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I. INTRODUCTION

Initially, the topic of this article was to be the accelerated removal of
price ceilings on natural gas sales which appeared likely to result from the
Republican economic package. In September and early October, however,
a number of reports emanated from the administration which indicated
that natural gas decontrol must await another day.' This turn of events,
an apparent reversal of direction by an administration committed to a
promarket policy, is not surprising when one realizes how difficult the is-
sue of natural gas policy is and how many diverse interests are affected.

Quite a bit more is involved with deregulation of natural gas than with
the decontrol of oil prices, which President Reagan achieved by Executive
Order in January 1981.2 The price limits on oil were a short-lived aberra-
tion whose demise was built into the price control programs since their
inception in 1973. President Reagan simply pushed the timetable up a
few months. Gas, on the other hand, is substantially different from oil.
The marketing structure is very dissimilar, and natural gas is afflicted
with the Natural Gas Act of 19383 and the Natural Gas Policy Act of
1978.' The wellhead price of natural gas has been subject to controls in
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1. Dallas Morning News, Oct. 6, 1981, at D-1; Baton Rouge Morning Advocate, Oct. 9,
1981, at A-1.

2. Exec. Order No. 12,287, 46 Fed. Reg. 9,909 (1981).
3. Natural Gas Act of 1938, 15 U.S.C. § 717 (1976 & Supp. IV 1980).
4. Natural Gas Policy Act of 1978, 15 U.S.C. §§ 3301-3432 (Supp. IV 1980). Hereinafter
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the interstate market since 1954. Since then, a generation of ill-conceived
regulation has produced a complex network of relationships and depen-
dencies. The first phase of natural gas regulation, which occurred be-
tween 1954 and 1978, was the result of mistaken and misguided economic
populism by the Supreme Court and more than two decades of bureau-
cratic bumbling. The second phase originated with the Natural Gas Pol-
icy Act in 1978. This phase is the result of compromise that by legislative
design has ostensibly moved toward decontrol. Actually, it insures thai
prices for some gas will be abnormally high while prices for other gas car
be removed only with great difficulty. Perhaps the only way out of thiE
situation, which in some ways combines the worst features of control and
decontrol, is through passage of a "windfall profits tax." Such an ad
could prove to be more intricate than the national oil excise tax of thai
name.

II. WELLHEAD PRICING UNDER THE NATURAL GAS ACT

The story of the current state of natural gas controls properly begins or
June 7, 1954. On that date the United States Supreme Court handec
down its opinion in Phillips Petroleum Co. v. Wisconsin.5 The Court in.
terpreted the Natural Gas Act "to give the [Federal Power] Commissior
jurisdiction over the rates of all wholesales of natural gas in interstatA
commerce, whether by a pipeline company or not and whether occurrinj
before, during, or after transmission by an interstate pipeline company."
The Court interpreted the Act this way despite the Commission's owr
assertion that it had no authority over independent producers. In a dis.
senting opinion, Mr. Justice Douglas observed that "[riegulation of thf
business of producing and gathering natural gas involves considerationi
of which we know little and with which we are not competent to deal."
Mr. Justice Douglas was right. But if the Court was not competent to dea
with the production and gathering of natural gas, neither was the Com
mission. Before discussing the Commission's responses to this uncertair
mandate, certain fundamental aspects of natural gas should bf
considered.

First, there is no relationship between the "value" of natural gas anc
the cost of finding and producing it. One company may be lucky and finc
a large reservoir on the first well at a depth of 3,000 feet at a cost o:
twenty-five million dollars. Another company may find reservoir at

Energy Regulatory Commission. Throughout this article, both agencies will be referred to a
the Commission.

5. 347 U.S. 672 (1954).
6. Id. at 682.
7. Id. at 690.
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depth of 17,000 feet after nine dry holes for a cost of forty million dollars.
If the quality is the same, the "value" of the gas from the two wells is no
different to the purchaser. Rather, its value is determined by the alterna-
tives available to the purchaser, such as the acquisition of other fuels or
process material, or conservation, or going out of business.

Second, natural gas and pipelines are interdependent, such that the
marketing of natural gas must be based upon the necessities of pipeline
financing. Gas cannot reasonably be moved without a pipeline, and a
pipeline will not be built to a producing area without a long term contract
for the purchase of gas in order to assure that the costs of laying the
pipeline can be recouped. These contracts have typically been for fifteen
or twenty years or for the life of the lease with all or a specified portion of
a field dedicated to the contract. As with other long term contracts, a
seller should always include a provision for periodic price increases or
redeterminations.

Third, there are other persons at both ends of the pipeline whose inter-
ests should be considered. The lessor who leases the gas rights to the pro-
ducer regards the gas as his own and the lessee as his agent. The lessor
enjoys a bonus sum of money for the grant of the lease, rental for delayed
drilling, and cost-free royalty based on the value or sale price of the gas.
This royalty ranges from twelve and one-half percent to a third or more.8

The state of production may also be a lessor of state lands. Regardless of
whether it is a lessor, however, the state enjoys a tax on the value of gas
produced. This tax is either based on a percentage of the sale price or a
fixed amount calculated on a volumetric basis.' Citizens of the producing
state tend to view the state as having an ownership interest in all gas
produced. The ultimate consumers of gas likewise have a vital interest in
the gas. They may be large industrial customers, using gas as feedstock or
fuel, or small businesses, or homeowners using gas for space heating and
appliances. Some consumers can switch to alternative fuels or supplies,
but others cannot easily do so. Each of these interest groups desires to
buy low and sell high, as does any group interested in a commodity. Com-
plications arise, however, when the lines of interest begin to blur or over-
lap. In some instances, for example, the producing states are also large
consuming states.

In order to comply with the Supreme Court's decision in Phillips, the
Commission established maximum wellhead prices on a company-by-coin-

8. The law of property rights and transfers of rights in oil and gas is recognized as a field
of law in itself. See generally E. KUNTZ, OIL AND GAS (1979); H. WILLIAMS & C. MEYERS, OIL
AND GAS LAW (1980).

9. For articles indicating the growing controversy over severance taxes, see OIL & GAS
JOURNAL, June 8, 1981, at 43-45; and Bus. WEEK, Oct. 26, 1981, at 19-170.
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pany, individual case, cost-of-service basis. 0 This utility-type of regula-
tion was ill-suited for an industry with many thousands of producers and
widely varying costs and risk factors not known to most utility compa-
nies. One thing, however, was clear from the outset: the Commission
would have to prevent the operation of price escalator clauses. This it did
not long after Phillips."'

The Commission recognized that the individual utility approach had
failed and so the commission moved in the early 1960s to an area rate
system of price ceilings. 12 The country was divided into five producing
areas and the average costs of production were used to determine price
maximums. At this time the Commission also devised a tier system of
maximum pricing." Flowing or old gas was priced at one rate while gas
from new wells was priced at a higher rate. The purpose of a tier system
was to encourage new development while avoidirig "windfalls" for gas al-
ready flowing. Area rate proceedings were very complex and took years to
complete. In the meantime, prices were required to be formulated on an
"in-line" basis.1 4 Though perhaps more efficient than the company-by-
company proceedings, area ratemaking was too cumbersome to keep up
with rapid change in the natural gas industry. Moreover, the rate of
change began to accelerate partly because of the regulation.

In the late 1960s and early 1970s it became increasingly obvious that a
crisis was developing in natural gas. Reserves of gas were being depleted
more rapidly than new gas fields were being discovered and committed to
interstate sales." The demand for gas increased as a result of low prices
and environmental concerns. The same low prices, however, discouraged
new drilling and encouraged producers to sell in the intrastate market in

10. See generally Breyer & MacAvoy, The Natural Gas Shortage and the Regulation ol
Natural Gas Producers, 86 HARV. L. REv. 941 (1973).

11. On December 16, 1954, the Commission adopted the following statement:
Escalation clauses in contracts submitted hereunder on or after May 1, 1955, will
not be considered in support of any certificate application or otherwise given ef-
fect by the Commission if under such clauses: (a) Provision is made for adjust-
ment of the price of the seller by reason of changes in the prices received by the
purchaser upon resale; or (b) if provision is made for adjustment of the price of
the seller by reason of the payment of higher prices by other purchasers in the
same or other producing areas.

19 Fed. Reg. 8807, 8810 (1954), amended by 32 Fed. Reg. 866 (1967)(codified at 18 C.F.R. §
157.25 (1981)).

12. See Permian Basin Area Rate Cases, 390 U.S. 747 (1968); Southern La. Area Rate
Cases v. FPC, 428 F.2d 407 (5th Cir.), cert. denied, 400 U.S. 950 (1970).

13. See also Breyer & MacAvoy, supra note 10, at 959-60.
14. See 24 F.P.C. 818 (1960); Breyer & MacAvoy, supra note 10, at 958.
15. See FPC v. Louisiana Power & Light Co., 406 U.S. 621 (1972); Breyer & MacAvoy,

supra note 10, at 965.
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order to prevent gas from becoming subject to Commission authority." It
soon became apparent that the owners of gas pipelines would be unable
to meet their contractual commitments to purchasers because of inade-
quate supplies.

In response to the problem, the Commission initiated a rationing pro-
gram through its "curtailments" policy." Over a period of several years, it
announced a series of policies under which short term sales of gas could
be made in the interstate market without incurring all of the burdens of
Commission regulation under the Natural Gas Act.18 Also, the Commis-
sion moved to national ceiling rates rather than continuing on an area
rate basis.

On April 11, 1973 the Commission announced its intention to use rule
making procedure, rather than adjudication, to establish national rates
for natural gas.1 9 The rule making resulted in a uniform national base
rate of 42.0 cents per Mcf. This base applied to jurisdictional sales of
natural gas made from wells commenced after January 1, 1973. It also
applied to sales made pursuant to contracts executed on or after January
1, 1973, if the gas had not previously been sold in interstate commerce or
had been sold pursuant to permanent certificates of unlimited duration
under contracts that expired by their own terms on or after January 1,
1973.20 This figure of $.42 was subject to adjustment for Btu content,
state or federal production, severance or similar taxes, annual escalation
of $.01 per Mcf, and gathering allowances. On December 4, 1974 the Com-
mission raised the national rate for the gas just described to $.50, using a
different method to calculate the rate of return on investment."' On July
19, 1976, the Commission issued a second national rate order that estab-
lished a maximum rate of $1.42 per Mcf for sales of gas from wells com-
menced on or after January 1, 1975, but before January 1, 1977.22

The national rate orders withstood challenges in both the Fifth Circuit
and the District of Columbia Circuit Courts of Appeal.2 8  Both courts,
however, were critical of the Commission's methodology and warned that

16. Certain standard operating agreements among working interest owners for produc-
tion prohibited the operator from selling in the interstate market.

17. See 45 F.P.C. 570 (1971); 49 F.P.C. 85 (1973).The curtailments policy has generated
much litigation. See, e.g., North Carolina v. FERC, 584 F.2d 1003 (D.C. Cir. 1978).

18. These policies are summarized in Martin, Current Trends in Natural Gas Purchase
Contracts, 26 INST. ON MIN. LAw 359, 374-77 (1979).

19. 38 Fed. Reg. 10,014 (1973).
20. 51 F.P.C. 2212 (1974).
21. 52 F.P.C. 1604 (1974).
22. 56 F.P.C. 509 (1976), modified by 56 F.P.C. 2698 (1976).
23. American Public Gas Ass'n v. FPC, 567 F.2d 1016 (D.C. Cir. 1977), cert. denied, 435

U.S. 907 (1978); Shell Oil Co. v. FPC, 520 F.2d 1061 (5th Cir. 1975), cert. denied sub nom.
California Co. v. FPC, 426 U.S. 941 (1976).
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a more stringent standard of review would be used in the future.2" This
posed a dilemma for the Commission and producers. On the one hand,
the efficiency of a rule making procedure was necessary because of rapid
changes in the energy field generally. On the other hand, a stricter judi-
cial scrutiny would require exhaustive data gathering to demonstrate that
the maximum prices established were cost-based and reasonable and had
the effects predicted by the Commission. The two requirements were
irreconcilable.

III. THE NGPA: AN OVERVIEW

These circumstances provided the background for the Natural Gas Pol-
icy Act: serious shortages of gas were being experienced in the interstate
market; gas was being kept in the intrastate market when possible; gas
was priced below alternative fuels; and it was uncertain whether the
higher prices allowed by the national rate orders would continue to sur-
vive judicial challenge. Natural gas policy was raised as an issue in the
presidential campaign in 1976, and candidate Jimmy Carter disclosed his
intention to decontrol the price of natural gas if elected.2

After a long and difficult battle in Congress, the Natural Gas Policy Act
of 1978 was finally passed and reluctantly signed by President Carter on
November 9, 1978. Its principal features included a schedule for deregula-
tion of some types of natural gas, continued regulation indefinitely of
other types, the expansion of the Commission's jurisdiction to regulate
intrastate gas (which had not previously been subject to controls), and a
novel method to determine eligibility for certain gas prices. The Act itself
set the initial maximum prices for most categories of natural gas and es-
tablished a formula for future escalations. The cloud of uncertainty
hanging over the Commission's national orders was thus removed. But
the Act also removed the Commission's flexibility in responding to
changes in energy conditions in the United States.

The NGPA establishes numerous categories and subcategories of natu-
ral gas and allocates various prices for each.2 Some categories require an
eligibility determination by a jurisdictional agency, and some do not. No
eligibility determination is necessary for gas which is less likely to be sub-

24. The D.C. Circuit stated:
"We can and do caution that on any future rate order there will be need for a
more solid undergirding of result . . . . At this juncture we announce our ap-
proval, but with more of a sigh than a whoop."

567 F.2d at 1044.
25. Letter from Jimmy Carter to the Governors of Texas and Oklahoma (1976).
26. For a useful summary of the categories, see Pierce, The Natural Gas Policy Act of

1978, 26 INST. ON MIN. LAW 1, 4-7 (1979).
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ject to decontrol under the NGPA. The price of this gas is determined
under sections 104, 105, and 106 of the NGPA. Section 104 governs gas
dedicated to interstate commerce and limits the price to the applicable
area rate plus an escalation allowed on the basis of inflation. Section
106(a) applies to rollover contracts for the same gas. A rollover contract
is one which replaces a previous contract that has expired by its owrn
terms.2 7 Gas subject to existing intrastate contracts is governed by section
105. That section limits the maximum price to the lower of the contract
price or the price allowed section 102 gas (new gas as described below). If
the contract price was higher than the section 102 maximum, however,
the higher contract price is allowed but a different escalator provision is
applied. Section 106(b) governs intrastate rollover contracts.

Section 102 is applicable to those categories of gas for which a jurisdic-
tional agency' s must determine eligibility. "New natural gas," as defined
in section 102, is gas from an outer Continental Shelf lease entered into
after April 20, 1977, or gas from a new onshore well. The section defines a
new onshore well as one which is 2.5 miles from the nearest marker well,
or which is completed at a depth of a thousand feet deeper than the near-
est marker well, or which is from a new onshore reservoir. Section 102
gas is scheduled for deregulation effective January 1, 1985.

Section 103 provides for pricing of gas from new, onshore production
wells. This type of well is a new well that does not qualify for section 102,
but must necessarily be drilled in order to drain the reservoir effectively
and efficiently.20 The price ceiling was initially the same as for section
102, but section 103 gas has a different provision for increases or escala-
tions and thus now gets a lower price. Gas produced from a section 103
well from a depth of greater than 5,000 feet will be deregulated in 1985.
Shallower gas will be deregulated in 1987. Neither sort, however, will be
deregulated if it was gas dedicated to interstate commerce on April 20,
1977.

Section 107 designates certain types of gas as "high cost gas," such as

27. NGPA § 2(12), 15 U.S.C. § 3301 (Supp. IV 1980); 18 C.F.R. § 271.402(b)(3) (1981).
28. The jurisdictional agency is the state or federal agency having responsibility for con-

servation regulation, such as the Oklahoma Corporation Commission and the Texas Rail-
road Commission. The jurisdictional agencies for each state are listed in 18 C.F.R. § 274.501
(1981).

29. There have been problems in implementing section 103 because of the Commission's
treatment of the effect of state agencies' general well spacing requirements. The Commis-
sion defined the general spacing requirement as a proration unit for which a new well would
have to get a jurisdictional agency's "necessary to effectively and efficiently drain" finding
before drilling. After protests, the Commission changed its approach and allowed a redefini-
tion of the proration unit after the well was drilled if the jurisdictional agency made an
explicit finding. See the amendments to 18 C.F.R. §§ 271.303-.305; the preamble published
in 44 Fed. Reg. 67,108 (1979).
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gas from wells completed at a depth greater than 15,000 feet."' The sec-
tion also applies to "[g]as produced under such other conditions as the
Commission determines to present extraordinary risks or costs." The des-
ignated high cost gas has already been deregulated."1 The Commission
has exercised its power to establish two other kinds of high cost gas but
has limited their price to something less than a deregulated price. "Tight
sand formation" gas, for example, received a maximum price of twice the
price allowed for section 103 gas.8 2 The second newly created category is
intrastate gas from wells on which certain production enhancement work
has been performed. 8

3 Under certain circumstances this gas is allowed to
receive the maximum price allowed under section 109.

Section 108 gas is "stripper well gas," gas from wells that produce, at
their maximum efficient rate of flow, not more than 60 Mcf per produc-
tion day during a qualifying ninety day production period. If production
increases above the 60 Mcf volume, the well can lose its stripper status.
The maximum price for such gas initially was set at $2.09, with escalation
allowed as for section 102 gas. Since stripper gas will also fall under an-
other category of the NGPA, its time of deregulation depends upon
whether it is from a well completed above or below 5,000 feet, unless it is
gas dedicated to interstate commerce on April 20, 1977, in which case it is
not scheduled' to be deregulated.3'

Section 109 provides for categories of gas not covered by any maximum
lawful price under any other section. It is not scheduled for deregulation.

IV. PROBLEMS UNDER THE NGPA

Section 101(b)(5) of the NGPA is very important in establishing appro-
priate categories and prices for natural gas. That section states: "If any
natural gas qualifies under more than one provision of this title providing
for any maximum lawful price or for any exemption from such a price

30. The statute defines high cost gas as gas which is: (1) produced from a well drilled
after February 18, 1977 if the completed well is greater than 15,000 feet; (2) produced from
geopressured brine; (3) occluded natural gas produced from coal seams; or (4) produced
from Devonian shale. NGPA § 107(c), 15 U.S.C. § 3317 (Supp. IV 1980).

31. The deregulation was effective as of November 1, 1979. See FERC Order No. 78, 45
Fed. Reg. 28,092 (1980)(codified at 18 C.F.R. § 272.102 (1981)).

32. See FERC Order No. 99, 45 Fed. Reg. 56,034 (1980)(codified at 18 C.F.R. § 271.703
(1981)). A number of amendments have been made to 18 C.F.R. § 271.703 (1980) to desig-
nate and delineate specific formations as "tight formations."

33. FERC Order No. 107 (1980) 45 Fed. Reg. 77, 421 (1980)(codified at 18 C.F.R. §
271.704 (1981)). The background and application of this "qualified production enhancement
gas" category are found in the preamble to the amendments to the rule.

34. See FERC Order No. 44, 44 Fed. Reg. 49,662 (1979)(codified at 18 C.F.R. §§ 271.801-
.807 (1980)); Pierce, Producer Regulation Under the Natural Gas Policy Act, 31 OiL & GAs
INST. 99, 104-08 (1980).
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with respect to any first sale of such natural gas, the provision which
could result in the highest price shall be applicable. 3 5 Under this provi-
sion the producer can elect the most favorable treatment but there is still
the problem of contractual limitations on price.86 As stated earlier, the
Commission had acted not long after the Phillips decision to limit the
operation of escalator clauses in natural gas purchase contracts. Gas from
a new well that might qualify as section 102 gas, for example, would not
be able to get the higher price (as opposed to section 104) unless the con-
tract allows it. Three related questions are posed by this problem. First,
does the NGPA allow escalator provisions in existing contracts to raise
the price to the higher price of a more favorable NGPA category? Next,
what types of escalator provisions would cause the price to go up under
the NGPA? Finally, if no escalator provision will operate, can a contract
be amended to permit the higher price?

Gas purchase contracts for sales in interstate commerce typically have
contained, with Commission sanction, certain indefinite price escalator
clauses, known generally as "area rate clauses" because they often
tracked the language of an FPC order.8 7 The order allowed the use of
provisions that "permit a change in price to the applicable just and rea-
sonable area ceiling rate which has been, or which may be, prescribed by
the Commission for the quality of the gas involved."8 In its interim regu-
lations implementing the NGPA, the Commission provided that the "es-
tablishment of maximum lawful prices under the NGPA shall not trigger
indefinite price escalator clauses in existing intrastate or interstate con-
tracts."' The Commission's position was reiterated but modified in a Pol-

35. See Pierce, supra note 34, at 107 for application of this provision.
36. The relationship between contract pricing provisions and regulatory price regulation

was explored in the cases of United Gas Pipe Line Co. v. Mobile Gas Service, 350 U.S. 332
(1956), FPC v. Sierra Pacific Power Co., 350 U.S. 348 (1956), and United Gas Pipe Line Co.
v. Memphis Light, Gas & Water Div., 358 U.S. 103 (1958) and is collectively known as the
Mobile-Sierra-Memphis doctrine. These cases dictate that when a contract price is lower
than the regulatory maximum, the contract price controls. But when authorized by the
regulation, the contract may provide for escalation to the regulatory maximum. For a dis-
cussion of various problems of contract terms under the Natural Gas Act, see Hjelmfelt,
Fixed Rate Contracts Under the Federal Power and Natural Gas Acts, 57 DEN. L.J. 559
(1980).

37. 36 F.P.C. 925 (1966). The order was incorporated in the Commission's regulations at
18 C.F.R. § 154.93 (1967). There are several types of indefinite escalation clauses that are
known by different names. Pennzoil Co. v. FERC, 645 F.2d 360, 366 (5th Cir. 1981), dis-
cusses these clauses and uses the terms "area rate" and "variant" to identify them. As used
in this article, an "area rate clause" will include any indefinite escalation provision in a
natural gas purchase contract.

38. 36 F.P.C. 925, 927 (1966).
39. 18 C.F.R. § 270.205 (1981). These interim regulations may be found at 43 Fed. Reg.

56,448, 56,463, 56,550 (1978)..

19821 759



MERCER LAW REVIEW

icy Statement of January 24, 1979.40 Most escalator clauses in interstate
sales contracts were considered inoperative, but parties could amend the
contract to authorize the collection of NGPA maximum rates. Escalator
clauses in intrastate contracts could increase the contract price to the
NGPA maximum. The interpretation of the intrastate sales contracts es-
calator clauses was left to the parties and the courts. The Commission
further modified its position in an order issued on March 13, 1979."' In
that order, the Commission concluded that Congress did not preclude the
operation of area rate clauses to collect NGPA maximum prices. The lan-
guage of such clauses varied widely, however, and not all of the clauses
would necessarily be triggered by the NGPA's authorization to charge
higher prices. The specific language of each contract would have to be
examined to determine whether escalation would be allowed. By referring
to an administrative law judge, the Commission provided a forum in
which sellers and buyers could air their views on the interpretation and
construction of area rate clauses. The Commission also set guidelines for
the interpretation through statements and in Opinion Number 77.4s It
has been the Commission's policy not to interprose any general objection
to the parties' reliance on area rate clauses as authority to collect NGPA
prices."

The Commission established a protest procedure which is open to pipe-
line buyers and also to "third parties," FERC Staff, state regulatory com-
missions, consumer groups, and others. 4 Even though it is limited to
existing interstate contracts, the procedure gives protestors an opportu-
nity to have a hearing at which they can oppose the use of escalator
clauses to increase the price of gas under the contracts. If a pipeline
buyer of gas opposes the use of an area rate clause to increase the price,
the seller bears the burden of proof that the clause should escalate the
price; if a third party opposes an escalated price that both the seller and
the buyer had agreed upon, the third party must overcome the presump-
tion that the clause does authorize escalation.

Before discussing further the problems posed by the present schedule
for decontrol under the NGPA, it is necessary to consider the fact that

40. The policy statement was made as a tentative decision in an open meeting on this
date. Almost immediately there were misgivings about it, and an announcement of a pro-
posed rulemaking was made on February 13, 1979, 44 Fed. Reg. 10,336 (1979).

41. FERC Order No. 23, 44 Fed. Reg. 16,895 (1979).
42. Independent Oil & Gas Ass'n of W. Va., Opinion No. 77, Pocket Nos. RI 74-188 & RI

75-21 (FERC March 4, 1980). On this topic, see generally Pennzoil Co. v. FERC, 645 F.2d
360 (5th Cir. 1981); Comment, The Effect of the Natural Gas Policy Act of 1978 on Admin-
istrative Interpretation of Natural Gas Sales Contracts, 69 GEo. L.J. 133 (1980).

43. See FERC Order No. 23, supra note 41; FERC Order No. 23-B, 44 Fed. Reg. 38,834
(1979).

44. 18 C.F.R. § 154.94 (1980).
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substantial amounts of gas are not subject to decontrol."5 Those catego-
ries of gas that are to be decontrolled are section 102 gas, section 103 gas
that had not been dedicated to interstate commerce on April 20, 1977,
most intrastate gas, and most section 107 gas." Most of this gas will be
decontrolled on January 1, 1985. Some section 103 gas, however, must
wait until July 1, 1987, and some section 107 gas has already been decon-
trolled. Also, there is limited authority for a reimposition of controls by
the President after May 31, 1985.11 All other gas will remain subject to
controls by the Commission indefinitely.

The determination of which gas has been dedicated to interstate com-
merce is important both in the application of current controls and in the
implementation of future decontrol. This determination is difficult to
make because of the Commission's very expansive readings of its jurisdic-
tion during the pre-NGPA period when the distinction between interstate
and intrastate gas was all important. A line of cases supporting the Com-
mission's broad assertions of authority culminated in California v. South-
land Royalty Company."

In Southland Royalty, the owners of natural gas production, Southland
Royalty, sold some gas to a purchaser in the intrastate market. The own-
ers had acquired their interest when an existing fifty year lease held by
Gulf Oil Corporation expired by its own terms." Gulf had been selling the
gas in the interstate market to El Paso Natural Gas Company under a
certificate of public convenience and necessity. The certificate was to last
for an unlimited period. El Paso opposed the sale by Southland Royalty
and sought from the Commission a determination that the gas reserves
could not be diverted to the intrastate market without first going through
an abandonment procedure before the Commission. The Commission
agreed with El Paso's contention that the limited term of Gulf's leases
did not limit the period of time in which natural gas reserves could be
dedicated. On appeal from an unfavorable decision by the Fifth Circuit
Court of Appeals, 0 the Supreme Court upheld the Commission's asser-
tion of authority. As it had done in earlier cases, 1 the Court distin-
guished between the obligation of "service" arising from the dedication

45. Most estimates indicate that about 50% of gas supplies would remain under control
after 1985. Baton Rouge Morning Advocate, Oct. 9, 1981, at 1, cols. 1 & 2.

46. NGPA § 121, 15 U.S.C. § 3331 (Supp. IV 1980).
47. NGPA § 122, 15 U.S.C. § 3332 (Supp. IV 1980).
48. 436 U.S. 519 (1978): This case discusses the prior cases that developed the dedication

principle. See also Conine & Niebrugge, Dedication Under the Natural Gas Act: Extent
and Escape, 30 OKLA. L. REV. 735 (1977).

49. Gulf Oil Corp. v. Southland Royalty Co., 496 S.W.2d 547 (Tex. 1973).
50. Southland Royalty Co. v. FPC, 543 F.2d 1134 (5th Cir. 1976), rev'd sub nom Califor-

nia v. Southland Royalty Co., 436 U.S. 519 (1978).
51. See Sunray Mid-Continent Oil Co. v. FPC, 364 U.S. 137 (1960).
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when a certificate for sale was granted, and the contract of sale itself. The
dedication serves to change the regulatory status of the gas, and the obli-
gation to serve the interstate market attaches to the gas itself.5" The
Court was straining to support the Commission's position from a legal
standpoint, as indicated by this notion of a force attaching itself to the
gas. Of much greater practical significance was the Court's observation
that if the gas was not subject to Commission control, some communities
"might experience disruption or significantly higher prices."5

Furthermore, it is difficult to determine when gas has actually been
"dedicated to interstate commerce." In order to ascertain whether gas
from a particular field or reservoir has been so dedicated, one must look
to three instruments: the contract of sale, the application for a certifi-
cate of public convenience and necessity, and the certificate itself." The
contract for sale of natural gas may cover only the rights to a particular
lease or field or above a certain limit, either because the lessee making
the sale had no rights below a particular depth or because the parties
would not agree to sell more. The application for a certificate of public
convenience and necessity might request either authorization for service
under the contract or something lesser or greater than such authorization.
Likewise, the certificate granted by the Commission might dedicate all of
the gas in the field to the contract, or it might be more limited. If the
identities of the lessee-seller and the buyer have remained the same, the
extent of dedication may be ascertained before any resources are commit-
ted to development. But the contract, application, and certificate are not
recorded where the land is located and may not practically be obtained
from the Commission. Neither a lessee who takes a new lease on land nor
the landowners (or mineral rights owners) may have any way of knowing,
even with a most rigorous inquiry, that the gas has been dedicated to
interstate commerce. 55

In partial response to criticism of the Southland Royalty decision, Con-
gress included in the NGPA a provision limiting the effect of the decision.
This provision is the so-called Southland exclusion." It provides that the
term "committed or dedicated to interstate commerce" does not apply

52. 436 U.S. at 526.
53. Id. at 530.
54. The interrelationships among these instruments are discussed in Mitchell Energy

Corp. v. FERC, 651 F.2d 414 (5th Cir. 1981).
. 55. See United Gas Pipe Line, Co. v. McCombs, 442_U.S. 529 (1979); Columbia Gas
Transmission Corp. v. Allied Chem. Corp., 652 F.2d 503 (5th Cir. 1981). Both cases involved
facts that indicate the difficulties in ascertaining dedication.

56. NGPA § 2(18)(B)(iii), 15 U.S.C. § 3301(18)(B)(iii) (Supp. IV 1980). For an excellent
discussion of this provision, see Note, The Meaning of the Southland Exclu-
sion-Complexity and Ambiguity in the Natural Gas Policy Act, 58 TEx. L. REv. 435
(1980). -
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with respect to:

natural gas which, -but for this clause would be committed or dedicated
to interstate commerce under subparagraph (A) (ii) by reason of the ac-
tion of any person (including any successor in interest thereof, other than
by means of any reversion of a leasehold interest), if on May 31, 1978-(I)
neither that person, nor any affiliate thereof, had any right to explore for,
develop, produce, or sell such natural gas; and (II) such natural gas was
not being sold in interstate commerce (within the meaning of the Natural
Gas Act) for resale (other than [certain specified sales not relevant
here]). ""

May 31, 1978, is the date of the Southland Royalty decision. While this
provision limits the operation of the Southland Royalty decision, it cer-
tainly does not eliminate the problems posed by it."

Several criticisms can be made of the NGPA's basic approach, and yet
the bases of these criticisms are the very reasons that deregulation is diffi-
cult. The categories of gas are not really cost-based and actually bear lit-
tle relation to the cost of finding and producing gas. Although the prices
are adjusted for inflation, the inflation figures for food or housing or con-
sumer goods may bear no relation to inflation in labor for petroleum op-
erations, rig rental, or lease bonus. More importantly, the prices allowed
by the NGPA bear no relation to the cost of alternate fuels. Even if the
prices were related to the price of oil at the time the NGPA was passed,
oil prices since 1978 have far out-distanced gas prices." This fact contin-
ues to make gas more attractive than oil for both large and small consum-
ers. Oil prices do not seem to be increasing at the moment. Nevertheless,
it appears that by the time the initial steps of deregulation under the
NGPA are undertaken in 1985, there will be a substantial disparity be-
tween oil prices and gas prices. The disparity will mean that consumers
who have gas will have a substantial benefit or advantage vis-A-vis oil
consumers. In effect this amounts to a subsidy by the government to
such gas consumers. It also means that deregulation would cause gas con-
sumers to lose an advantage they now have. Why should they want to pay
more to producers for the same gas?

An important related aspect of dramatic gas price increases is that
some consumers would not pay them. Gas pipeline owners are concerned
that many industrial customers would switch to other energy sources if
gas prices went up. Gas surpluses would then develop and leave the pipe-

57. NGPA § 2(18)(B)(iii), 15 U.S.C. § 3301(18)(B)(iii) (Supp. IV 1980).
58. See Columbia Gas Transmission Co. v. Allied Chem. Corp., 652 F.2d 503 (5th Cir.

1981); Falcon Petroleum v. FERC, 642 F.2d 780 (5th Cir. 1981); Mitchell Energy Corp. v.
FERC, 651 F.2d 414 (5th Cir. 1981).

59. See Bus. WEEK, Sept. 28, 1981, at 123.
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line owners in a difficult situation. This predicament, however, is one (
the reasons deregulation might be desirable: industrial consumers woul
switch to other fuels and leave natural gas for both higher uses and futui
uses.

As a political matter, the interests of producers and of producing stat
representatives are in conflict. They conflict because those same produ(
ing state representatives also represent large consuming interests. Louis:
ana, Texas, and Oklahoma, for example, are not only producing states bu
also consuming states. Not only their consumers, but also their ability t
compete with other states for new industry depend on a continuing flo
of relatively low priced gas. The representatives of some important pr(
ducing states have expressly opposed speeding up deregulation because c
this. 0 They have protested despite the fact that many of their producei
would benefit from deregulation and the state itself would benefit frox
increased royalties from gas produced on state land.

Curiously, deregulation would not increase Louisiana's revenue frox
severance taxes. In 1973 that state made the severance tax on gas $.07 pe
Mcf, which may have been more than ten percent of the value of the ga
at the time." Gas now being sold at $8.00 or $9.00 per mmbtu is bein
taxed at the same $.07 rate, or less than one percent of its value. Thi
percentage is a trifle compared with the thirty percent tax on coal i
Montana that was recently upheld by the Supreme Court.6 2 It seems e.,
pecially low since the NGPA expressly allows the severance tax to be ir
creased.as Efforts to increase the severance tax are stalled because of th
large (and small) consuming interests in the state, which would be ad
versely affected by both deregulation and a severance tax increase.

Moreover, the price controls are advantageous to some producers. Thi
may seem contradictory, but the low price on some gas actually makes j
possible to have a much higher price on other gas. "Rolled-in" pricin
produces this result. A gas purchaser who has access to large volumes c
controlled, low-price gas can pay a premium rate for additional suppliei
Thus, if 1 mmbtu of gas at $9.00 is rolled in with 9 mmbtu of gas at $1.0
per mmbtu, the total cost of the gas is $18.00 or $1.80 per mmbtu." Th

60. Id. at 124; Baton Rouge Sunday Advocate, Oct. 25, 1981, at K-1, col. 2.
61. LA. REv. STAT. ANN. § 47:633(9) (West Supp. 1981).
62. Commonwealth Edison Co. v. Montana, 101 S. Ct. 2946 (1981).
63. NGPA § 110, 15 U.S.C. § 3320 (Supp. IV 1980).
64. The Chairman of the FERC has recognized this effect in his recent statement thf

"experience with deregulated section 107 gas strongly suggests that the direct benefit (
continued price controls on some categories of natural gas will go to producers of deregt
lated gas through prices well above the level that would prevail under complete deregulE
tion." Speech by C.M. Butler III to the Pacific Coast Gas Association (Sept. 2, 1981), r
printed in Legal Times of Washington, Sept. 21, 1981, at 18-19. Title II of the NGPA, §
201-207, provides for incremental pricing in certain circumstances partly to limit the effe(
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costs of transportation and the fact that continuation of higher volumes
of gas in the pipeline lowers the unit cost of transportation should also be
considered. Ultimately, the effective cost of the higher price gas is less.
Consumers of gas thus do not feel the real burden of the high cost gas.
Additional volumes of gas may therefore be very high priced. Without
the controls on flowing gas, there would be considerably less low-priced
gas to be rolled-in with the high-priced gas. The high-priced gas becomes
much less attractive when its effective rate is $9.00 per mmbtu rather
than $1.80 per mmbtu and when it cannot command that higher price.
The incentive to develop gas currently eligible for pricing under section
107 of the NGPA is reduced. This reduced incentive is undesirable for
some producers and for those public officials who wish to develop high-
cost sources of energy even if they are not otherwise economically
justifiable.

Moreover, the producing state consumers have depended for years on
intrastate contracts that were not subject to Commission regulation. In-
definite escalator clauses in the intrastate contracts have existed without
Commission restriction for years. Pipelines carrying intrastate gas have
little or no low-priced gas to roll in with their higher cost gas. Thus, the
average price of gas in the producing states, under either NGPA deregula-
tion or complete deregulation, will be higher than for other consuming
states, and it could be substantially higher. As a result of the harsh effect
that the higher price would have on producing state consumers, three
states have enacted statutes to limit the operation of escalation clauses
within the producing state.65 Also the producing states have objected to
the fact that gas can be obtained for a lower basic rate a thousand miles
away from the producing state.

The effects of rolled-in pricing have also created problems for some
smaller producers. The very high prices of gas have discouraged some de-
velopment. The high gas prices have significantly increased both the lease
acquisition costs, such as high bonus and high delay rentals, and the ex-
pectations of the mineral rights owners. It has become difficult in some
areas for smaller companies to acquire operating interests because of the
high initial costs. Lease bonuses of fifteen to twenty thousand dollars per
acre have been charged in the Tuscaloosa Trend area in south Louisiana.

of "rolled-in" pricing. Its mechanism, however, does not achieve this. Two commentators
have recently concluded that "NGPA incremental pricing is bad politics, unsound econom-
ics, and an undersirable rate design." Mogel & Mapes, Assessment 9f Incremental Pricing
Under the Natural Gas Policy Act, 29 CATH. L. REv. 763, 764 (1980).
65. New Mexico Natural Gas Pricing Act, N.M. STAT. ANN. §§ 62-7-1 to -10 (Supp.

1981); Kansas Natural Gas Price Protection Act, KAN. STAT. ANN. §§ 55-1401 to -1415 (Supp.
1980); Oklahoma Natural Gas Price Protection Act, OKLA. STAT. ANN. tit. 52, §§ 260.1-.13
(West Supp. 1980).
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This sum is small, however, compared with the five to ten million dollai
that it will cost to drill a sixteen or seventeen thousand foot well. Bt
such sums increase the acquisition costs for drilling rights in all areas i
the region and for shallower depth rights. There are delays attendant in
deep drilling program and also subsequent administrative problems i
unitization of rights in a drilling block. These factors may significant]
delay the exploration for or production of oil or gas at shallower dept
when the high prices of decontrolled section 107 gas cannot b
commanded.

Another problem of deregulation is simply coping with uncertainti
Contracting for deregulation will present many problems, just as cor
tracting for the area rate approach created problems under the Naturi
Gas Act. How does one establish a price for natural gas after deregul
tion? Current contracts are now linked to the NGPA maximums, excer
that gas already decontrolled generally has a fixed price with a redetermi
nation clause. Contracts entered into with the NGPA's schedule of del
egulation in mind have escalators tied to the NGPA prices until decor
trol. Then they shift to the btu equivalent of the average posted price c
some grade of fuel oil or the average of three highest prices in a specifie,
region, or they simply require an annual redetermination. Other contact
may make no provision for deregulation. What would be the effect of de
parting from the present schedule by accelerating deregulation and c
deregulating gas not scheduled for deregulation? Would existing contract
be automatically abrogated? Would the flow of gas abruptly change desti
nations? What would be the impact on utility companies, since the
must often wait many months for a rate increase to accomodate their cos
increases? No one can answer these questions with certainty, and, fearin
the worst, many people feel that it is preferable to remain on a cours
that appears less fraught with problems.

V. CONCLUSION: THE NATURAL GAS WINDFALL PROFITS TAX

Deregulation of natural gas beyond that already authorized by th
NGPA will require an act of Congress. Congress will not act, howevei
unless more extensive deregulation can be justified on grounds other thai
the market mechanism and allocative efficiency. Too many barriers an4
conflicting interests stand in its way. A "windfall profits" tax on naturs
gas is the most likely rationale for decontrol. The compelling need of th,
federal government for additional revenue should outweigh the interest
of consumers in receiving low-price controlled gas. Producers and produc
ing states should see the tax as a necessary evil; they should accept it t

achieve decontrol and to remove some of the regional and industry-to
industry advantages and disparities that exist under the NGPA. A ta
which would allow the price of gas to rise to a market clearing level woul(
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also have the advantage of encouraging the use of alternative fuels or
greater conservation.

Devising a "windfall profitS tax" on natural gas could be either intri-
cate and difficult, or it could be simple. If the tax were based on the rela-
tive prices of all the existing categories of natural gas, it would continue
most of the administriative burdens and problems of the Natural Gas Act
and NGPA. A gas tax established on this basis would be more compli-
cated than an oil tax because of the number of categories and the contin-
uation of the distinction between intrastate and interstate sales for some
purposes. Moreover, the categories themselves are not entirely rational or
justifiable. A windfall profits tax based on cost would require a return to
the cumbersome rate-making procedures of the area rates or national
rates.

The most satisfactory method to determine the base for the natural gas
windfall profits tax would be to set it at a level slightly above the maxi-
mum section 102 price at the time of the act's passage. The tax would be
a fixed percentage of the difference between that base and the selling
price. Perhaps special treatment should be given to high cost gas pres-
ently deregulated, but this would entail giving authority-to the Commis-
sion to adjust the base upwards in the event of special hardship or ineq-
uity. The Commission should have the authority to adjust the base either
by individual case adjudication or by rulemaking. State severance taxes
might also be a factor in the tax base, as they are in the Crude Oil Wind-
fall Profits Tax. The base could be adjusted upward periodically until
phased out entirely, or the percentage of tax could decline at a specified
rate until phased out. There would be some problems of contract inter-
pretation to determine which party would bear the burdens of the tax,
but some problems could be avoided by careful drafting and other
problems would probably be no worse than those already existing under
the NGPA.

Natural gas should be decontrolled. There is no sound reason to isolate
this one industry in the economy for price controls, and there are many
excellent reasons against it. Realistically, deregulation cannot be accom-
plished without an additional boost. A natural gas windfall profits tax act
could be that boost.
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