked a
looming supply squeeze. But now, with a’
cold winter in full swing, the supplies of
natural gas that utilities store in under-
ground reservoirs, as a sort of supply

“cushion” for times.of heavy demand, are
down: 24% from 1899 and 20% below the
average of the past five years, according
to the DOE, with the peak heating months’
of January and February still ahead. In
ali, the nation’s natural-gas reserves have
fallen to 164 trillion cubic feet, down 2%
from 1997 and 20% from 1980,

Meanwhile, many of the most promis-
ing gas fields, such as those under the
Rockies, off the Atlantic and Pacific
Coasts and in the.eastern Gulf, near Flor-
ida, are closed to drilling for environmen-
tal reasons. The National Pefroleum Coun-
¢il, an industry advisory panel to the 1J.8.

‘secretary of energy, estimates that drill-

ing restrietions in-those areas alone have
put an estimated 213 trillion cubic feet of
gas off limits, enough to meet the nation’s
natural gas needs for about nirie’ years at
current consumption levels.

Two federal agencies, the U.S. Forest



Service and the Interior Department’s Bu-
reau of Land Management, contrcl most of
the pubic lands in the Rockies, and indus-
try executives say those agencies have of-
ten sided with environmental groups who
want to prohibit drilling there.

Double Eagle Petroleum & Mining Co.,
for example, started working on a leased
23,000-acre BLM tract in northern Utah
back in 1987. Early seismic tests suggested
the presence of sizable natural-gasreserves

in the high-mountain area. But Double Ea-

gle, which is based in Casper, Wyo., needs
o lease a 400-acre tract in the middle of its
BLMIeasehold from the Forest Service inor-
der to get financing to drill, says Steve De-
genfelder, a company vice president. Under

" pressure from a local environmental growp, ..+~

the Forest Service has deliberated on the
lease for most of the past decade.

Donna Wilson, a spokesperson for the
Forest Service office in the Wasatch Cache
National Forest, says her office is prepar-
ing an environmental impact study that
could settle the issue by May.

The main opposition to Double Eagle’s
plans has come from the High Uintas Pres-
ervation Council, run by Dick Carter, a
former Forest Service employee who lives
in Hyrum, Utah. The council, which Mr.
Carter says has 300 to 400 members, says
it believes that conservation is a far better
stratégy for energy security than “haphaz-
ard development” of oil and gas in the
undeveloped mountains. .

While many people see lots of good rea-
sons to keep current drilling restrictions in
place, the industry sees only missed oppor-
- tunities. “The balance between energy
needs and environmental concerns hasn’t
been properly struck, and now we are pay-
ing the price for it,” says J. Larry Nichols,
president and chief executive officer of De-
. von Energy Corp. in Oklahoma City.

- Today, about 90% of the new power-gen-
eration facilities under construction are
gas-fired. The power industry is expected
to increase its annual gas demand by an
average of 5.4% through 2020, more than
double the 2.2% growth rate of gas con-

- sumption for the economy as a whole, the
DOE says. Some observers think those esti-
mates are oo conservative; gas consump-
tion by power plants grew at a 7.5% clip

. last year, and the big surge in the construec-
tion of new generating facilities is just
now getting under way.

In San Diego, power-plant operators
saw their gas supplies curtailed this fall
hecause there wasn't enough gas in the
pipeline system to meet their needs. The
plants escaped the frouble by reducing
gas use and temporarily shifting to burn-
ing oil. But California electricity officials
warn that if production and storage ca-

_ pacity aren’t beefed up, consumers Wl]l

face shortages and blackouts this

Already, their costs have gone up. The
rates Alan Withite’s pays for gas to heat
his three-bedroom house in mild-weath-
ered Bellingham, Wash:, rofe 14% in Au-
gust and are increasing another 26% this
month due to rising gas costs. His gas biil

was 367 in November, and with colder
weather and higher prices, could exceed
$100 this month, even though he says he
doesn’t keep his thermostat any higher
than 65 degrees.

~Mr. Wilhite, a retiree, worries his rates
will go even higher if his gas utility has to
compete with a huge new power plant that
might be built a few miles from his home.
That proposed new plant’s natural-gas con-
sumption would be equivalent to more
than half of all the gas consumed by the
state's residential gas customers.

Industrial users, too, have reason to
fear. Imperial Sugar Corp., the nation's
largest sugar refiner, is strapped for cash,
saddled with debt and struggling with a
glut of sugar. It thought it had protected
itself .against any run-up in natural-gas
prices this year by contracting ahead for
enough gas to get it through the sugar-pro-
cessing season, which typically lasts six to
seven months. But this year’s bumper
crop of sugar beets in California extended
Imperial’s production run in that state by
an extra month, says A. Duffy Smith, man-
aging director of the Sugar Land, Texas,
company. That forced Imperial Sugar to
buy gas on the cash market.

Suddenly, instead of paying $3 per mil-
lion BTUs, Imperial faced prices of more
than $20. When the spot price in California
shot up to $60 per mﬂhon BTUsin early De-
ceinber, the company appealed to the' local
alr-polluhon control board and Won ‘a

“waiver allowmg it toburnmlmplaoe of natu-

ral gas. S
-, “Otherwisé, we'd have been forced to
destmy the beets,” says Mr. Smith. “We

+ weren't going to make sugar at a 10ss.”

2 With _gas prices so high, producers: are
plclcmg up the pace, though any significant
incréase will take time, In the past, oil prices
have dlctatedthe pace of both oit and gas ex-

0 pIoratlon, ‘buf that changed drastically last
<'year.’ as natural-gas prices “started to
;:-?c]me by year’s end more than three-quar

ters of all drilling rigs operating in the
U.S. were looking specifically for natural
gas.

Major Alaska producers are pushmg
for a pipeline that would allow them to
get that state’s natural gas to the conti-
nental U.S.—but such a project probably
couldn’t be completed until near the end
of the decade, Lacking a means of ship-
ping out -gas, Alaska producers now
mostly reinject it-into their wells to in-
crease internal pressure, and thus boost
oil production. A new pipeline from Can-
ada already is bringing more gas to the
Midwest. And independents are hopeful

" that having two former oilmen in the

White House—George W. Bush and Dick

. Cheney—will lead to more :industry-

friendly drilling policies. Indeed, Mr.
Bush’s recent nomination of former- Colo-
rado Attorney General Gale Norion to

.. head the Interior Department has drawn

fire from environmentalists opposed to
her support of experimental oil drillihg
in Alaska's Arctic National Wildlife Ref-
uge and other sensitive areas.

Meanwhile, the run-up in gas prices has
reinvigorated the earnings and stock prices
of many of the independent gas producers
that were beaten down by the 1998 oil-price
crash. It also has produced huge trading
profits for pipeline and marketing compa-
hies. Gas producer Burlington Resources
saw its third-quarter profit triple and its
stock price soar 53% to $50.50 last year. And
Dynegy Inc., a Houston power marketer
and pipeline operator, said its energy trad-
ing and marketing profits jumped 80% in
the third quarter. Dynegy's stock, which
started last year at $16, finished 2000 at
$56.06, making it one of year’s biggest gain-
ers on the New York Stock Exchange.

But even gas producers aren’t necessar-
ily rejoicing. They know today’s steep
prices will foree eustomers to consider alter-
native fuel sources. “High prices are not the
answered prayer of the gas industry,” says
TomPrice Jr., senior vice president of corpo-
rate development for Chesapeake Energy
Corp. in Oklahoma City. “It just engenders
hostility we'd rather avoid.”



