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19. DETERMINATION ON THE RFA ONABLE MARKET VALUT FOR ROYALT¥
GAS PRODUCED UNDER STATE LLASES IN NOETHLRN&CALIPORNIA ~ & 9738,

During consideration of Calendax Item 19 attached, Mr, William F.
annhrop, Executive Offlcer, ekplalned the baﬂkgxouud on this
matter.

Mr., Jack Fallin, attorhey ¥Yeprésenting Pacxfxc Gas arj Elwctric
bompan*, aﬁpeared i opoositioft to the staff's recommenda*loni

M. Fallin subaitted & writfen §tatement which i8 on file in

the office oI thé Commxssion. One of Mr Fallin's prlmalv objegtions
to the skaff's methed dn ardiving. at the markétvatus fov natural
gds was the use df‘non~market prices-<prices set by the Federal
Power Cormmission ahd prices Set by the Canadx?n government, At
this .point Chidirman Cory stated that this was hot whit Ehe staiF
had dohe, and he‘wanted the record to be made élear. He explained
they used the we:gnted QWerage of those fdctors whlch lnrrudes Lhe
one PG&E wants the Gommission to use~-i.e. the Northern Callfoxnia
market. Mr FaLﬁln then stated that if the staff aaded i the

ql 20, it would mean there is only ohe mdrke” fipure in their
price formdlanwthat of the prevalllng price of Northern Galifornia,
The othet two are reguldted prices. Mr, Coxy said thaf with Mr,
Fal]ln controll*ng the definition of "market”, he wopld consent o
his statément. ‘ :

Mr Fallin contendéd that theyxe has been no finding as to the policy
implications of the Attormey\heneral § opinion, refertéd to ih the
staff's report, vhich states that adm1n¢stxative priges ecan be

used to sét narket valge. He stated it is PGEL's opinion that

the Commissicn stating there i anvoverrldzng constitutional

problem with acceptnng the nrevalllng pri¢e set in the relévant
narket i§ wrong becapse the Commisgion for years ‘has accepted as
feasonable market value tlie prevailirg prices in Northern California.
In addition, the argument ‘that because PG&E 1s big and because of
that the prob]em has changud is ineredible. ile stated If anything
had changed, it is that competltlon had increaged. Mg, Fallin

then sLated that except for the gas producers that would benefif
from the Commission's action, no producer coula coftpLain that a
‘price set by reference to Lhe prevailing rate in the Northern
California marke. is unconstitutional. The rate has beopt accepted
by the vast majority of these gas producers with the cpticn of having
the rate set by arbitration.,

Mr. Fallih went on to say that usirg the figures Henry Lippitt, Znd,
the Commission's consultant, uséd was wrong, He skated that i Lf

hlS fagures aie approved id the pendiig arbitrations, the Nowthern
California consumers would be confronted with an anergase of

$22 million through June 1978, He also stated that it ddes not

end dt $22 mlliinn but .bacause PG&E's California contxacts will be
renggotiatad niext July, these same fipures wmjl ‘be usad in these

neyotmatmons and the cobst to the consumer could be in the ovder of
$9G mxlllon‘




-

‘ﬂ? Mr., Fallin testif%ed as to "new gas" prices stating discoveries have
little or no welationship to the issue In this case inasmuch ag
the gas involved here is not a néw gas supply.

'Ms. Betty Jo Smith, Commission alternate, asked how PG&E reached
the figures of the impadt on the consumér from: these prices.

Mr. Fallin stated that BGSE took the figures in the calendar iftem,
applied them against PGEE"s existing volumes of puichase and simply
came up with a number. Mr, MCCausland dsked if there was a time
frame associated with the $90 millién. Mr. Fallin said it wads an
annual indrease.

Ms  Smith then asked 1) if the crux of his testimony was that tha
Commission took factors into .consideration in détermining the
reasondble market value which are illegal to take intd consideration;
and 2) is PGSE sayifig that a$ a mattér of policy there are certain
fderors, which should not be ivicluded in rédching fhe ptice of 2
reasondablé market value. Mr. Fallin stated that the {se .of

Canada’s cartelized prices 1s contrary to the public polity

of this state and nation. However, he sutatéd he would not $ay
Whether' of not it was d4Jlergal. Mr, Cory then stdtéd the reason

he rejedts the whole argumerit is that when JG&E goes Wefore the PUC,
it take the higher prices by choodsing to buy the Canadian gas
rather than more California gas and asks the PUC ¢ allow higher
rates ta the consumewr, Mr. Fallin said that this is really a
complaint of the ratepayer as prOSQd twv the Commission's staff's
position, &nd stated it is thedr feeling it is not neasohabile

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

~that California gas is used heavily for peaking purposes but that

is not its only use.

Ms., Smith asked ofi what basis did PG&E determine that thg sgaff‘s.
method of calculating the reasomablie mexket walue is against public
policy. Mr. Fallin stated that the method used was to include
Canadian prices whichhave no relationship to the contract staﬁ@axd
which says "market wvalue'. They ake not set in,any'mafket. Wyﬁh
respect to how those prices are determined, it i ?G&E s_c¢ntgntmon
they are determined in a way that makes their use }negaleoyn;a .
contrary to public policy. 7The public policy is that contained in
the laws of this nation and Staté which indicate that any combination
of producers or sellers, or any other instrumentality which exists
for the sole purpose of setting prices and allocating markets is
disfavored, To clavify the record, Mr. Coty stated that haviug Ch9n
capacity for setting prices and allocating markets 1s against public
policy, and not whethexr you combine for the sole purpose. It.you
combine for another purpose, that would still be against public
policy. “fo sum up Mr. Fallin's position, My, Cory stated it is
that Canadian gas prices should be excluded from the market deter-
mination becauyse tﬁey are the wesult of price fixing. Mr. Cory
ntated it is Jdmplicit there should be a Iinding as to what the
market 1.8, The staff has taken the position the market ig the sum
total of the various sources of gas that PG&E acquives., Me stated
jit 48 M. Fallin's suggestion that the only true market the State
shoulid corsider is PG&E's market fok' Californla gource
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gas and ewdélude all gthers, Mr, Fallln:commented that the
defxnltlon of "market" is the place the gasg is produced and sold
in California. Mr. Cory stated then that Ganadian gas is produced
in ‘Canada and sold in California and that PG&E would like to.
exclude thdt from the market. Mr, nallin stated that the Coninission
ig a seller and mot a public utility. Mz. Cory then said that
PGEE as a publlc utility has the rightzto go to Carada and
buy thair gas. However, they tuggest that we must not. consider
such puruhaseq in evaluationg the market fo¥ our gas. Mr. Fallin
Stdted there i 1o que°ticn that PG&E must go -te Canada to buy gas.
Mr Cory then asked if theére Was any question that they are buying
Canadxan gas at roughly $2.15 per me\ and banglng ft into the
Gallfornla marketplace and selling it 0 ‘the constmer, Mr. Fallin
replied, ‘hone that he was aware of. “fheén Mr, Gory asked him 3F
he belxeved that this was not part of the market. Mr. Fallin
stated there is no question PGEE is paying very hitgh prmcea for
Canadian gas... Mr Cory ther agked Mr. Rallin if it vwas ‘his
opinion Lhat Canadian gas should: be ekeluded because it is fot
produced i Callforhng and that PGEE would choose to define the
term maxketnlace“ aé Being California produced gas; Hot. gas
eonsuiied in Galifornia. Me., Fallin stated that the issue of whak
the relevant market is is a legal gquestion. In addition, the
staff has ot produced any case in this country which ever held
that in interpreting thée standard for determination of markét
price it was valid to go oubs vide ¢f even the ceégion in question.
That. queétionh is a lngal issue and Yir. Fallin stated it is his
opinion the law is that che'market is the region-+in this case the
S ate--where the material is produced. Ms. Smith asked if M.
Fallin had found cases which expressly prohibited the use of prices
sét by government regulation, Mr. Fallin stated he did not
think so. Mr. Cory then asked if the Oceidental arbitfatioen
panel used this mechanism to derive the reéasonable market value,
Mr. Fallin rvesponded that tliey did. Mr. Cory stated there is
then court acceptance, Mr Fallin stated thete was not. He
1nd1catej PGE&E took thé case to the Superior Court in San Dlega
and the Jvdge indicated that the issues raised by this mechanism
posed questions he thought should be addressed by the Legislature,
but under the westraints of the arbitratio mechaniém he could
not altér their findings, Mr. Cory stated that he too has some
problems with bthe‘mechanism but he cannot find a better solution
to the problem.

Mr. Cory then askad M, Fallin if Chevrén is a net .gas consumér

or puzchaser, bechuse it is important to note for the record

vhether ox mot Chevron sells PGEE more gas ot buys more gas frow
PLSE, It dis 1mpbrbanﬁ bo note for the Tecord whether or not Chevron
has an intevest in kncpzng prides up or down in this particular
Lranbagtion., Mr. Fallin replied that they probablv buy more

than ttey sell. My, Cory summarized by saying that the funda -
mental issue Ls defining the market, The Staff and the Oceidental
arbitratore used the mlx of all sources of gas and the court

upheld the arbitration.
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More discussion followad coucerning the arbitration award, My,
Cory asked Jan Stevnnsu Assistant Attorney Géneral, lf the
contract uses the term "reasonable' or juit the term "market
value", Mr. Stevens indicated 1% is "market value'". He

advised there is no formal opinion froi the Attcrney Geniéral's.
office in this watter, but theyfadV1sed the staff the
‘Commission has the d1°cretmon to congider the markeét as it finds
1t, and not a hypothptiual free market-+it is. _proper to
consxder regulated prices as well as other p¥ices when it deter-
#ines what the market Lons*qutes for this purpose. .

Mrs. Sylvia Slegel Ekecutive Director renreuentlng Toward

Utlley Rate Normalmzatlon, appeared in opposition to the staff's

recommendatmon. Mra. Sisgel pointed out that the Commisiion's

£ONS *ﬁucional mandatp to protect the pubbxc 1nterest applies to the

22 million citizens 6f Galifornia and not just the fact of rryxng
ko establish what a rgasona%le market value #s. Another point

she contested was the sraff's hirfng of its censyileant, Mr.

Lippett. 8he: statad that this was 'a conflict of intérest since he
works for the Califdrnia Natural Gas Producers Association.

Mrs, Siegel's main contentiioh was tha't the'Comnission ghould
défine the prevalllng market valie by using the Noxthern Cdllfornla
matket and not the Canadian or any otlber market. If the

Commigsion does not adopt that market, $he stated the consequences
to the Callfornna consumér would be iﬁlgh?ful»

Aftex Ms, Legal s testlmony. Mr, Corv empha81zed that the crux of
this problem is that the Commmssxon is gLantmny a publlc
regdurce-gtate owded gas. The prior Commission entered into
contracts tthich he would hHave wvoted against. Howaver, the

present comiission is now charged with ﬂdmmnlstelmng them, He
stated the gas which is vthe subject of this discussion is owned by
811 the pedple of California, but the ultimate sfféct of these
sales coptracts is given ‘to a few~-3 miliion quthern Californians.,
Fe stated Chat because of these faets, the dilemma is whether

to got the hlghest possible price or give it awvay-~whether the
benefit does or does not flew to the non-PG&R Galifornians,

At this time Comm1qsxun alternate Sid MeGausland inserted that he
had read the subject calenday Item but LhaL it had made little
refexence to the August 1l testimony., In that line, he stated
that before vot;ng on this matter he felt compulled to spend time
reading and veviewing the August 11 recotd,

‘Mr. Earl Radford, attorhey, Lopre eanng Shell 0il Company, appeared
in opposition to the staff's reecommendation. Mr. Radford apoke to
Jeases PRC 3743.1 and PRC 3896.1 (kycr Téland) which Shell is go-
lessee with Chevron ih the Ryer Island Unit. He sgated that the
State has presented ne evidence of a gas buyer eithor in Ryeér Island
or in the neavest field wlip is purchasing o offering to purchase
gas at prices dn excoss of §1,.20.. He further stated the Gommission
should How dorifiym that $1.20 should be used tnitll conditions i
the market chamge. Hp snbm)tted that whether My, Lippitt defines

Cavlpm
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& ”fair matket value™ or "réasonable narket valua" these teriis are
not in the Ryer Island leases to which he is spealking, and cahnot,
be added in without the cénsent oL the legsees until the lease is
rénewed. He .concluded that the tommxssxon Should confirm that
$1.20 i¢ the eurrent market prxce in. the Ryet Island field, ‘that
this pride should contipue to be nsed unkil the cmrcumstances
change, and rhat the other markets should ot be used as a basts
to formulate nhe matket value in Northern California.

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

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

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

Horthern California market, it should have attempted to détaeimine
what the wellliead prices weéxd in the vabious atreas. Mg, Copy
then asked Mr. Way to explain the PUC poliey .and corcept that

the State ghould minimize its consumption of California gas.

Mr. Way statied that California gas 18 used £or peaking and
compared ho gas received frot Candda and El Paso, Galifornia gos
is not a4 major itsm. ‘He &lsd: said thdt California gas should
probably be conserved Sinee Canada hag raised the issue of
curtatling its gas deliveries out of Canada, Mg. Cory asked why
Califdrnid gas {5 only used for peaking, instead of constant.

He srated fie would bé more inclined to seek §1,20 or even ‘
a dower piice if the dempanies were showing -evidence of good faith
Cdn using California gas figst fnstead ok using ik ondy fonw
peaking and uwsing the higher priced gas on a constant basig,

The gquestion wag ralsed fhat if the State decide? not to yroduce
thid ‘gas would PG&E's capitalized ¢ost of thélv gathering system
$till be i their rate base, Myy Way stabed it would and if the
State. cut off production; a ¥ate increase wsuld bé involved.

Mexe discussion csntinued concerning the ¥itrastate regulation of
'gis by Cdlifornia, and the érbitration award formela, At the
conelusdon. of Mr, Way's testimony, Mr. Crry dsked him to pursue with
the Public Utilities Gogmiissioners whethér of not they had &ny

%

worthwhile suggesticné in resolving this igsue,
Mr. Robitt Peckham, represenciiig Gﬁe%n@n'UuQmA,,‘Inq.. appeared in
oppogition to the staff's recommendation. He indicated His previous
statement at the public héaring or Zugust 1L contained Chevron's
batis of thelr posipion. This stateément is on file in the office
of the Commission. ‘ o

M, Cory then stated for the récoerd that both the Housé &nd =
Senate versions of chin.energy bill have some mechanism to prdvide
for a freeze or regulation of Intvastate gas. Tu this Line, he
stdted if the Commission fails to amt, it is taking a risk of
Chaving its options curtailed or the decision wade by another
party. ; ,

Mr, McCauslatid then restated that he was not willing at this time,
on the basis of a tyo puge calendar item and an hour of totally
negative tgstimony, to adept the staff pecommendation without
vevidwing the record. Wr, Coxy asked what time frame the Codmission
vas looking at in Fesonsidering this matter. Mr, MeCausland

then asked 1f the August 1] yecord set forth ju layman's terms the
methodolopy which was utilized by staff and whether ot not they
catisidered other types of methodology, y

Mr, Donald J. Everints, Manager, Enevgy and Minerxal Resouxces
- Developient, stdted that the rezord séis foxty.élaarly what the
staff did and the sourece of dfs data, Mg, Smith ashed if
memorenda of points of authorities on the definition of market
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valuc were pnepared My, Stevens stated that none were tacause

it was not a 1ega1 question. It Was txeated,as>an object of
cxper; tasLimony rather than 2 questmdq of law, mainly pecause thexe
is. Little case authoity ofl this matter. Mr. Cory aglked how long
it would take tu.geu a forvmal Attorney General's OP indon on ‘the
question of the d6£1nltiﬂﬂ~0f markel valpe and- the legal propriety
of including the Canadianxmarket. Mg, Stevens sald an informl
letter could be jssijed in @ week, but with the many reviews anl.
approvals a farmal oplnidn mequxres,‘it may take & month, He

then staced that at this Lime he would 1ike o SOlLClt vigws from
1ntvresrad patties vho wou 14 1ike to Lontrlbute nnformahmon.

%,

Hovever, the actualioplnzen would not be cxrculated fer comments.

" Biegel requested tha; the interested patties be nonzfmad when
kthe hatter has been e’ dhid sduled {o GOME, before the Gommlsqxnn.

In qonclusman the: Lominfssion by a 3 vote of 3= 0 defu sred the item
11 the’ nex& Commlsaion*meetmugm
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DETERMINATTON ‘ON THE REASONABLE MARKET

VALUE FOR ROYALTY GAS PRODUCED UNDER.

STATE LEASES IN NORTHERN CALTFORNIA

Ori Sepcembéy 30; 1976, the State Lands Compission approved
#u dntekim price for its royalty gas from State léases
operated by Chevron U.S.A. Inc.) of $4,20 per MMBtu, for

4 period of six months commencing July 1, 1976, with the
'understandingith@§ such approval would not be deemed a
determination by the Stabe of the gurrent reasouable markat
value of the royaity gas. The approval was subject te the
right of the State at the énd of the six-month periad. or }
any time thereaftér, to makée a determimation of the reasondble
market value of the 1pyaity gas, for the' purpose of estab-
;ishigg«@hefptf¢é'to bé paid the State for the royalty

‘gas, beginning January 1, 1977.

On August 11 1977, the Bkecutive 0fficer conducted a public
hearing for th: purpose of receiving evidence for the Commigc-
sion's considevation in its determination of ‘the reasonable
market velue of Chevron's matural gas deliveriés to PGAE

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

Based on the materidl presented at the hearing, it is propoased
that the "reasopable market value" be -déhermined in acéordancn
with the cost of conpetitive purchases »f natural gas by

PG&E in the Northern California as market. Except for

the Ryer Island Field (exchange deliveries to Chevron's
refingry in Richmond), the réasonable market values under

this method would Be derived from the weighted average

border price of PG&E's purchases of El Paso out-gf-state

gas; the Racific Gas Transmission Caradian gas deliveties

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

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

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

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

55 9, 10, 12
by 6, 7 -
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Reasonable Market Value
($/HMMBEY)

Load Jan‘~June Julywncc. Jdn , =June
gﬁggg 4 1977 87T 1978
Rin Vista 335 $1.75 $1.91 $2.08
Isleton  65% 1.62 1.77 1.93

PR 73% River Island  33% 1.75 1.91 2.08
& 724 ' '

PRC 3743 Qy&r I land (Exchange) 2,05 2,31
& 3896 ‘ o ‘ ‘

The abcve valies are based on dgllver‘es of 1, OOO Btu
per caibi¢ foot and will be adjusted for the heat content
of gas actually delivered.

PCRE an& Chevron gontend that the nse of altexnative costs
iﬂ detprnlnlng the "veasonable market value™ ig improper
because e empLoys prices set by goverhment regulations
xarhar thari prices paid in 4 freely functioning market.
Thay cited as the only evidence of Northern California
gaf‘pri es obtainablé in 4 Freely Functxoamhg market the

20 per MMBtu price offered by PG&E to Northera California
produoerq,

It would appear ‘that the market to which Chevron and PGE,
refer ks not freely functioning because of PG&E's dominange
as a gas purchaset, PG&E so dominates this market that

most Northern California prqducers Have no viable alternative
to selling theis gas to DPG&E.

Fyrihermdre, if is the staff's position that any *etermination
of the "reasonable market walue' must cdnsider the nature

of the market as it exists. The Northern Californid natuval
gas mavkct is broader than that pictured by Chevron and

PC&F, Tt is a mdrket in which there are puxcha ers of consider-
able quantxtie of RaS subject to governpmentdl price rvepula-
tion. ‘herefcr» it is appropriate, to include regulated
prices in the do stormination of the. "reasonable market wvalue"
of the gas produced from these N,rthwrn Oplifornia gas

fields. Tha Difica of the Attornty Gencral has advised

that the use of regulaced pricrs in determining market

valug is not without legal” sumport and concurs with {te

yse in the "re aqnndb}ﬁ marret value! dotermtnaLion undet
consideration by the Commission.
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17T 18 RECOMMENDED THAT THE COMMISSINN DE TLRM}NI THAT THE
RLASONAELu MARKET UALUE FOR ROYALTY GAf DRODUGED D UNDER
THE FOILOWING LEthS SHALL BE1

Reasonable Market Value
4/ MHBEW)

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

Lease Eigyg Fackor 1977 1977 1978

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

E 415 {sketon B5% 1.62 1.77 1.9%

PRG 714 River istand 33% 1.7 193 208
& 729

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

v

THE ABOVE V»LU S ARE BASED ON GAR DELIVERLES oF 1,000 BTU
PER CURIC FOOT AND: WILL BE ADJUSTED FOX. THE, HEAT CONTEVE
OF GAS ACTUALLY DELIVERED: ,

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

#E yste FOR THE PHRPOSE OF DFTERMINING ROYALLY PAYMENTS
TO THE STATE.

EXHIBIT: L, nocation Map «

i
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