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INTERIM CHARGE 3

Identify areas of the state where surface or groundwater was contaminated by petroleum
operations. Determine the appropriate regulatory and technical requirements to remediate
the contamination and prevent future contamination, and recommend appropriate agency
jurisdiction for preventing, responding and remediating such incidents.

BACKGROUND

In 1989, the 71% Legislature passed House Bill 1458 by Representative Lena Guerrero,
establishing the State's groundwater protection goals. These goals are listed in Chapter
26 of the Texas Water Code:

Legislative Findings:

(a) The Legislature finds that: (1) in order to safeguard present and future
groundwater supplies, usable and potentially usable groundwater must be
protected and maintained; (2) protection of the environment and public
health and welfare requires that groundwater be kept reasonably free of
contaminants that interfere with present and potential uses of groundwater;
(3) groundwater contamination may result from many sources, including
current and past oil and gas production and related practices, agricultural
activities, industrial and manufacturing processes, commercial and
business endeavors, domestic activities, and natural sources that may be
influenced by or may result from human activities; (4) the various existing
and potential groundwater uses are important to the state economy; and (5)
aquifers vary both in their potential for beneficial use and in their
susceptibility to contamination.

(b) The Legislature determined that, consistent with the protection of the
public health and welfare, the propagation and protection of terrestrial and
aquatic life, the protection of the environment, the operation of existing
industries, and the maintenance and enhancement of the long-term
economic health of the state, it is the goal of groundwater policy in this
state that the existing quality of groundwater not be degraded. This goal
of nondegradation does not mean zero-contaminant discharge.

(c) It is the policy of this state that : (1) discharges of pollutants, disposal
of wastes, or other activities subject to regulation by state agencies be
conducted in a manner that will maintain present uses and not impair
potential uses of groundwater or pose a public health hazard; and (2) the
quality of groundwater be restored if feasible.

(d) The Legislature recognizes the important role of the use of the best
professional judgment of the responsible state agencies in attaining the
groundwater goal and policy of this state.'



In order to address the goals set forth by this statute, the 71% Legislature formed the
Texas Groundwater Protection Committee (TGPC).

TEXAS GROUNDWATER PROTECTION COMMITTEE

To achieve optimal water-quality protection, the Legislature created TGPC with the aim
of maximizing coordination between agencies involved in groundwater activities.
Chapter 26 of the Texas Water Code establishes the membership of TGPC:

e Chair, Executive Director of the Texas Commission on Environmental Quality
(TCEQ)

e Vice-Chair, Executive Administrator of the Texas Water Development Board

(TWDB)

Executive Director of the Railroad Commission (RRC)

Commissioner of Health of the Texas Department of Health

Deputy Commissioner of the Department of Agriculture

Executive Director of the State Soil and Water Conservation Board

Director of the Texas Agricultural Experiment Station

Director of the Bureau of Economic Geology of The University of Texas at

Austin

a representative selected by the Texas Alliance of Groundwater Districts

e a representative of the Water Well Drillers and Water Well Pump Installers
Program of the Texas Department of Licensing and Regulation selected by the
Executive Director of the department

With the exception of the representatives selected by the Texas Alliance of Groundwater
Districts and the Texas Department of Licensing and Regulation, members of TGPC,
including the Chair and Vice-Chair, may designate someone from his/her agency to
represent him/her on the committee. If a member chooses to exercise this option, he/she
is responsible for the acts and decisions of his/her assigned representative.”

The TGPC issues an annual groundwater monitoring report that includes a list of all
groundwater contamination cases associated with activities regulated by the agencies
represented on TGPC. The report for any given year is based upon contamination data
from the preceding year.

GROUNDWATER CONTAMINATION REMEDIATION

Texas Commission on Environmental Quality

The TCEQ is responsible for overseeing nearly all of the State's groundwater
contamination cases. In 2005, the total number of groundwater contamination cases
regulated by TCEQ was 5,792 (in 227 counties), 546 of which were new cases.” The
TCEQ approaches the clean up of hazardous wastes and substances according to the
methodology required by the Texas Risk Reduction Program (TRRP).*



Prior to the adoption of TRRP's risk-based cleanup rules, TCEQ's industrial and
hazardous waste programs required all contaminated sites to be restored to background
levels or to be closed as a landfill, with post-closure care and monitoring requirements
imposed on the parties responsible for contamination. However, TCEQ recognized that
in some circumstances a limited quantity of a contaminant could remain within an
environmental medium without presenting an unacceptable risk to human health or the
environment. The TRRP offers responsible parties flexibility in determining an
appropriate cleanup level based on trade-offs of cost, long-term liability and site specific
characteristics. Should a responsible party desire to remediate a site and retain no future
liability, the party is required to clean the site so that it contains health-protective
concentration levels of the contaminant of concern. This standard is referred to as
Remedy Standard A. An alternative to this full cleanup standard is Remedy Standard B,
which applies when the responsible party is prepared to accept some long-term liability
for the maintenance of engineered controls (e.g. an impermeable barrier to restrict
contaminant movement) or limitations on land use (industrial, residential, etc.).
Responsible parties utilizing Standard B may find the associated costs to be significantly
less than the cost of a total cleanup (see Appendix A).

As an alternative to Remedy Standards A and B, a responsible party may develop an
alternate, sight-specific cleanup standard, provided the party demonstrates that their
approach will be as effective as Standards A and B. Alternate standards must employ a
clear, scientifically-defensible methodology, and the responsible parties must bear the
entire cost of developing and proving the effectiveness of their approach. When
employing an alternate standard, increased analysis and data needs result in an increase of
site assessment costs. However, the increased analysis may result ina significant
reduction in overall remediation costs.®

Railroad Commission of Texas

The RRC regulates oil and gas exploration, oil and gas production, surface mining, mine
reclamation, and pipelines. Regulations for pipelines are primarily safety standards,
although the routes of new pipelines are also reviewed for environmental risk.

In addition, RRC is responsible for all groundwater contamination cases caused by oil
and gas operations. Any citizen complaints that involve matters under RRC jurisdiction -
- such as spills, pollution, or abandoned wells -- trigger a RRC response. Complaints
regarding issues such as noise, traffic, road damage, and non-payment of royalties are not
within the jurisdiction of RRC, even though they may be related to oil and gas activities
(see Appendix B).}

Contamination cases are prioritized on a case-by-case basis. Those cases that threaten or
result in human exposure to a contaminant are considered the most urgent. Other factors
considered when assigning priority are proximity to and exposure of the contamination to
other environmental receptors (such as surface water bodies or water wells), toxicity of
the contaminant, and the known stability of a contamination plume.’



For environmental remediation action, RRC first looks to the responsible party whose
operations caused contamination. The costs associated with a site remediation can vary
from approximately $30,000 to over $6 million, and the responsible party takes on these
costs when remediation of a site occurs (see Appendix C)."” Should they attempt to
refuse remediation of a site, a responsible party may face legal action to require clean up
of a site through RRC's Operator Cleanup Program (OCP). However, the party in
question may preempt these legal measures by voluntarily participating in OCP
remediation. Of the current groundwater contamination cases under RRC's jurisdiction,
246 are OCP sites.

Parties not responsible for contamination may also offer site remediation through
participation in RRC's Volunteer Cleanup Program (VCP). Currently, seven of the cases
under RRC's jurisdiction are VCP program sites.!' There are a number of indirect
incentives for VCP stakeholders:

removal of perceived liability

insulation from third-party law suits

restoration of land values

RRC certification of cleanup

the cleanup schedule is proposed by the VCP applicant'?

For contamination cases in which the responsible party cannot be located, RRC will
oversee the remediation of groundwater conservation with funds from the State Funded
Cleanup Program. Currently, there are 20 state funded cleanup cases in Texas.”” As
stated in the State's groundwater protection goal, RRC uses its "best professional
judgrﬁent” when deciding what clean up options are the most feasible for each particular
case.

REMEDIATION PROCESS

A RRC response to a complaint generally begins with a meeting with the complainant to
discuss the water well problem, collection of a preliminary sample, and an inspection of
the area for possible oil field related sources of contamination. Should information (such
as the site's proximity to oil and gas operations and/or the complainant's description of
the problem) lead to the reasonable conclusion that the source of the contamination is
related to an oil and gas related activity, RRC will proceed with further investigation and
a more thorough scientific sampling process, including boreholes and the installation of
monitor wells where samples are retrieved to be analyzed by qualified laboratories.

The RRC receives remediation progress reports from responsible parties throughout the
entire cleanup process, from initial discovery of contamination through remediation
completion.””  All reports that include analytical results must also include laboratory
quality assurance/quality control data in order to verify accuracy. Similar to TCEQ's
remediation cases, if a risk-based approach is taken and some contamination is left in
place, institutional and/or engineering controls are typically required. All current



contamination cases are listed in TGPC's annual Joint Groundwater Monitoring and
Contamination Report. Of the 337 contamination cases currently under RRC's
jurisdiction, 108 were added to the report in 2005.'"° Also listed in the report is each
case's most recent remediation status designation, reflecting what progress has been made
on every case to date. Remediation has been completed on 10 of the RRC cases listed in
the 2005 report with no further action required.'” When the cleanup of a site is complete,
the site remains listed in this annual report with its final activity status for the current year
of publication. The case is then removed from the report the following year.'"® Twelve
RRC cases were removed from the 2005 report."’

CONCLUSIONS

The oil and gas industry has deep, established roots in Texas and has remained an integral
part of the economy since the first of the State's abundant petroleum resources were
discovered. As the population in Texas booms, part of policy makers' efforts must
include the monitoring of the oil and gas industry's activities in an attempt to keep
contamination of the State's water resources to a minimum. The State must also be
vigilant in its efforts to remediate contamination of water resources in an efficient and
effective manner, placing strict guidelines and standards upon responsible parties.
Contaminated water resources that may affect the current or future health of human and
livestock populations must continue to be a top priority when enforcing and monitoring
cleanup efforts. The Senate Committee on Natural Resources has thoroughly examined
all aspects of site remediation as it pertains to the oil and gas industry, and has concluded
that the system currently in place for addressing water contamination by the oil and gas
industry is functioning properly and effectively. Therefore, the Committee finds no need
for change to the current agency jurisdiction with regard to the prevention, response, or
remediation of contamination of groundwater by petroleum operations.



; V.T.C.A., Water Code, §26.403
Id.
* Texas Groundwater Protection Committee, "Joint Groundwater Monitoring and Contamination Report -
2005", Publication SFR-056/05, June 2006.
* Texas Groundwater Protection Committee, "Texas Groundwater Protection Strategy", publication AS-
188, February 2003.
5 Steve Minick, Texas Commission on Environmental Quality, Personal Communication, October 31,
2006.
°1d.
"1d. at 4.
¥ Byron Ellington and Bill Miertschin, Railroad Commission of Texas, Personal Communication,
November 2, 2006.
’1d.
' Byron Ellington and Bill Miertschin, Railroad Commission of Texas, Personal Communication,
December 8, 2006.
"'1d. at 3.
?1d. at 8.
“1d. at 3.
" V.T.C.A., Water Code, §26.401
P 1d. at 8.
"1d. at 3.
7 1d.
" 1d. at 8.
P 1d. at 3.



INTERIM CHARGE 4 (IN PART)

Study the increasing use of liquefied natural gas (LNG), compressed natural gas (CNG)
and propane. Examine the way those products fit into a diverse fuel mix. Review the
current status of LNG terminals on the Texas coast. Study mineral owners and surface
owners rights and obligations for the manner in which they enter and use property. Make
recommendations on ways in which surface and mineral owners could communicate
more effectively. Monitor the Railroad Commission study of competition in the Texas
natural gas pipeline industry.

LIQUEFIED NATURAL GAS TERMINALS IN TEXAS

The United States consumes approximately 25 percent of the world's annual natural gas
production, and the Energy Information Administration has predicted that demand for
natural gas will increase approximately 33 percent by 2025." Natural gas accounts for 23
percent of the nation's energy.

Consumer demand for natural gas in the United States is met through domestic supply
and Canadian imports.” However, projected decreases in the country's conventional
natural gas production and declining imports from Canada will create a supply gap that
must be filled.

Ninety-six percent of the world's proven natural gas reserves are abroad. The United
States must look to these foreign sources to meet future demand.* Importing liquefied
natural gas (LNG) is one way the United States can efficiently obtain natural gas from
foreign suppliers.’

When natural gas is cooled to -260°F, the vapor transforms into a liquid, creating LNG.
The liquefaction process removes oxygen, carbon dioxide, sulfur compounds and water
from the natural gas, purifying the fuel and leaving an odorless, colorless, non-corrosive
and nontoxic liquid.® Liquefaction allows for much more natural gas to be stored and
transported than when it is in a gaseous state (The volume of the liquid is 600 times less
than the volume of the vapor).”

In 2005, LNG made up 2.8 percent of the natural gas supply in the United States.
To meet natural gas demand projected for 2030, LNG imports need to increase more than
500 percent.®

Currently, there are 69 liquefaction plants in 12 countries worldwide.” Indonesia is the
largest exporter of LNG in the world. Other large exporters include Algeria, Malaysia,
Qatar and Trinidad. Russia and Iran, who possess half of the world’s known reserves,
may also become key LNG exporters in the years ahead."

Ships carrying LNG require specially designed terminals for offloading of the chemical.
Fifty LNG receiving terminals are in operation worldwide. Currently, only five of the
world’s operational receiving terminals are located in the United States, but there are 40



additional facilities that are either being considered by industry or have submitted
applications to the Federal Energy Regulatory Commission (FERC)."

Liquefied natural gas receiving terminals are expensive to build and go through a lengthy
permitting process at the state and federal level (processing the necessary permits at both
the state and federal level takes an average of 12-24 months).'> On average, construction
costs for building a receiving terminal are between $750 million and $1 billion."

Eight Texas sites have either been approved by FERC or are currently in the permitting
process.'* Freeport LNG Development, located in Freeport, Texas, is expected to be the
first operational Texas plant. This facility began construction on January 17, 2005, and
has an in-service goal of winter 2007. In addition, plans have been announced to expand
the plant to increase capacity.”” The next plant scheduled to be in operation is Corpus
Christi LNG, owned by Cheniere LNG and located in Corpus Christi, Texas. This
terminal has a target in-service goal of 2008.'°

Of the remaining six Texas projects, five plan to be operating by mid 2008 or 2009. The
most recently announced project, which will be constructed in Pelican Island, Texas, does
not yet have a scheduled in-service date.'” Once all of these projects are completed,
facilities located on the Texas coast will have the capacity to import 18.3 billion cubic
feet of LNG per day.'® A detailed chart of all Texas LNG projects may be found in
Appendix D.

INCREASED USE OF LIQUEFIED NATURAL GAS, COMPRESSED
NATURAL GAS AND PROPANE

The federal and state governments have encouraged the use of non-petroleum based fuels
to diversify our fuel sources and reduce our dependence on foreign oil. As gasoline
prices continue to be volatile and unpredictable, identifying and adopting alternate fuel
sources will continue to be a priority.

In 1989, the 71" Legislature initiated the State’s Alternative Fuels Program. This
program required state agencies acquiring new vehicles to purchase only vehicles capable
of operating on alternative fuels. There were waiver conditions associated with this
requirement, including lack of available fuel and cost effectiveness."”

Later, at the federal level, the Energy Policy Act of 1992 was implemented to promote
energy efficiency, reduce our nation’s dependency on foreign oil supplies, and improve
environmental quality. This Act required state governments with 50 or more light-duty
vehicles in one of 125 designated metropolitan areas to purchase a certain percentage of
alternative fuel vehicles and operate on alternative fuels whenever possible.”

While both the state and federal legislation have been modified over the years, current
law at both the state and federal level continues to require that state agencies purchase
alternative fuel capable vehicles. The federal Energy Policy Act of 1992 requires 75
percent of new light-duty purchases to be alternative fuel capable, while Texas law



requires that all state fleet vehicles purchased be alternative fuel capable unless a waiver

is granted. Texas also requires 50 percent of the State’s total fleet be alternative fuel
21

capable.

Impact on Air Quality

Because they produce fewer emissions than traditional vehicle fuel, LNG and
Compressed Natural Gas (CNG) provide a positive air quality benefit. The low emissions
levels of these alternative fuels can be attributed to the processing involved in making the
gases.

When compared to emissions from older, diesel-powered vehicles, LNG significantly
reduces emissions of particulate matter (PM) by 50 percent and nitrogen oxide (NOx) by

50 percent. Liquefied natural gas also reduces carbon dioxide (CO2) emissions by 25

percent.”> Compared to conventional gasoline, CNG reduces carbon monoxide (CO)
emissions 90 to 97 percent and CO2 emissions by 25 percent. Compressed natural gas

also reduces NOx emissions by 35 to 60 percent.”

Emissions from propane are not as known. Research conducted by the Environmental
Protection Agency (EPA) indicates that “rich calibrations of propane shows high
nonmethane hydrocarbon and carbon monoxide emissions [compared to conventional
gasoline], but lower nitrogen oxide emissions” and lean calibrations, when compared to
conventional gasoline, release “slightly higher nitrogen oxide emissions, but lower
carbon monoxide and nonmethane hydrocarbon emissions.”**

Availability and Use

Liquefied natural gas powered vehicles tend to be more expensive than other diesel
powered vehicles. According to EPA, “LNG heavy-duty trucks or buses can cost an
additional $30,000 to $50,000.”* This cost is expected to drop as market development
and vehicle production rise.

Equipment for fuel storage and dispensing of LNG typically costs $15,000 to $22,000 per
vehicle.® Because most vehicles powered by LNG are members of larger fleets, most
LNG refueling stations are located at heavy-duty vehicle fleet operations that are not
open to the public. There are only two LNG refueling stations in Texas, both of which
are for private use only.*’

In the United States, CNG is more widely used than LNG. Over 85,000 of the country's
vehicles are currently powered by CNG.” In Texas, there are over 3,214 vehicles using
CNG, including vehicles owned by the Texas Department of Transportation (TxDOT).”
According to TxDOT, 55 percent of their light-duty, on-road fleet operates on propane or
CNG.”® Of the entire State vehicle fleet, seven percent use CNG as a fuel source.’
Nation;);/ide, there are 1,300 CNG refueling stations.”> Twenty-two of these are located in
Texas.



Vehicles capable of operating on CNG cost $3,500 to $6,000 more than their gasoline
counterparts because of the higher cost of the fuel cylinders. However, as production and
popularity of these vehicles increases, the price is expected to decrease.**

Propane has been used as vehicle fuel since the 1940s, and is the most commonly used
alternative fuel.* Today, over 4,000 vehicles in Texas>® and over 350,000 vehicles
nationwide operate on propane.”” Ninety percent of the vehicles in the Texas State
Alternative Fuel Vehicle Fleet are powered by propane.*®

Refueling stations for propane fueled vehicles are much more abundant than LNG or
CNG stations. There are 627 propane stations in Texas, and all of them are open to the
public.”’

Propane powered vehicles are typically more expensive to buy than gasoline powered
automobiles. Light-duty vehicles generally cost an additional $3,000 to $4,000 and
medium-duty vehicles may cost an additional $4,000 to $5,000.*

Fuel Cost

The price of LNG is dependent upon several things: geographic location, purity of
feedstock, transportation costs and quantity of fuel purchased. Per mile, the cost of LNG
is less than or equal to the price of diesel.*'

Even though CNG typically costs 15 percent to 40 percent less than gasoline, fueling
CNG powered vehicles may still be more expensive than fueling a gasoline-powered
vehicle due to the power value of the fuel. By volume, CNG produces only 25 percent of
the energy produced by gasoline, requiring consumers to refuel more frequently than if
they use gasoline.”

The price of propane tends to fluctuate with oil prices and may increase when demand is
high. In addition, the energy content of propane is less than that of gasoline, meaning
drivers will have to refuel more frequently than if they used gasoline.*

NATURAL GAS PIPELINE COMPETITION STUDY

The Railroad Commission of Texas (RRC) regulates most of the activities associated
with the oil and gas industry. During the 79" Legislature, legislation was filed that
attempted to address many oil and gas industry issues, including transportation access,
gathering rate regulation and the mediation procedure currently in place at RRC.**

While none of the bills referenced previously became law, they did call attention to

several issues that the Texas Legislature felt warranted additional research. A rider was

included in Article XI of the 2006-2007 General Appropriations Act, directing RRC to:
conduct a study that examines and determines the extent to which viable
competition exists in the Texas natural gas pipeline industry from wellhead to
burner tip. The study shall recommend solutions to bring market competition to

10



any non-competitive segments of the industry. The study also shall include an
assessment of the effectiveness of current laws, regulations, enforcement and
oversight in addressing abuses of pipeline monopoly power and make
recommendations for changes that may be necessary. In addition, the study shall
include a comparative review of competition in the Texas intrastate gathering and
pipeline industry with the open-access transportation in the interstate pipeline
industry administered by the FERC.

The rider instructed RRC to submit results of the study to the Legislative Budget Board
(LBB) and the Governor on or before November 1, 2006.

In October of 2005, RRC approved an outline for completing the Natural Gas Pipeline
Competition Study (Study). This outline separated the Study into five phases, and can be
found in Appendix E.

As a part of the Study, RRC Commissioners established a Natural Gas Pipeline
Competition Study Advisory Committee (Committee). The Members of the Committee
are Jon Brumley, Bill Easter, Dick Erskine, Dr. Stephen Holditch, Steve Howell, Mackie
McCrea, Lee Parsley, Mary Ann Pearce and Bill Warnick.*

The Committee was charged with evaluating the following:
e whether further improvements to the Commission’s informal complaint processes
are warranted
whether additional transparency is needed in the natural gas pipeline industry
which transporters should be affected by any change in policy or law
whether to give special treatment to marginal wells
whether the Commission should exercise oversight regarding the types and
categories of fees charged related to gas gathering and transportation
e whether other states methods for addressing discrimination relative to gas
gathering and transportation should be adopted in Texas*®

The final draft report of the Committee’s findings and recommendations was submitted to
RRC in August, 2006, and the final report was submitted to RRC in October, 2006. The
RRC Commissioners approved the report and the recommendations made by the
Committee on October 30, 2006, and submitted the final report to the Governor,
Lieutenant Governor, Speaker of the House of Representatives and the LBB on
November 1, 2006."

Recommendations made by the Committee and approved by RRC may be found in

Appendix F. The final report submitted by RRC to the appropriate parties may be found
in Appendix G.
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CONCLUSIONS

Liquefied Natural Gas Terminals in Texas

Texas has been very proactive in promoting the use of LNG as a means to increase
natural gas supplies. With the need for LNG on the rise, Texas’ access to the Gulf of
Mexico positions the State to be a key player in the LNG market. The receiving terminal
projects currently underway will provide a large capacity for importing and distributing
LNG, allowing Texas to continue its tradition of being the nation’s premier energy
producing state.

Increased Use of Liquefied Natural Gas, Compressed Natural Gas and
Propane

As federal and state governments continue to focus on using alternative fuels to decrease
the United States' reliance on petroleum, the use of LNG, CNG and propane will remain
key elements to meeting federal and state alternative fuel standards. Hopefully, the
growing interest in the alternative fuels market will lead to higher availability of supply
and more cost-efficient vehicles. Because they produce fewer emissions than traditional
vehicle fuel, LNG and CNG should continue to provide a positive air quality benefit.

Railroad Commission of Texas Natural Gas Pipeline Competition Study

The final report on the Natural Gas Pipeline Competition Study, as submitted by RRC,
calls for some improvements in several RRC programs. Many of these modifications will
be accomplished through rule-making by RRC. However, some recommendations require
legislative action. A final legislative agenda has not been finalized by RRC, but
legislation stemming from the Study is expected to be included in that agenda.

12
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P 1d at 27.
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71d at 24.
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INTERIM CHARGES 4 (IN PART) & 8

Review mineral owners and surface owners rights and obligations for the manner in
which they enter and use property. Make recommendations on ways in which surface and
mineral owners could communicate more effectively.

BACKGROUND

Land ownership in Texas consists of two separate interests: the mineral estate and the
surface estate. Initially, both estates are held by one party, but as land changes owners,
the two may be severed and owned by different parties. Maintaining ownership of the
mineral estate allows the owner to develop or lease a right to a mineral producer at a later
date.' In areas of the State that have experienced major oil and gas development, it is
common for a party owning both the mineral and surface estates to retain the mineral
interest at the time the property is sold.

State law has never clearly defined the rights or responsibilities of owners in regard to
severed estates. Thus, the issue has been defined over the years through case law. In this
regard, Texas Courts have repeatedly maintained a dominance of the mineral estate over
the surface estate.” For the mineral owner, this legal dominance is critical because
without a right to use the surface, the mineral interest has practically no value.

In 1971, the Texas Supreme Court, in Getty Oil Company v. Jones, established principles
for mineral owners to follow when operating on land they do not own.” Prior to Gerty,
there were no formal guidelines for mineral owners or mineral lessees to follow when
entering or using land they did not own. Balancing the utilization of both mineral and
surface resources, the Court set forth the Accommodation Doctrine in Getty stating that,
"the oil and gas estate is the dominant estate in the sense that use of as much of the
premises as is reasonably necessary to produce and remove the minerals is held to be
impliedly authorized by the lease; but that the rights implied in favor of the mineral estate
are to be exercised with due regard for the rights of the owner of the servient estate.”™

In Getty, the Court established three important principles for mineral producers to follow.
First, the producer can only use what land is necessary to develop the minerals. Gerty
established that it was no longer acceptable to use whatever means desired to access the
minerals on the land.’

Second, the Court ruled that when practical alternatives exist to produce the minerals, the
producer must exercise those options.® In Gerty, the oil and gas producer planned to
access the minerals through a route that would affect the sprinkler system used to irrigate
the land.” The Court ruled that there were alternatives that would allow the producer to
mine the oil or gas, while the sprinkler system was the "only reasonable means of
developing the surface for agricultural purposes.” Therefore, in situations where
practical alternatives exist that will not cause harm to the landowner, the producer must
use one to develop the minerals.
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Third, by stating that "the rights implied in favor of the mineral estate are to be exercised
with due regard for the rights of the owner of the servient estate,"’ the Court is requiring
that the mineral owner, or producer, function on the land respecting the landowner and
their private property. Adhering to this guideline is usually done through a contract
between the landowner and the mineral producer. In such a contract, terms are negotiated
for how the producer will work on the property. These terms may include how the
producer will enter and exit the property, what path will be used to access the minerals,
and what compensation will be necessary for any property or assets that may be damaged
or destroyed during the drilling or production phases.'® While some mineral producers
may have guidelines for contracting with landowners, there are no legal requirements for
what must be included. Landowners have the opportunity to negotiate terms for any
concern they may have, including land reclamation once the drilling is complete,
monetary compensation for land that will be unusable and notification of drilling activity
on the land. Failure to abide by the contract can result in a lawsuit being filed by either
the landowner or the mineral producer."!

Other than the principles based in the Accommodation Doctrine, there are no clear
guidelines or regulations for a mineral owner to follow when using property they do not
own to develop the minerals. However, cities may enact municipal ordinances
specifically restricting oil and gas activities on property within city jurisdiction, and in
“certain circumstances counties in or near large metropolitan areas can impose
restrictions on drilling and operation sites by creation of a qualified subdivision as
provided by Chapter 92 of the Texas Natural Resources Code.”"?

Another issue between severed estates arises in the transfer of ownership. Mineral
production, such as oil and gas development, has been ongoing in Texas for over 100
years, long before there was a formal system for maintaining ownership records. As a
property may have changed hands over the years, the surface estate of the property may
have been severed from the mineral estate long before the current surface owner took
title.”>  When a landowner chooses to sell land, but maintain the mineral interest, the
reservation of the mineral interest is clearly stated in the initial deed of sale. However,
this is the only time that the status of the mineral interest is clearly stated during a real
estate transaction. In any subsequent title transfer or sale of the land, the status of the
mineral interest is not disclosed.'*

Complicating the matter, in Texas, if the mineral interest of a property is not clearly
retained by the seller, that interest is automatically included in the sale of the land. Since
the status of the mineral interest may not be disclosed in subsequent surface title
transfers, many landowners incorrectly believe that they own the mineral interest of their
property. Surface owners may not realize that they do not own their property's mineral
rights until an oil and gas producer seeks to exercise their rights under a mineral lease or
surface use contract that had been entered into by a previous owner of the property.'

Furthermore, because the mineral estate is dominant to the surface estate, a property

owner must allow access to a party contracted to develop the minerals of the property.'®
Also, if the previous landowner entered into a contract with a mineral producer, and that
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contract has not expired, the new landowner is required to adhere to that contract;
meaning that whatever terms negotiated by the preceding landowner still apply, including
any compensatory obligations on the part of the producer.'’

There is no current statutory requirement that a mineral producer notify a surface owner
when preparing to work on their land, although, there have been some attempts to
establish one.'”® During the 79" Legislature, Senate Bill (S.B.) 575, by Armbrister, and
its companion, House Bill (H.B.) 753, by Gattis, would have required, with one
exception, an oil or gas well producer to give written notice to the surface owner no later
than three days after receiving a drilling permit from the Railroad Commission of Texas
(RRC). The notice was to be sent to the address of the surface owner as shown by the
records of the County Tax-Assessor Collector. Senate Bill 575 also expressly stated that
the mineral estate would remain dominant to the surface estate and that failure to give
this notice did not restrict, limit or forfeit any existing or future right to develop the
mineral estate of the property.'

Senate Bill 575, the text of which can be found in Appendix H, was referred to the Senate
Committee on Natural Resources and a Committee Substitute for the bill was voted out of
committee unanimously. This legislation passed to engrossment in the Senate with a vote
of 30-1. *° In the House of Representatives, S.B. 575 was referred to the House
Committee on Energy Resources, but did not receive a hearing. House Bill 753 was also
referred to the House Committee on Energy Resources, but was left pending in
committee.

The RRC has made efforts to educate and inform landowners about the implications of
not owning the mineral estate of their property and recently released a white paper
explaining surface owner rights and mineral owner rights. A copy of this paper, "Oil and
Gas Exploration and Surface Ownership" may be found in Appendix I.

Several industry associations in states other than Texas have adopted "Good Neighbor
Initiatives" in order to improve the relationship between the oil and gas industry and the
landowner, lessee or resident in producing areas of their state. The New Mexico Oil and
Gas Association is one organization that has adopted a "Good Neighbor Initiative"*' A
copy of that policy can be found in Appendix J.

At the time of this report, no industry association in Texas has adopted a "Good Neighbor
Initiative."

CONCLUSIONS

The Accommodation Doctrine currently in use has satisfied most concerns with oil and
gas operations on property where the mineral estate has been severed from the surface
estate. However, as oil and gas related activity grows rapidly in densely populated areas,
such as the Barnett Shale in north-central Texas, landowners need to be more aware of
the status of the mineral estate under their land. Fostering adequate communication
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between oil and gas producers and surface owners is imperative to ensuring that not only
the mineral estate is protected, but that private property rights are also respected.

RECOMMENDATIONS

At this time, the Committee recommends that the Senate explore options to improve
communications between seller and buyer at the time of sale if the surface and mineral
estates have been previously severed.
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INTERIM CHARGE 6

Study and make recommendations relating to investment needs and economic barriers to
developing bio-diesel, bio-fuels, ethanol, and other renewable products in Texas.
Compare agriculturally-developed renewable fuel initiatives in other states.

BACKGROUND

Encouraging the use of alternative fuels in the United States has become both a practical
and political necessity as the country addresses its environmental concerns, trade deficit
and dependence on foreign petroleum sources. The Energy Policy Act of 1992 was one
of the first federal measures to reflect that necessity by mandating federal, state and local
governments to use alternative fuels in their fleets and setting standards for which
non-petroleum fuel products would be considered alternative fuels.'

More recently, the federal government enacted the Energy Policy Act of 2005 to diversify
fuel supplies and encourage new ways to meet the energy needs of the country by
promoting the development and use of alternative and renewable fuels, spotlighting
ethanol and biofuels through incentives and investments in infrastructure. Specifically,
the Act directs the Department of Energy (DOE) to advance the development of
biorefineries in the United States for the production of biofuels and to bring new
technologies to the forefront of energy production.’

President George W. Bush has furthered the commitment to diversifying America's
energy by introducing the Advanced Energy Initiative that mandates a Renewable Fuel
Standard (RFS) of at least 7.5 billion gallons of renewable fuel supply by 2012.°> The
President has also proposed to "significantly increase our national investment in
alternative fuel and clean energy technologies™ in order to reduce the dependency on
foreign oil and has asked Congress to increase funding for clean energy technologies by
22 percent in 2007.°

With this heightened emphasis on alternative fuel policy, and the particular emphasis on
ethanol and biofuels, Texas is in a favorable position to become a leader in biofuel
production. In addition to the State's agricultural resources and expertise, the State's
highway6system, rail system and port access provide efficient means for transport of
biofuels.

Ethanol

Ethanol is an alcohol-based alternative fuel produced by fermenting and distilling starch
crops, such as corn or sugar cane, that have been converted into simple sugars.” Ethanol
is by no means new to the United States as a blend of ethanol and turpentine fueled the
first American internal combustion engine in 1826.® Additionally, Henry Ford designed
the original Model T automobile to run on ethanol calling it "the fuel of the future."’
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Today, ethanol is commonly used as an additive to conventional fuel as a 10 percent
blend (E10) to increase octane and improve combustion. In Flex Fuel Vehicles, ethanol
blends of up to 85 percent ethanol and 15 percent petroleum gasoline (E85) may be used.
Pure ethanol is not currently a feasible fuel source for most engines as most existing
engine design can not properly utilize the fuel."

The use of ethanol in vehicles has significant air quality benefit. The use of 10 percent
ethanol blend reduces greenhouse gas emissions by 12-19 percent compared to
conventional gasoline. In 2005, ethanol use reduced carbon dioxide (CO2) greenhouse

gas emissions by approximately 7.8 million tons in the United States. This reduction is
equal to removing the annual emissions of more than 1.18 million cars from the road.
Ethanol also reduces tailpipe emissions of carbon monoxide (CO) by 30 percent and
emissions of particulate matter (PM) by 50 percent."’

Ethanol production has significant economic benefit as well. Ethanol production in the
United States accounts for 40 percent of the worldwide supply. There are currently 112
ethanol plants in operation in the United States, enabling a production capacity of five
billion gallons per year with 48 new plants under construction. By supplementing the
country's requirement for foreign crude, the use of ethanol reduced the United States
trade deficit by $8.7 billion, eliminating the need to import 170 million barrels of oil."?

The United States produces five billion gallons per year of E85 fuel, and in order to meet
the goals set forth by President Bush, that production is expected to grow to 12 billion
gallons per year by 2012."° There are 700 retail locations currently distributing the E85
fuel in the United States, with 12 public retail locations and five private federal refueling
stations in Texas.'* The direct economic benefit of ethanol production is that during
2005, the ethanol industry supported the creation of over 150,000 jobs and increased
household income by $5.7 billion. Furthermore, between 2005 and 2012, the industry is
expected to add $200 million to the country's gross domestic product.'

Specifically in Texas, Panda Ethanol is currently in the process of building the first two
ethanol plants in the State, located in Hereford and Sherman.'® Both plants will be able
to produce 100 million gallons of ethanol per year and will primarily use corn or milo as
feedstock for the fuel.'’

Biodiesel

Biodiesel is a diesel-equivalent, processed fuel derived from biological sources.
Biodiesel can be made using vegetable oils, recycled cooking grease or animal fats, but it
is currently primarily manufactured from domestically produced soybean oil. Soybean
oil is preferred because it produces a product that meets the Environmental Protection
Agency (EPA) regulations for ultra-low sulfur diesel fuel.'®

Biodiesel is commonly available in several forms: B100, B20 and B5. B100 is 100
percent biodiesel and, in this form, is not regulated by the State. B20 is a diesel blend
consisting of 20 percent biodiesel and 80 percent petroleum diesel while BS is a diesel
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blend made of five percent biodiesel and 95 percent petroleum diesel."”” These forms of
biodiesel are regulated by the Texas Commission on Environmental Quality (TCEQ)
under the Texas Low Emission Diesel (TxLED) program because they are blended with
petroleum diesel fuel. Under TXLED rules, petroleum diesel fuel must comply with
regulations established by the TXLED program.”® This program is limited to petroleum
diesel fuels; petroleum gasoline or any petroleum gasoline blends, such as E85, do not
fall under these regulations.

Biodiesel provides some air quality benefits. Test results show reductions in emissions of
PM and CO by 10 percent and 11 percent respectively.”’ However, there are no
consistent results proving any nitrogen oxide (NOx) reductions. This is not necessarily an
issue in all states, but in Texas, NOyx is a primary concern. Three regions in Texas,
Dallas-Fort Worth, Houston-Galveston-Brazoria and Beaumont-Port Arthur, are listed as
nonattainment for ground level ozone. Because NOx is a precursor for ozone, NOx
emissions associated with biodiesel are of paramount importance, especially in
nonattainment areas of the State.*

The United States produces 580 million gallons of biodiesel per year with 78 plants
currently in operation. There are 33 additional plants under construction that will be able
to produce 807 million gallons of biodiesel per year. Within the United States, there are
over 800 retail pumps that distribute biodiesel.”>

Texas is currently the largest producer of biodiesel in the United States.”* In Texas, there
are 12 plants in operation with a total biodiesel production capacity of 96 million gallons
per year. Two additional plants are in the construction phase and will contribute an
additional 50 million gallons of biodiesel per year to the State's production capacity.*
Texas has 58 retail stations that offer biodiesel, primarily offering B20. Austin, Texas,
has the highest concentration of B20 pumps in the country.

BARRIERS TO DEVELOPING ETHANOL, BIODIESEL AND
BIOFUELS IN TEXAS

Infrastructure

Success of any fuel depends on at least two primary factors: price and availability. While
the State of Texas cannot control the price of biofuels, it can encourage the investment in
infrastructure needed to transport and distribute these fuels.

Putting Texas' success in perspective, 12 public retail stations offer E85 fuel and 58 offer
biodiesel compared to more than 170,000 conventional gas stations in the state. Several
grocery companies that operate retail fuel stations, such as H-E-B and Kroger, have
begun to offer E8S fuel to their customers. This is increasing E85 availability, but there
is a long road ahead before it is widely available.?’
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In order to primarily use alternative fuels, a driver must have an alternative fuel vehicle.
While companies such as General Motors have actively started manufacturing cars that
can operate on alternative fuels, relatively few people own these types of vehicles,
meaning that many people cannot use those fuels.”

The automobile and biofuels industries have encouraged state and federal governments to
reward both citizens who drive alternative fuel vehicles, as well as, retailers who choose
to install alternative fuel equipment at their gas stations. Some federal incentives exist
for investing in this equipment, however, no similar state incentives are currently
offered.”

Feedstock Supply

Both ethanol and biodiesel are almost totally dependent upon their feedstock. Price,
energy and availability all depend upon what product is used to make the fuel. While
Texas is the nation's second leading agricultural producing state, there is little feedstock
grown or processed in Texas in support of biofuels.”® The primary reason for this trend is
that current market forces do not support the commitment of crops toward biofuel
production.

Switchgrass, sugarcane and sorghum (which includes corn) crops have been studied as
the most beneficial sources for creating ethanol. While Texas is the fourth largest
sugarcane growing state in the country, it is more lucrative for sugarcane growers to sell
their product to sugar refineries rather than ethanol distilleries, leaving little available for
ethanol production. Sorghum crops grown in Texas are mainly used for livestock feed
and only 15 percent are used to produce ethanol.’’

The preferred feedstock for biodiesel in the United States is soy oil. There are
approximately 175,000 acres of soy planted in Texas, which is not enough to support the
industry, and there are no soy crushing facilities in operation.”

However, market forces are in flux with recent federal developments. In 2005, the
federal government ruled that methyl tertiary butyl ether used in gasoline must be
replaced with ethanol due to environmental concerns.”> This change alone drastically
increased the demand for ethanol, causing concern that there may not be enough
feedstock supply to produce the amount of ethanol needed. The United States
Department of Agriculture has projected that the RFS will double demand for ethanol
production, requiring over two billion bushels of corn per year by 2010.>* The federal
government is currently encouraging farmers to grow crops needed to produce biofuels
through incentives so that this demand may be met.

In successfully meeting this demand, it is crucial for Texas to identify the best crops for
biofuels. Thus, Texas A&M University has started a research group called the Texas
A&M Agriculture and Bioengineering Alliance. The purpose of this group is to research
ways to make biofuels economically feasible for Texas. Finding exactly the right
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feedstock that provides the most power for the least cost is the key to keeping biofuels
economically feasible and viable alternative fuels.”

Air Quality

While biofuels generally face barriers related to availability and the price of feedstock,
another complicated obstacle specific to the market growth of biodiesel in Texas is the
fuel’s effect on air quality. Federal air quality standards have required Texas to make
significant efforts to decrease certain emissions, specifically NOx. Texas, in response,

has created strict standards regarding which fuels may be used in areas of the State with
air quality issues.*®

In order to meet these air quality challenges, Texas enacted the TXLED program in 2000.
The TXxLED program ensures that cleaner burning diesel fuel is used in areas of the State
with federal air attainment issues, and it was adopted as an air quality control strategy in
the federal State Implementation Plan (SIP). The goal of TxLED is to lower NOx

emissions from diesel-powered motor vehicles and non-road equipment operating in
nonattainment areas in Texas.>’

The TxLED guidelines pertain to diesel fuels that contain at least some portion of
petroleum-based diesel. Because of the petroleum-based definition, biodiesel is
technically considered a fuel additive when blended with petroleum diesel. These blends,
such as B5 or B20, must meet TXLED standards for air quality effects.”® However, since
pure biodiesel (B100) contains no petroleum-based diesel, the pure fuel falls technically
outside of the scope of TXLED guidelines and thus is not subject to TCEQ regulation.

Diesel fuel producers and importers can satisfy the TXLED fuel standards by producing
actual TXLED diesel, producing or importing a diesel approved by the California Air
Resources Board (CARB), producing or importing a diesel that complies with an
alternative diesel fuel formulation approved by TCEQ as achieving better emission
reductions than TXLED, or by producing diesel under an alternative emission reduction
plan (AERP).”

Biodiesel is currently operating under an AERP. Under this plan, TCEQ may accept the
use of biodiesel if the specific biodiesel/diesel fuel blend or a specific biodiesel/fuel
additive/diesel fuel blend meets one of two standards. First, the fuel must be verified by
EPA or by CARB to reduce NOx emissions by at least 5.78 percent when blended with

conventional EPA diesel or, second, the fuel must be tested in accordance with
procedures specified in the TXLED regulations and have been approved by TCEQ as a
TxLED alternative diesel formulation.* These rules for biodiesel expire on December
31, 2006, and producers must then submit new AERPs that meet the new emission
reduction requirements.*'
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As of December 31, 2006, the new regulations for an AERP are:
1. Using the EPA Unified Model, the average fuel properties of the on-road diesel
fuel being supplied to affected counties must achieve at least a 5.5 percent NOx

reduction in 2007 and a 6.2 percent NOx reduction from non-road diesel

2. Use of credits from early gasoline sulfur reductions
3. Combination of Options 1 and 2**

While biodiesel studies consistently show positive effects on emissions of PM, volatile
organic compounds and toxins, there is a wide range of results in regard to NOx
emissions. Some testing results show that NOx emissions are reduced or, at least on
average, do not increase. However, these specific tests used certain testing methods that
are not approved under the TxLED testing guidelines and, therefore, cannot be accepted
by TCEQ. Tests performed according to the TXLED testing guidelines, which were
approved by EPA, show that when a diesel fuel is blended with biodiesel there is at least
a two percent increase in NOx emissions.”” The TXxLED fuel testing guidelines, as

adopted by TCEQ and approved by EPA, can be found in Appendix K.

Even though some tests do not show an increase in NOx emissions, TCEQ has taken the
official position that, according to testing methods acceptable to their testing standards as
adopted under TXLED regulations, the use B20 increases NOx emissions by at least two
percent. The EPA supports this assessment and also holds the opinion that use of a
biodiesel blended fuel increases NOx emissions by at least two percent.**

As of December 31, 2006, unless it is proven through testing methods approved by
TCEQ that biodiesel blends have no negative impact on NOx emissions, biodiesel blends
cannot be approved as an AERP under the new guidelines and will not qualify for use in
the 110 TXLED counties.”> The list of counties subject to TXLED rules can be found in
Appendix L.

There are many other areas in Texas that are not affected by TXLED regulations.
However, the more populated areas of the State are subject to these rules. If the use of
biodiesel blends is prohibited in these areas, the biodiesel industry in Texas will lose their
primary product market which could cause the production plants located in this State to
close.  Should this happen, millions of dollars in economic development and
infrastructure will be lost, thousands of jobs could be eliminated and the growth of the
biodiesel market in Texas will be stunted.*®

While these are devastating effects to the biodiesel industry in Texas, it is important to
note that the regulations in place were adopted to protect air quality and meet federal air
attainment standards. Texas is not in a position to compromise the SIP currently
underway to meet the attainment goals for 2009. Because TCEQ and EPA are of the
opinion that biodiesel causes an increase in NOx emissions, TCEQ believes that biodiesel

use will have a negative impact on the SIP.*’
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Statutory Definitions

The previous discussion of biodiesel blends touches on another issue pertinent to the
proper development of the biofuels market in Texas, the statutory definition of biofuels.
Just as pure biodiesel is not regulated similarly to blended biodiesel, statutory definitions
can create artificial boundaries resulting in unequal treatment of competing products.

The biofuel industry in Texas is fairly new, and the current definitions in place are
specific to particular processes and feedstock.”® As biofuel technology continues to
advance and expand to new processes, it is apparent that the current definitions adopted
by the State may ultimately and inadvertently exclude some portions of the industry. For
example, biodiesel is currently defined in three sections of Texas statutory code. The
Texas Tax Code, Section 162.001(7), states that:

"Biodiesel fuel" means any motor fuel or mixture of motor fuels that is:

(A)  derived wholly or partly from agricultural products, vegetable oils,
recycled greases, or animal fats, or the wastes of those products or
fats; and

(B)  advertised, offered for sale, suitable for use, or used as a motor fuel
in an internal combustion engine.*’

As defined in the Texas Administrative Code, Title 34, Chapter 3.443 biodiesel is "a fuel
comprised of monoalkyl esters of long chain fatty acids generally derived from

vegetable oils or fats, designated B100, and meeting the requirements of
ASTM D 6751."°

Finally, the Texas Agriculture Code, Section 16.001 defines biodiesel as:
a monoalkyl ester that:
(A) s derived from vegetable oils, rendered animal fats, or renewable
lipids or a combination of those ingredients; and
(B)  meets the requirements of ASTM PS 121, the provision
specification for biodiesel.”!

While the definition found in the Tax Code is fairly broad, the definitions stated in the
Administrative Code and Agriculture Code are specific to those fuels resulting from a
monoalkyl ester process. Many production plants currently use a monoalkyl ester
process, however, new technologies have also been developed that employ different
methods.”> If the State's definition of biodiesel excludes some companies from being
considered "biodiesel" producers, it may also exclude them from any incentives designed
to entice new investment in Texas. The limited definition may also prevent new fuels
from being considered renewable in a RFS, if one was enforced at any time in Texas.”

More flexible and broad statutory definitions of biofuels would make Texas more

appealing to biodiesel companies looking to expand their investments because it would
ensure equal standing with other biodiesel companies already in our State.>
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BIOFUELS INCENTIVE PROGRAMS

Federal Biofuels Incentive Programs

The Energy Policy Act of 2005 extended and created several tax credits for ethanol and
biofuels producers.

This legislation granted an extension on the tax incentives created for ethanol and
biodiesel by the American Jobs Creation Act of 2004. These credits are 51 cents per
gallon of ethanol at 190 proof or greater, $1.00 per gallon of agri-biodiesel and 50 cents
per gallon of waste-grease biodiesel.”

If the fuel is blended with either petroleum gasoline or petroleum diesel, the credit is
$.0051 per percentage point of ethanol or $.01 per percentage point of biodiesel used or
$.0050 per percentage point of waste-grease biodiesel. These credits are available until
2010 for ethanol and were extended through 2008 for biodiesel.”® The B100 fuel is not
eligible for this tax incentive. In order to comply with the requirements, some biodiesel
producers have begun producing a B99 blend, which is 99 percent biodiesel blended with
one percent petroleum diesel.

The Energy Policy Act of 2005 offers incentives to small producers of ethanol and
biodiesel as well. Ethanol and agri-biodiesel producers making less than 60 million
gallons of agri-biodiesel per year are eligible for a tax credit of 10 cents per gallon for up
to 15 million gallons.”’

The need for infrastructure is a significant obstacle to growing the renewable fuels
market in the United States. As a result, a tax credit was created by the Energy Policy
Act of 2005 to encourage building and installing alternative fuel infrastructure. This tax
credit is equal to 30 percent of the cost of alternative refueling property, up to $30,000.
This incentive is located in Section 1342 of the Energy Policy Act of 2005.>® Alternative
fuels included in this tax credit are natural gas, propane, hydrogen, E85 and biodiesel
mixtures of B20 or higher.”

Buyers of residential refueling equipment are eligible for a $1,000 tax credit. If a buyer
is a non-tax-paying entity, the credit can be forwarded to the equipment seller. This
credit applies to equipment operating after December 31, 2005, and will expire December
31,2009.%

In addition to providing tax credits for refueling infrastructure, the Energy Policy Act of
2005 created ways to help encourage and fund the construction of biofuels facilities and
the development of new technology. An Advanced Biofuels Technologies Program was
created and supplied with $550 million in an effort to explore new technology for making
and using biofuels in the United States. Also, the Energy Policy Act of 2005 directed
DOE to partner with industrial and academic institutions to advance the development of
biofuels, bioproducts and biorefineries.®!
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Texas Fuel Ethanol and Biodiesel Production Incentive Program

In 2003, the Texas Legislature passed legislation providing a producer incentive to
ethanol and biodiesel plants in the State. Most midwestern states provided a producer
incentive, and Texas producers were previously unable to compete in the national
market.*

During the 78" Legislature, the Fuel Ethanol and Biodiesel Production Incentive Program
(Program) was included in Senate Bill (S.B.) 275, by Nelson/Solomons. The amendment
can be found in Appendix M. Senate Bill 275 required that ethanol and biodiesel
producers pay the State 3.2 cents for every gallon they produce, but in return, are entitled
to receive from the State 20 cents for every gallon of fuel produced in each registered
plant. Producers would be eligible for the incentive for up to 18 million gallons of fuel
per year and may only receive the incentive for the first 10 years that the plant is in
production.®’

Funding for the Program, as stated in S.B. 275, was to come from unappropriated General
Revenue of the State. However, the legislation prohibited the Comptroller from
transferring funds from General Revenue for this incentive until September 1, 2005,
leaving the Program inactive and unfunded for two years. As the Program came online,
administrative and fiscal responsibility for the Program was transferred by the
Governor’s Office to the Texas Department of Agriculture (TDA) in February of 2006.%*

For the 2006-2007 biennium, TDA has estimated that the Program will pay
approximately $17 million to ethanol and biodiesel producers. This cost is expected to
grow for the 2008-2009 biennium. In their Legislative Appropriation Request, TDA has
asked that $100 million be allotted for the Program. After subtracting the amount of
money producers must pay to the State, which is 3.2 cents per gallon, the State will be
responsible for providing $83 million to fund the Program.®

Because there is no statutory cap on the amount of money the State is required to pay
producers, there is no limit to the fiscal impact on the State. As long as there is
unappropriated General Revenue available for the Program, the incentives can continue
to be paid. If there is no unappropriated General Revenue available for the fund, the
office administering the Program must "proportionally reduce the amount of each grant
for each gallon of ethanol or biodiesel produced as necessary to continue the Program
during the remainder of the fiscal year."®

Another State incentive available to biodiesel or ethanol producers is an exemption from
the diesel fuel tax. House Bill 2458, by Krusee/Bivins, passed during the 78"
Legislature, established a diesel fuel tax in Texas of 20 cents per gallon. This tax is paid
when the fuel is removed from the terminal rack, such as when a supplier sells it to a
distril%171tor. The distributor then pays the tax to the supplier, who then remits it to the
State.
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A diesel fuel is included in this tax if blended with biodiesel or ethanol. However, the
entire gallon of fuel is not exempt. Only the percent of biodiesel or ethanol that is
blended with the diesel fuel is eligible for the exemption.”® For example, if a gallon of
fuel contains 20 percent biodiesel and 80 percent diesel fuel, the producer is only exempt
from 20 percent of the diesel fuel tax.

Ethanol and Biofuel Incentives in Other States

Many other states have enacted financial incentives to encourage the production and use
of biodiesel and ethanol. Financial incentives in the form of tax credits are available to
producers or suppliers of ethanol or biodiesel, but are not extended to agricultural
producers who grow the feedstock necessary to make the fuel.*’

Several states offer deductions or credits to offset the cost of purchasing or installing

renewable energy equipment through income tax credits, sales tax credits or property tax
.70

credits.

In Arkansas, biodiesel suppliers and producers can claim an income tax credit equal to
five percent of the cost of facilities and equipment for up to three years. In Washington,
purchasers of buildings or equipment used for manufacturing biodiesel or biodiesel
feedstock are exempt from state and local sales taxes. Montana has developed a property
tax exemption for all machinery, equipment and tools used to produce ethanol with grain.
This exemption applies during the construction of the facility and for the first 10 years
after it is operational.” A list of alternative fuel incentive programs offered in other
states, provided by the National Conference for State Legislators, can be found in
Appendix N.

The structure of the Texas tax system makes it difficult to implement programs seen in
other states. As stated in the Senate Committee on Natural Resources hearing on October
11, 2006, there are no programs currently in effect in other states that would be a good fit
for Texas.”?

CONCLUSIONS

As the biofuels industry in Texas continues to grow, many of the challenges previously
addressed will be solved by the nature of a growing market; an increase in demand will
lead to an increase in supply. The air quality issue associated with biodiesel is one that
falls within the jurisdiction of the TCEQ. The TCEQ is working diligently to provide a
balanced solution that will allow the biodiesel industry to have a place in the Texas fuel
market and also protect air quality.
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INTERIM CHARGE 7

Study the permitting exemptions and water well regulations in Sec. 36.117, Water Code.
Review the jurisdiction over the regulation of groundwater pumping in conjunction with
drilling and production of oil and gas.

BACKGROUND

In 1995, the 74™ Legislature adopted House Bill (H.B.) 2294 by Yost/Armbrister. This
bill created Chapter 36 of the Water Code, consolidating the State's groundwater
management provisions into one chapter. Chapter 36 was later refined by the 77"
Legislature in Senate Bill (S.B.) 2 by Brown/Lewis. Section 36.117 of that chapter sets
forth a list of exemptions from, exceptions to, and limitations on a groundwater district's
permitting requirements.

§ 36.117. EXEMPTIONS; EXCEPTION; LIMITATIONS. (a) A
district may exempt wells from the requirement of obtaining a
drilling permit, an operating permit, or any other permit required
by this chapter or the district's rules.

(b) A district may not require any permit issued by the
district for:

(1) a well used solely for domestic use or for
providing water for livestock or poultry on a tract of land larger
than 10 acres that is either drilled, completed, or equipped so that
it is incapable of producing more than 25,000 gallons of
groundwater a day;

(2) the drilling of a water well used solely to supply
water for a rig that is actively engaged in drilling or exploration
operations for an oil or gas well permitted by the Railroad
Commission of Texas provided that the person holding the permit is
responsible for drilling and operating the water well and the well
is located on the same lease or field associated with the drilling
rig; or

(3) the drilling of a water well authorized under a
permit issued by the Railroad Commission of Texas under Chapter
134, Natural Resources Code, or for production from such a well to
the extent the withdrawals are required for mining activities
regardless of any subsequent use of the water.

(c) A district may not restrict the production of any well
that is exempt from permitting under Subsection (b)(1).

(d) Notwithstanding Subsection (b), a district may require
a well to be permitted by the district and to comply with all
district rules if:

(1) the purpose of a well exempted under Subsection
(b)(2) is no longer solely to supply water for a rig that is
actively engaged in drilling or exploration operations for an oil
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or gas well permitted by the Railroad Commission of Texas; or

(2) the withdrawals from a well exempted under
Subsection (b)(3) are no longer necessary for mining activities or
are greater than the amount necessary for mining activities
specified in the permit issued by the Railroad Commission of Texas
under Chapter 134, Natural Resources Code.

(e) An entity holding a permit issued by the Railroad
Commission of Texas under Chapter 134, Natural Resources Code, that
authorizes the drilling of a water well shall report monthly to the
district:

(1) the total amount of water withdrawn during the
month;

(2) the quantity of water necessary for mining
activities; and

(3) the quantity of water withdrawn for other
purposes.

(f) Notwithstanding Subsection (d), a district may not
require a well exempted under Subsection (b)(3) to comply with the
spacing requirements of the district.

(g) A district may not deny an application for a permit to
drill and produce water for hydrocarbon production activities if
the application meets all applicable rules as promulgated by the
district.

(h) A water well exempted under Subsection (a) or (b) shall:

(1) be registered in accordance with rules promulgated
by the district; and

(2) be equipped and maintained so as to conform to the
district's rules requiring installation of casing, pipe, and
fittings to prevent the escape of groundwater from a groundwater
reservoir to any reservoir not containing groundwater and to
prevent the pollution or harmful alteration of the character of the
water in any groundwater reservoir.

(1) The driller of a well exempted under Subsection (a) or
(b) shall file the drilling log with the district.

(j) A well to supply water for a subdivision of land for
which a plat approval is required by Chapter 232, Local Government
Code, is not exempted under Subsection (b).

(k) Groundwater withdrawn from a well exempt from
permitting or regulation under this section and subsequently
transported outside the boundaries of the district is subject to
any applicable production and export fees under Sections 36.122 and
36.205.

(1) This chapter applies to water wells, including water
wells used to supply water for activities related to the
exploration or production of hydrocarbons or minerals. This
chapter does not apply to production or injection wells drilled for
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oil, gas, sulphur, uranium, or brine, or for core tests, or for
injection of gas, saltwater, or other fluids, under permits issued
by the Railroad Commission of Texas.'

Section 36.117(b)(2) specifically exempts from permitting requirements water wells used
to supply water for "a rig actively engaged in drilling or exploration operations for an oil
or gas well permitted by the Railroad Commission of Texas [RRC]...."* The oil and gas
industry argues that this exemption is necessary because variation in lease terms and
drilling rig availability do not allow for long-term planning, leaving insufficient lead time
to obtain a groundwater permit. >

The oil and gas industry uses water in "nearly every aspect of exploration and
production," with the largest volume supporting enhanced recovery operations.® In these
operations, as the volume of gas falls, the pressure in the reservoir also falls. Once the
pressure is too low, the gas well must be plugged. However, if water or another liquid is
injected into the reservoir, the pressure increases and more gas can be recovered. It
should be noted that Section 27.0511, Texas Water Code, requires the use of a liquid
other than fresh water in enhanced recovery operations if such a liquid is available and
economically and technically feasible for use.’

The (RRC) estimates that 6,112 million barrels of fluid were used in 2001 in enhanced
recovery operations.® Of these 6,112 million barrels of fluid, approximately 212 million
barrels were fresh or brackish water.’

BARNETT SHALE

The Barnett Shale is a geological formation underlying 16 counties in North Texas.®
There exists a large amount of gas in the Barnett Shale (estimated at 26.2 trillion cubic
feet of gas-in-place), but the low permeability of the shale previously made drilling for
the gas economically unfeasible.’

During the 1990s, new technology was developed that allows the gas in the Barnett Shale
to be extracted in an economically feasible manner. Known as hydraulic fracturing, or
fracing, this extraction process involves pumping large volumes of fresh water -- treated
with a friction reducer, surfactant, and clay stabilizer -- into the geological formation.
The process increases the available surface area within the formation by creating
fractures that are held open by agents added to the water, such as sand. The larger
surface area increases the desorption and mobility of the gas.'” Commonly, a gas well in
the Barnett Shale will be fraced multiple times over the life of the well."

Fracing has been performed in the Barnett Shale since 1997."* Gas wells in the Barnett
Shale may be vertically fraced or horizontally fraced. Approximately 60,000 to 80,000
barrels of water are used to frac a vertical gas well. For a horizontally fraced gas well,
80,000 to 100,000 barrels of water are used.”” In contrast, drilling an average gas well
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not located in the Barnett Shale requires between 3,000 and 15,000 gallons of water,
depending on the depth of the oil and gas well.'*

The RRC estimates that in 2005, approximately 82,190,000 barrels of water were used
for fracing in the Barnett Shale.'” This amount equals about 10,592 acre feet of water.'®

There are projects underway that explore the re-use of water used in fracing. Devon
Energy is exploring a process developed by Fountain Quail Water Management that
could allow reuse of approximately 80 percent of the returned fracture fluid. The process
utilizes on-site distilling units to boil the fracture fluid and produce fresh distilled water.
The distilled water can then be used to frac another gas well, conserving and extending
the life of the water resource.'” Developing new re-use technologies will reduce the
amount of wastewater that must be disposed of, generally through deep well injection.

Local citizens and groundwater conservation districts have raised concerns about the use
of groundwater for fracing. As noted earlier, Section 36.117, Water Code, states that
water wells drilled for the purpose of gas drilling or exploration are exempt from the
permitting requirements of groundwater conservation districts.'®  There is some
discussion regarding whether or not the exemption applies strictly to drilling and
exploration and how fracing fits into that definition. Fracing did not exist at the time the
exemption was created.

In addition, there are concerns about the ability of groundwater conservation districts to
plan for future water needs. During the 79" Legislature, House Bill 1763 by
Cook/Duncan established a process for groundwater conservation districts to work
together in setting the desired conditions for local aquifers. Because Section 36.117
exempts water wells used for oil and gas exploration from the permitting requirements of
groundwater conservation districts, the local district may not know the volume of water
being pumped.”  Without this information, it is difficult for the groundwater
conservation districts to project current and future available resources, plan for future
water needs and balance annual water budgets.*’

Many Texans are also concerned about the spacing of water wells used to withdraw
groundwater for oil and gas purposes and the impact of those wells on surrounding
domestic water wells. If water wells are spaced too closely, the ability of those wells to
yield water can be negatively impacted to the point that the wells go dry.

When an oil and gas company no longer needs a water well to supply water for an oil and
gas operation, the company can turn the water well over to the surface land owner for
his/her personal use. In most districts, the land owner must apply for a permit from the
groundwater conservation district to continue using the water well. As long as the water
well meets the spacing requirements of the groundwater conservation district, the land
owner receives access to a water well at minimal cost. However, if the water well does
not meet the spacing requirements of the district, the land owner must pay for plugging
and capping the water well.”'
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CONCLUSIONS

Technological advances, such as fracing, that allow access to natural gas in the Barnett
Shale have been very beneficial for oil and gas companies in Texas and the State's
economy. However, fracing is a water intensive process and additional advances must be
developed that allow continued access to the natural gas in the Barnett Shale while
protecting the State's water resources.

RECOMMENDATIONS

1. Require oil and gas companies who own water wells exempt under Section 36.117(b),
Water Code, to report the amount of water extracted to the local groundwater
conservation district.

2. Consider requiring water wells drilled for oil and gas purposes to abide, when feasible,
by the spacing requirements of the local groundwater conservation district.

3. Provide an incentive for oil and gas companies to re-use/recycle their water supply.
4. In cases where a water well exempt under Section 36.117(b), Water Code, does not
meet the spacing requirements of the local groundwater conservation district -- and thus

is not eligible for ordinary use by the landowner after the exemption has ceased -- require
the oil and gas company responsible for the water well to plug it.
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The following summary of the Texas Risk Reduction Program was provided by TCEO staff on
October 31, 2006, in response to an informal inquiry by Senate Natural Resources Committee

staff for the purpose of inclusion in the Charge 3 interim report:

Texas Risk Reduction Program

The TCEQ TRRP is based on the use of risk-based corrective actions to address environmental
contamination. This ensures protection of human health and the environment while making
response actions more economically feasible. Prior to the adoption of risk-based cleanup

rules, the commission's industrial and hazardous waste programs required all contaminated sites
to be restored to background levels or to be closed as a landfill with post-closure care and
monitoring requirements imposed on the operator. With the promulgation of the Risk Reduction
Rules (Chapter 335) and PST rules (Chapter 334), the agency recognized, however, that in some
circumstances, a limited quantity of a contaminant could remain within an environmental medium
and not present an unacceptable risk to human health or the environment.

TRRP offers property owners and operators flexibility in determining an appropriate cleanup
level based on trade-offs of cost, long-term liability and site specific characteristics. An operator
who wants to clean up a site and walk away with no future liability will be required to clean up
the site to Remedy Standard A, that is to health-protective concentrations of whatever
contaminant is of concern. An operator can select Remedy Standard B if he is prepared to accept
some long term liability for maintenance of engineered controls or limitations on land use and
may find these costs to be significantly less than the cost of a total cleanup. These engineered
controls could be the construction of an on-site, capped landfill or installation of an underground
impermeable barrier to restrict movement of contaminants. Institutional controls could include
deed recordation and limitations on future land use (industrial vs. residential for example).

In addition to the two remedy standards, “A” (clean) vs. “B” (controls), an operator can also use a
tiered approach to determine an appropriate cleanup level. Essentially, an operator has the
opportunity to demonstrate that a site-specific standard will still be protective, if he is willing to
invest in the analysis to prove that point. This process establishes a clear, scientifically-defensible
methodology for developing protective concentration levels while providing persons with the
flexibility to balance cost considerations for their sites. As one moves through the tiers,
assessment costs increase due to increased analysis and data needs. However, the result of the
increased analysis may be a reduction in the size of area to be cleaned up, or a higher cleanup
level due to site-specific factors, either of which in turn, could result in an even more significant
reduction in overall project costs for remediation.

Also, just FYI, we are working on some revisions to the rule, which was last updated in 1999, to

correct some inconsistencies, update some provisions, and bring the rule into line with current
practices.
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The following questions were submitted to the Railroad Commission staff by Senate Natural

Resources staff regarding the Texas Groundwater Protection Committee's 2005 Joint
Groundwater Contamination Report for the purpose of inclusion in the Charge 3 interim report.

The Railroad Commission's responses were submitted on November 2, 2006, and_follow each
gquestion.

November 2, 2006
On pages 66 and 67 of the report:

1. Pg 66, paragraph that begins with "Statewide Rule 8 Water Protection Program
Description”, there is a statement that "The RCT also responds to citizen complaints
regarding alleged groundwater contamination or alleged unauthorized activities that

may endanger groundwater. RCT may include investigation and sampling by the
appropriate district office.”

uestions:

What is a "response" by the RCT composed of?

A: This depends on the nature of the problem. At a minimum, there is generally
a meeting with the complainant to discuss the water well problem, get a

preliminary sample from the well, and inspect the area for possible oil field
related sources of contamination.

Does the RCT respond to ALL citizen complaints?
A: Yes, if complaint involves matters under RRC jurisdiction.
If not, which are responded to and which are not?

All jurisdictional issues such as complaints about spills, pollution, or
abandoned wells will trigger a field inspection/response. Examples of non-

jurisdictional issues would be noise, traffic, road damae, non-payment of
royalties, etc.

Q: The RCT "may include investigation and sampling", what are the deciding factors
that trigger such actions.

A: This will occur if it is reasonable to conclude that the problem could be
oilfield related based on the information provided by the complainant, such

as location/proximity to oil and gas operations, and the description of the
water problem.
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In the first full paragraph on page 67 of the same report, it reads, "If

groundwater contamination occurs at a site, the responsible party is required to
remediate to acceptable levels. Responsible parties may volunteer remedial action or
cleanup may be required by legal action (Operator Cleanup Program). Operators,
developers, or individuals who are not responsible for the contamination may participate
in the Voluntary Cleanup Program."

Questions:

If the responsible parties volunteer remedial action, is this action checked on after
it is completed to ensure it was adequate?

Yes. In the typical groundwater contamination case, the RRC is involved and
conducting oversight of the cleanup from the initial discovery of the
contamination through final cleanup. Only after cleanup or control is
axkieved is a "no further action" letter issued. Risk-based closures where
come contamination is left in place usually require institutional and/or
engineering controls.

If so, who checks on it and how do they go about it (groundwater sampling, etc.)?

Boreholes and monitor wells are installed; samples are retrieved and
analyzed by qualified laboratories. The responsible party submits reports to
RRC describing the progress of remediation. All reports that include
analytical results must also include laboratory quality assurance/quality

control data (QA/QC) to verify qccuracy. RRC personnel review the data to
check the results and the quality.

What is the incentive for someone not responsible for contamination to participate
in the Voluntary Cleanup Program?

Indirect incentives often discussed by VCP stakeholders include:

Removal of perceived liability
Insulation from 3rd party lawsuits
Restoration of land values

RRC certification of cleanup

Schedule is proposed by VCP applicant

Are the actions of those who participate in the VCP checked afterwards and how
are they checked?

Yes. The technical cleanup standards to achieve and how those standards
are investigated and verified are the same for VCP sites as they are for any
other groundwater contamination case. As mentioned above, boreholes and
monitor wells are installed; samples are retrieved and analyzed by qualified
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laboratories. The VCP Applicant submits reports to RRC describing the
progress of remediation. All reports that include analytical results must also
include laboratory quality assurance/quality control data (QA/QC) to verify
accuracy. RRC personnel review the data to check the results and the
quality.

On page 67, in the paragraph beginning with "Status of Groundwater

Contamination”, it reads, "There are 337 groundwater contamination cases, listed by
county, in table 2 under the reading, RCT. The 337 cases are located in 110 counties.
There are 108 new cases under RCT regulation that have been added to the report in
2005. Activities were completed on ten cases that are listed on the 2005 report. A total
of 12 cases were removed."

R xR

Questions:

What is the methodology by which the RCT choosed which cases are given
priority over others, or in other words, if looking at any two given contamination
cases side by side, how is it decided which is the more urgent of the two?

The most urgent contamination cases are those where human exposure may
be occurring or threatening. Other factors to be considered when assigning
priority are exposure of the contamination to other environmental receptors
such as surface water bodies, proximity of the contamination to other
receptors (e.g. distance to wells or surface water bodies, etc.), toxicity of the
contaminant, or the known stability of a plume.

What does "activities were completed" mean in this context?
Remediation has been completed and no further action is necessary.

What does "removed" mean in this context?

When cleanup has occurred, and no further action is necessary, a site is listed
with this status (activity status (e.g. 6a, 6b, 6¢, etc.) and remains in the
Annual Joint Groundwater Contamination Report for the year of
publication. It is then removed from the report the following year.
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The following questions were submitted to the Railroad Commission staff by Senate Natural

Resources staff regarding the Texas Groundwater Protection Committee's 2005 Joint
Groundwater Contamination Report for the purpose of inclusion in the Charge 3 interim report.

The Railroad Commission's responses were submitted on December 8, 2006, and_follow each
gquestion:

1. Can you briefly give an estimate of the average cost of a site remediation?

Answer: We do not track costs to operators for cleanup of a site, and operators are
required to conduct the cleanup, regardless of the cost. However, based on costs
incurred for state managed cleanups and experience with RRC ordered cleanups,
we can estimate that possible cleanup costs could range from $30,000 to over $6
million. In this context, “cleanup” refers to the investigation of groundwater
contamination and completion of a remedy that could include control of
contaminated groundwater and/or provision of an alternate water supply.

2. Does this cost impact:
the speed of cleanup?

Answer: No. Cost is not a consideration the RRC takes into account when
providing oversight of an operator cleaning up of a groundwater contamination site.

the prioritization of cases?

Answer: No. All groundwater contamination cases are high priority regardless of
costs to cleanup. The most urgent contamination cases are those where human

exposure may be occurring or is threatened, as indicated by proximity to receptors
or possible plume growth.

the time allowed to clean a site?

Answer: No. Costs are not a consideration the RRC takes into account when
timelines are submitted by operators to complete cleanup of groundwater
contamination sites. Time to cleanup a site is generally a function of complexity of

the groundwater contamination plume, the aquifer characteristics, and the chosen
remedy.



3. How does the RRC decide how long someone has to cleanup a site, is there a formula
or process you use to determine what is reasonable?

Answer: RRC staff typically requests that the operator determine a timeline with
regular reports of progress of the cleanup. If the remedy and timeline are
protective of current and potential future receptors (e.g., humans who drink the
water, or springs where groundwater may discharge), then RRC staff will accept the
remedy. In some cases, however, the RRC issues an order that dictates a timeline
for completion of the remedy. In this case, the timeline would be performance based
(i.e., based on expected performance of the selected remediation technology).

4. Who is responsible for incurring the cost of these cleanups?

Answer: The RRC holds the responsible person, typically the operator, who caused
the pollution is responsible for the costs.
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RRC Natural Gas Competition Study

The Railroad Commission shall conduct a study that:

1. Examines and determines the extent to which viable competition exists in the
Texas natural gas pipeline industry from the wellhead to the burner tip;

2. Recommends solutions to bring market compéetition to any non-competitive
segments of the industry; and

3. Assesses the effectiveness of current laws, regulations, enforcement and
oversight in addressing any abuses of pipeline monopoly power and makes
recommendations for any necessary changes.

PHASE 1: Background analysis (October 1, 2005 through November 30,
2005)
= Review past gas gathering surveys, including, but not limited to, industry
and Railroad Commission surveys.
1. Identify the level of competition that exists by region.
2. Compile prioritized list of the key issues/complaints identified in the
survey results.
3. Summarize current jurisdiction of the Railroad Commission
regarding gas gathering.
= Review the open-access process implemented by the FERC in the 1990s.
» Compare the FERC open-access process and tariff data requirements to
those of the RRC.
= Review of complaints — informal & formal filed with the RRC.
= Review of testimony filed in 79" Legislative session regarding gas
gathering legislation.
» Gather production and pricing data by RRC district or county from RRC

and Comptroller data sources.

PHASE 2: Encourage affected parties to use the formal and informal

complaint processes and workshop input to establish facts from which to



define issues and to make recommendations. (October 1, 2005 through
March 31, 2006)
= Use the legislative study mandate as an impetus for all affected parties to
provide the factual data needed to identify issues.
= Schedule workshops to include all RRC Districts.
1. Establish a dialogue between the RRC and entities representing all
sectors of the natural gas industry.
Explain the study.
Encourage affected parties to use the informal complaint process.
Gather factual data and request input regarding possible solutions.

Commissioner participation as schedules allow.

IS O i

Workshop locations:

e San Antonio (RRC Districts 1, 2, & 4)

e Houston (RRC Districts 3 & 6)

e Dallas (RRC Districts 5 & 9)

e Abilene (RRC Districts 7B & 7C)

e Midland (RRC Districts 8 & 8A)

e Amarillo (RRC District 10)

» Send a letter to all affected associations asking them to encourage their
members to attend one of the scheduled workshops and to advise their
members to use the informal and formal complaint processes to establish a
base of facts, to develop data to identify issues, and to recommend policy.

= Advise all operators through the strip-out notice of the workshops and that
we need factual cases to help formulate policy.

= Make the complaint process easier to find on the website by adding a link
on the home page.

= Expedite informal and formal complaints and gather data for use in the

study.
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= When sufficient data have been gathered and analyzed, develop policy

options and/or questions to address identified issues.

PHASE 3: Develop solutions/recommendations. (April through June 2006)
= Establish a “Blue Ribbon” panel.
1. Panel will consist of nine members.
2. Each RRC Commissioner will nominate three (3) members, and the
RRC Chairman will select the Chair with concurrence by the other two
Commissioners.
= Specific policy questions would be posed to the panel requesting that they
develop proposals to address each of the posed questions.
= Commissioners evaluate panel recommendations and develop draft policy.

» Staff prepares “draft” report, based on Commissioner’s decisions

PHASE 4: Report publication/comments. (July through September 2006)
= “Draft” report will be posted in Texas Register and RRC website, with a
reasonable time allotted for public comments.
» Comments will be reviewed and Commissioners will make decisions on

comments

PHASE 5: Final Report. (October, 2006)

= Staff will prepare the Final Report including specific action items and
recommendations.

= Present Final Report for approval at a future RRC conference to provide for
submission no later than November 1, 2006.

» When approved, provide copies to the Governor’s office, Lieutenant
Govemor’s office, Speaker’s office, and the Legislative Budget Board.

= Post approved Final Report on RRC website.
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EXECUTIVE SUMMARY

Background

The Texas Legislature, by inclusion of a tider to the 2006-2007 approptiations
bill, requited the Railtoad Commission of Texas to “conduct a study that examines
and determines the extent to which viable competition exists in the Texas natural gas
pipeline industry from wellhead to burner tip. The study shall recommend solutions
to bting market competition to any non-competitive segments of the industty. The
study also shall include an assessment of the effectiveness of current laws,
regulations, enforcement and oversight in addressing abuses of pipeline monopoly
power and made recommendations for changes that may be necessary. In addition,
the study shall include a comparative review of competition in the Texas interstate
pipeline industty administered by the Federal Energy Regulatory Commission. The
Railroad Commission shall submit a report of its findings to the Legislative Budget
Board and the Governot on ot before November 1, 2006.”

By tule effective Aptil 3, 2006, the Commission established the Natural Gas
Pipeline Competition Study Advisory Committee. JSee 31 Tex. Reg. 2850; 16 TEX.
ADMIN. CODE § 7.7201. “The purpose of the committee is to give the Commission
the benefit of the members’ collective business, technical, and operating expertise and
expetience to help the Commission review competition in the Texas intrastate
pipeline industry, assess the effect of current statutes and rules on such competition,
and develop recommendations for changes to statutes or rules that may be
necessaty.” The Committee was required to report its advice and recommendations
in writing to the Commission no later than July 1, 2006.

The Committee’s Charge

The Commission announced the appointment of the Natural Gas Pipeline
Competition Study Advisory Committee on Aprl 11, 2006, and charged the
Committee with evaluating:

e Whether futther improvements to the Commission’s informal
complaint process are warranted.

e Whether additional transparency is needed in the natural gas pipeline
industry.

e What transpottets should be affected by any change in policy or law.

e Whether to give special treatment to marginal wells.




® Whether the Commission should exercise oversight regarding the types
and categories of fees charged related to gas gathering and
transportation.

® Whether other states methods for addressing discrimination relative to
gas gathering and transportation should be adopted in Texas.

The Committee met ten times between May 1%t and June 30%, 2006. This
report is the result of the Committee’s work and is intended to address the six issues
presented to the Committee by the Commission.

Recommendations to the Commission
The Committee makes the following recommendations.
Informal Complaint Procedure

In regard to the informal complaint process the Committee recommends—

® That the Commission’s proposed enhancements to the informal
complaint procedute be adopted and further strengthened by the
modifications proposed by the Committee.
® That the rule codifying the informal complaint procedure provides that
the informal complaint process applies to 2/ complaints about natural
gas purchasing, selling, shipping, transportation, and gathering.
® That the informal complaint procedure allows the parties to agree to
employ and pay an independent mediator rather than being required to
use Commission staff.
® That the Commission publicize the informal complaint process in a
manner it believes will be effective to reach a majority of natural gas
producers, and inform and encourage producers to use, and encourage
pipelines, gatherets, and industty trade associations to promote, the
informal complaint process as an available, low-cost mechanism for
resolving complaints regarding the transportation, treatment, and sale
of natural gas.
® That the Commission include a clear policy statement in the informal
complaint procedure rule to assure all natural gas purchasers, sellers,
shippers, transporters and gatherers that the Commission is committed
to a process that is fair, timely, and affordable.
e That the Commission’s proposed rule, which prohibits retaliation by
gathers and transporters, be adjusted slightly to:
o Remove the tequirement that the mediator decide in advance
whether service can be discontinued or denied because the
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requirement may cause unwarranted delay when safety or other
immediate concerns are present; and

o0 Amend the provision allowing a gatherer or transporter to
discontinue or deny service for out-of-specification gas in cases
in which the gatherer or transporter is accepting such gas from
other shippets in the area.

o That the Legislature give the Commission specific authority to enforce
its statutory duty to prevent discrimination in natural gas gathering and
transportation, to enforce the requirement that parties participate in the
informal complaint process, and to punish purchasers, transporters,
and gatherers for retaliating against shippers and sellers.

The Committee has included with this report a draft informal complaint
procedure rule that incorporates its recommendations.

Transparency

In regard to Transparency, the Committee recommends—

e That the informal complaint procedure rule requite mandatory
participation and full access to contract information and any other
materials requested by the mediator in accordance with Commission
rules after an informal complaint is filed, which provides transparency
in specific cases in which a party believes it has been treated in a
discriminatory manner.

e That the Commission educate industry participants, and encourage
industry trade associations to educate their members, about the amount
of information alteady available through the Commission’s website,
through tariff filings with the Commission, and through the
Comptroller of Public Accounts.

® That the Legislature provide by statute that producers have the option
of not having a confidentality provision in future sales, gathering, and
transportation contracts.

Matrginal Wells

In regard to marginal wells, the Committee tecommends—

o That the Commission educates matket participants, including royalty
owners, of the benefits of commingling gas, as is allowed by Statewide
Rule 26(b), to extend the economic viability of marginal wells.



e That the Legislatute extend indefinitely the severance tax abatement
applicable to marginal wells currently codified in Texas Tax Code §
201.059.

® That the Legislature continue in effect indefinitely the franchise tax
abatement applicable to natural gas wells producing less than 250 Mcf
per day that was included in H.B. 3 adopted by the 79t Legislature in
its Third Called Session.

Gathering and Transportation Fees

e That the Legislature give the Commission the ability to use eithet a
cost-of-service method or a market-based method (using the
Oklahoma statute as a model) for setting a rate for natural gas
gathering and/or transmission in a formal rate proceeding.
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RAILROAD COMMISSION OF TEXAS

October 30, 2006

ELIZABETH A. JONES, CHAIRMAN
MICHAEL L. WiLLIAMS, COMMISSIONER
VIcTOR G. CARRILLO, COMMISSIONER

To the Honorable Governor and Legislative Budget Board:

We hereby submit our Natural Gas Pipeline Competition Study Advisory Committee report pursuant to the

Legislature’s rider to the 2006-2007 appropriations bill. As detailed in the report’s executive summary, the

rider directs the Commission to conduct a study that examines and determines the extent to which viable
competition exists in the Texas natural gas pipeline industry.

Pursuant to the Legislature’s charge, the. Commission developed a multi-phase plan for accomplishing the

directives of the study:

e From October through November 2005, the Commission performed initial background analyses which
included: a review of past Commission efforts pertaining to pipeline competition; a review of the Federal
Energy Regulatory Commission’s (FERC) open access process and how it compares with the
Commission’s tariff information requlrements a review of Commission complaints concerning
competition issues; a review of 79" Legislative session gas gathering legislation; and the compilation of
gatherer market concentration data.

e  From November 2005 through January 2006, the Commission conducted seven workshops in Amarillo,
San Antonio, Midland, Abilene, Houston, Dallas, and Kilgore to receive feedback from all interested
parties regarding pipeline competition issues. A summary of comments presented at the workshops can be
found on the RRC website at http://www.rre.state.tx.us/divisions/gs/naturalgasstudy/index.html.

e In April 2006, the Commission established an Advisory Committee, comprised of representatives from all
segments in the natural gas industry. The Committee was charged to address the following issues that
were identified in the workshops: enhancements to the Commission’s informal complaint resolution
process; ways to improve information transparency and comparability to better foster viable market
competition; solutions for extending the life of marginal gas well production; and altematlves for setting
gathering and transportation fees.

¢ In July 2006, the Advisory Committee submitted its report to the Commission. The Commission.posted
the report on its website and submitted it to the Texas Register to receive comments from interested
parties.

Texas plays a leading role in the production of domestic oil and gas. The stability of supply, for the benefit of
consumers and for the security of our country, is important to this Commission. We look forward to
entertaining additional solutions to any problems that might be impeding the efficiency of Texas’s energy
industry, and we are willing to work with the Legislative branch, whenever necessary, to effect positive change
for the benefit of the State.

“Thank you for your consideration of this report and alfowing us the opportunity to better serve the various
segments of the energy industry in Texas.

Elizabeth A. Jofles Michael L. Williams
Chairman ) Commissioner

1701 NORTH CONGRESS AVENUE % PasT OFFICE BOx 12967 % AUSTIN, TEXAs 78711-2967 % PHONE 512/463-7158 Fax 512/463-7161

TDD 800-735-2989 OR 512-463-7284 AN EQUAL OPPORTUNITY EMPLOYER
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Phone 832-486-2615

June 30,2006

Elizabeth A. Jones

Michael L. Williams

Victor G. Carrillo

Railroad Commission of Texas
1701 North Congress Avenue
Austin, TX 78711

Dear Chairman Jones and Commissioners Williams and Carrillo:

By Rule §7.7201 dated April 3, 2006, the Railroad Commission of Texas (the
Commission) established the Natural Gas Pipeline Competition Study Advisory
Committee (the Committee) to "give the Commission the members' collective
business, technical, and operating expertise and experience to help the
Commission review competition in the Texas intrastate pipeline industry, assess
the effect of current statutes and rules on such competition, and develop
recommendations for changes to statutes or rules that may be necessary". The
Committee's written report is due to the Commission by July 1, 2006.

The members of the Committee, Jon S. Brumley, William Easter, Richard
Erskine, Stephen Holditch, Steve Howell, Mackie McCrea, Lee Parsley, Mary
Ann Pearce and William Warnick, are pleased to submit our report to the
Commission for further use as it may deem appropriate.

The members brought diverse personal expertise as lawyers, engineers,
operators, educators, and executives; as well as, broad natural gas business
experience in producing, gathering, transmission, processing, purchasing and
selling. All members dedicated significant time and energy to the committee and
engaged in rich debate of the issues. This report, the product of that debate,
addresses all the questions provided in the charge and is the work product of all
the members. The members developed a shared understanding of the
complicated issues and made compromises to their individual opinions. Where
the members did not reach total alignment, the report describes the agreed
components, as well as, the divergent opinions of the individual members. The
members do recommend that a strong and actively administered Informal
Complaint Process is a necessary next step. Further, we believe, if



Railroad Commission of Texas
June 30,2006
Page 2

implemented, our recommendations will benefit the natural gas portion of the
Texas energy sector.

The Committee wishes to acknowledge Lee Parsley for his excellent work in
drafting the report and the Railroad Commission staff, Ron Kitchens, Steve Pitner
and Danny Bivens, for their professional assistance through out our
deliberations.

The members thank the Commissioners for the opportunity to be involved in such
an important and challenging effort and to work with such experienced and
capable colleagues. The members are committed to support our
recommendations and will be happy to meet with the Commissioners individually
or as a group to answer any questions and provide any other assistance the
Commission may require.

Respectfully submitted,

4
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Mary Ann Pearce
Chairman, for the Natural Gas Pipeline
Competition Study Advisory Committee
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EXECUTIVE SUMMARY

Background

The Texas Legislature, by inclusion of a rider to the 2006-2007 appropriations
bill, requited the Railroad Commission of Texas to “conduct a study that examines
and determines the extent to which viable competition exists in the Texas natural gas
pipeline industry from wellhead to burner tip. The study shall recommend solutions
to bring market competition to any non-competitive segments of the industry. The
study also shall include an assessment of the effectiveness of current laws,
regulations, enforcement and oversight in addressing abuses of pipeline monopoly
power and made recommendations for changes that may be necessary. In addition,
the study shall include a comparative review of competition in the Texas interstate
pipeline industry administered by the Federal Energy Regulatory Commission. The
Railroad Commission shall submit a report of its findings to the Legislative Budget
Board and the Governor on ot before November 1, 2006.”

By rule effective April 3, 2006, the Commission established the Natural Gas
Pipeline Competition Study Advisory Committee. See 31 Tex. Reg. 2850; 16 TEX.
ADMIN. CODE § 7.7201. “The putpose of the committee is to give the Commission
the benefit of the members’ collective business, technical, and operating expertise and
expetience to help the Commission review competition in the Texas intrastate
pipeline industry, assess the effect of current statutes and rules on such competition,
and develop recommendatons for changes to statutes or rules that may be
necessary.” The Committee was required to report its advice and recommendations
in writing to the Commission no later than July 1, 2006.

The Committee’s Charge

The Commission announced the appointment of the Natural Gas Pipeline
Competition Study Advisory Committee on April 11, 2006, and charged the
Committee with evaluating:

e Whether further improvements to the Commission’s informal
complaint process ate warranted.

e Whether additional transparency is needed in the natural gas pipeline
industry.

e What transporters should be affected by any change in policy or law.

e Whether to give special treatment to marginal wells.



e Whether the Commission should exetcise oversight regarding the types
and categories of fees charged related to gas gathering and
transportation.

e Whether other states methods for addtessing discrimination relative to
gas gathering and transportation should be adopted in Texas.

The Committee met ten times between May 15t and June 30%, 2006. This
report is the result of the Committee’s work and is intended to address the six issues
presented to the Committee by the Commission.

Recommendations to the Commission
The Committee makes the following recommendations.
Informal Complaint Procedure

In regard to the informal complaint process the Committee recommends—

e That the Commission’s proposed enhancements to the informal
complaint procedute be adopted and further strengthened by the
modifications proposed by the Committee.

e That the rule codifying the informal complaint procedure provides that
the informal complaint process applies to 4// complaints about natural
gas purchasing, selling, shipping, transportation, and gathering.

e That the informal complaint procedure allows the parties to agree to
employ and pay an independent mediator rather than being required to
use Commission staff. ‘

e That the Commission publicize the informal complaint process in 2
manner it believes will be effective to reach a majority of natural gas
producers, and inform and encourage producers to use, and encourage
pipelines, gatherers, and industry trade associations to promote, the
informal complaint process as an available, low-cost mechanism for
resolving complaints regarding the transportation, treatment, and sale
of natural gas.

® That the Commission include a clear policy statement in the informal
complaint procedure rule to assure all natural gas purchasers, sellers,
shippers, transporters and gatherers that the Commission is committed
to a process that is fair, timely, and affordable.

e That the Commission’s proposed rule, which prohibits retaliation by
gathers and transporters, be adjusted slightly to:

o Remove the requitement that the mediator decide in advance
whether service can be discontinued or denied because the
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tequitement may cause unwarranted delay when safety or other
immediate concerns are present; and '

o Amend the provision allowing a gatherer or transporter to
discontinue or deny service for out-of-specification gas in cases
in which the gatherer or transporter is accepting such gas from
other shippers in the area.

e That the Legislature give the Commission specific authority to enforce
its statutory duty to prevent discrimination in natural gas gathering and
transportation, to enforce the requitement that parties participate in the
informal complaint process, and to punish purchasers, transporters,
and gatherers for retaliating against shippers and sellers.

The Committee has included with this report a draft informal complaint
procedure rule that incorporates its recommendations.

Transparency
In regard to Transparency, the Committee recommends—

e That the informal complaint procedure rule require mandatory
patticipation and full access to contract information and any other
matetials requested by the mediator in accordance with Commission
rules after an informal complaint is filed, which provides transparency
in specific cases in which a party believes it has been treated in a
discriminatory manner.

e That the Commission educate industry participants, and encourage
industry trade associations to educate their members, about the amount
of information alteady available through the Commission’s website,
through tariff filings with the Commission, and through the
Comptroller of Public Accounts.

e That the Legislature provide by statute that producers have the option
of not having a confidentiality prdvision in future sales, gathering, and
transportation contracts.

Marginal Wells
In regard to marginal wells, the Committee recommends—
e That the Commission educates market patticipants, including royalty

owners, of the benefits of commingling gas, as is allowed by Statewide
Rule 26(b), to extend the economic viability of marginal wells.
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e That the Legislature extend indefinitely the severance tax abatement
applicable to marginal wells curtenty codified in Texas Tax Code §
201.059.

e That the Legislature continue in effect indefinitely the franchise tax
abatement applicable to natural gas wells producing less than 250 Mcf
pet day that was included in H.B. 3 adopted by the 79% Legislature in
its Third Called Session.

Gathering and Transportation Fees

e That the Legislature give the Commission the ability to use either a
cost-of-setvice method or a market-based method (using the
Oklahoma statute as a model) for setting a rate for natural gas
gathering and/or transmission in a formal rate proceeding.



INFORMAL COMPLAINT PROCESS

The Commission’s Charge

The Commission’s charge to the Committee notes that the Commission has
alteady initiated improving the existing informal complaint process, but asks if the
Committee suggests any additional improvements. The Committee agrees that the
Commission’s proposed changes are approptiate and that other improvements to the
informal complaint process should be made. The additional changes recommended
by the Committee are outlined in more detail below.

Background

The Commission has in place an informal process using Commission staff to
mediate disputes regarding the gathering and transportation of natural gas (called the
“informal complaint process”). There, however, is no formal rule or statute codifying
the process. '

From November 2005 through January 2006, the Commission held
workshops in seven Texas cities to take public comment on natural gas gathering-
and transportation-related issues. Commission staff then aggregated the comments
and compiled the following list of issues raised at the workshops about the informal
complaint process (which are not presented verbatim).

1. Some producers testified that the informal complaint process is costly,
time-consuming, and ineffective; that the Commission takes no action
on enforcement measures; and that the Commission favors pipelines
over producers.

2. Some producers complained that the Commission does not get
involved in pricing disputes.

3. Several producers who testified at the workshops were not aware of
the informal complaint process.

4. A number of producers indicated that they were afraid of retaliation or
retribution by gatherers and transporters if they pursued an informal
complaint.

5. Witnesses testifying on behalf of the pipeline companies generally

supported the informal complaint process, stating that they believed
that a case-by-case approach was the best way to address alleged
abuses.

6. Taken together, the witnesses suggested that the informal complaint
process could be improved by, among other things—



a. Requiring that participation in the informal complaint process be
mandatory; '

b. Setting deadlines for the expeditious resolution of disputes through
the informal complaint process;

c. Requiring a reasonable amount of discovery in the informal
complaint process;

d. Prohibiting retaliation by gatherers if a producer chooses to pursue
a complaint through the informal complaint process;

e. Allowing the mediation to take place in the Commission’s district
offices rather than in Austin only;

f. Allowing reimbursement for costs incurred in the informal
complaint process;

Based on the testimony received at the workshops, Commission staff
recommended that the informal complaint process be codified as a rule and that the
following six changes be made to the current process—

1. Require participation in the informal complaint process.

2. Allow the Commission staff to requite the parties to provide needed
information at any time during the process.

3. Prohibit retaliation by the gatherer/transporter against the producer for
pursuing an informal complaint.

4. Institute specific deadlines for each step in the informal complaint
process.

5. Allow the parties to choose to have the mediation conducted in a
Commission field office.

6. Require the mediator to send to the parties a confidential

memorandum stating the mediator’s conclusions, if the mediation fails.
Recommendations

The Committee discussed the informal complaint process in detail. The
Committee agreed that the informal complaint process should be codified as a rule
and that the Commission’s proposed changes are necessary. The Committee agreed
that other changes also are necessary. The Committee drafted a revised rule for the
Commission’s consideration, and that proposed rule is attached to this paper. The
proposed rule incorporates the Commission’s proposed changes as well as those
recommended by the Committee. The Committee’s recommended substantive
changes are outlined below.

Recommendation 1—Include Everyone

Based on the information garnered at the workshops and the experience of
the Committee members, the Committee believes that real or perceived abuses can
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involve both utilities (as defined by statute) and non-utilities. The Commission is
requited by statute to prevent disctimination and has authority to address
discrimination by all entities, whether a “utility” or not. The Committee therefore
recommends that the Rule explicitly provide that the informal complaint process
applies to / complaints about natural gas purchasing, selling, shipping,
transportation, and gatheting. This is intended to include wellhead purchasers and
ptoducer-owned gathering systems that transport and/or purchase third-party gas.

The Committee recognizes that the Commission does not have the authority
to set natural gas purchase ptices, and the Committee does not intend that its
recommended changes to the informal complaint process be construed as giving the
Commission authority to set natural gas prices through any process. Purchasers,

however, often petform several functions (such as gathering and purchasing) in the
natural gas supply chain, and the Commission has authority to prevent discrimination
by any entity in the supply chain. The Committee, therefore, believes it appropriate
to include putchasers in the group of market participants who may be compelled to
participate in the informal complaint process.

Two patts of the Committee’s proposed rule are intended to implement the
Committee’s recommendation. First, the opening paragraph provides that the
informal complaint procedure “applies to any complaint within the Commission’s
jurisdiction, including, but not limited to, complaints about natural gas purchasing,
selling, shipping, transportation, and gathering practices.” Second, paragraph (b)(4)
then defines “informal complaint proceeding” to mean “[tJhe process set out in this
section for addressing disputes among entities within the Commission’s jurisdiction,
including, but not limited to, natural gas purchasers, sellers, shippers, transporters,
and gatherers.”

Recommendation 2—Allow an Independent Mediator by Agreement

To address some producers’ concetns that the Commission favors the
pipelines over producers, the Committee believes that the informal complaint-
resolution process should allow the patties to agree to employ and pay an
independent mediator. If the parties do not agree to use an independent mediatot,
the informal complaint-resolution process would be conducted using Commission
staff as the mediator.

This recommendation is expressed in paragraph (d)(4) of the proposed rule,
which provides that a mediator “may be either a Commission employee or a non-
Commission employee.” If the complainant and respondent desire a mediator who is
not 2 Commission employee, they must submit a written request to the Director of
the Gas Setvices Division by which they must agree to share all costs of mediation.
The proposed rule provides for the Commission to provide a “monitor” to act as a
technical advisor to the mediator when the mediator is not a Commission employee.



The Commission’s monitor, at the ditection of the mediator, may participate in the
mediation. The proposed rule further provides that a non-Commission-employee
mediator be given the same dutes and obligations as a Commission-employee
mediator, including the authority to compel the parties to provide information to the
mediator for use in the mediation.

Recommendation 3—Set-Out the Commission’s Policy and Publicize
the Process

Testimony from the workshops showed that some producers did not know
about the informal complaint process, while others were doubtful of its effectiveness,
concerned about perceived bias by the Commission, and worried about the cost of
participating in the informal complaint process. The Committee believes these issues
should be addressed in two ways. First, the Commission should publicize the
informal complaint process in a manner it believes will be effective to reach a
majority of natural gas producers. The Commission should endeavor to inform and
encoutage producers to use the informal complaint process, and encourage pipelines,
gatherers, and industry trade associations to promote the informal complaint process,
as an available, low-cost mechanism for resolving complaints regarding the
transportation, treatment, and sale of natural gas.

Second, the Commission should assure all natural gas purchasers, sellers,
shippers, transporters and gatherers that the Commission is committed to a process
that is fair, timely, and affordable. This second goal may be achieved in part by
including a clear policy statement in the informal complaint procedure rule. The
Committee proposes the following policy statement, which is included in the
Committee’s proposed rule, which is attached.

(1) It is the policy of the Commission to encourage the resolution and
expedient settlement of disputes regarding mnatural gas purchasers, sellers,
transporters and gatherers and to prevent discrimination among similarly situated
shippers and sellers as is prohibited by the Texas Natural Resources Code, Chapter
111, entitled “Common Catriers, Public Utilities, and Common Purchasers,” and
Texas Utilities Code, Title 3, Subtitle A, entitled “Gas Utility Regulatory Act, and
Subtitle B, entitled “Regulation Of Transportation' and Use,” and other matters of
dispute- subject to the Commission’s jutisdiction. This section is adopted in
furtherance of that policy.

(2) To accomplish the policy set out in this section, Commission
employees, acting putsuant to this section, will attempt to facilitate, encourage, and
promote resolution and settlement of disputes among natural gas purchasers, sellers,
shippers, transporters, gatherers, and other parties subject to the Commission’s
jurisdiction comnsistent with the public interest and without lengthy and potentially
expensive formal proceedings. The informal complaint procedure is intended to
establish a forum for communication with the goal of achieving mutually acceptable
compromise and resolution that is in the public interest.



Recommendation 4—Clatify the Non-Retaliation Provisions

The Committee agrees with the Commission’s concept to prohibit gatherers
and transporters from retaliating against producers who pursue an informal
complaint, but believe the retaliation provision should be broadened to include all
parties, as proposed in Recommendation 1 above. In addition, there are two other
points the Committee believes need clarification.

The Commission’s proposed rule suggested that, once an informal complaint
procedure was commenced, a natural gas gatherer or transporter could not
discontinue or deny setvice to a producet unless the mediator determined that one of
five listed exceptions applied (such as the insufficient capacity on the transporter’s
facility, or improper quality of gas, or because of environmental or safety concerns).
The Committee was concetned that requiring the mediator to make such a
determination before setvice could be discontinued was unworkable because of the
time lag between filing the informal complaint and obtaining the mediator’s decision.
If, for example, the gas is of improper quality or a safety issue is present, the gatherer
ot transporter is not in a position to wait for the mediator’s decision. Instead, in
those circumstances, the gatherer or transporter must take immediate action.

By recommending this change, which is included in the Committee’s proposed
rule, it is not the Committee’s intention to encourage or facilitate retaliatory actions
by putchasers, transporters, or gatherers. The Committee’s opinion is that the
Director of the Gas Services Division should commence an enforcement action—as
the Director is allowed to do under paragraph (d)(9)—any time a purchaser,
transporter, or gatherer retaliates against a shipper or seller for commencing an
informal complaint procedure.

The other point at which the Committee has differed slightly from the
Commission’s proposed rule has to do with the exception allowing the
purchaser/gatherer/transporter to discontinue or deny setvice if the natutal gas does
not meet the quality specifications of the purchaser, transporter, gatherer, or
downstream processors, pipelines ot customers. The Committee feared that the
Commission’s formulation might allow disctimination. Consequently, the Committee
suggests the following proviso, indicated by the underlined text below:

@ A transporter or Gas Purchaser shall not discontinue or deny
service to a Shipper or Seller during the pendency of an informal complaint
resolution proceeding in which both are participants unless one of the following
reasons applies for discontinuing service:

* % %



(B) the natural gas does not meet the quality specifications of the
gatherer, purchaser or downstream processors, pipelines or customers; unless the
natural gas is flowing under an agreement and at the impending termination of that
agreement there is sufficient capacity and Transporter is blending out of spec gas for
other shippers in the area, and the acceptance of such volumes from Shipper will
not jeopardize downstream market deliverability of the gas, then Transporter shall
continue to take the gas until the conclusion of the Informal Complaint Process,
chatging blending fees applicable to similarly situated shippers;

Recommendation 5—Give the Commission Enforcement Power

The Committee believes that the Legislature should give the Commission
authority to enforce its statutory duty to prevent discrimination in natural gas
gathering and transportation, to enforce the requitement that parties participate in the
informal complaint process, and to punish purchasers, transporters, and gatherers for
retaliating against shippers and sellers. Cutrently, the Commission’s authority in
regard to these matters is limited. A draft statute giving the Commission the
proposed enforcement authority is provided below.

§ . ADMINISTRATIVE PENALTY. (a) The commission may impose an
administrative penalty against a purchaser, transporter, or gatherer of natural gas
who is found by the commission to have:

(1) violated the commission’s natural gas standards and code of
conduct, as provided in § 7.7001 of Title 16 of the Texas Administrative Code; or

(2) unreasonably discriminated against a seller of natural gas in the
purchase of natural gas from such seller; or

(3) tetaliated against a shipper or seller of natural gas for the
shipper or seller having pursued at the commission a formal or informal complaint
against the purchaser, transporter, or gatherer related to the purchaser, transporter,
or gatherer’s provision of natural gas transportation services or the purchase of
natural gas. :

(b) The commission may impose an administrative penalty against a
putchaser, transporter, gatherer, shipper or seller of natural gas who is a party to an
informal complaint resolution proceeding conducted pursuant to § 2.001 (proposed)
of Title 16 of the Texas Administrative Code and found by the commission to have:

(1) failed to participate in the informal complaint resolution
proceeding; or

(2) failed to provide information requested by a mediator in the
informal complaint resolution proceeding.

(c) The penalty for a violation may be in an amount not to exceed $5,000.
Each day a violation continues or occurs is a separate violation for purposes of
imposing a penalty.

In regard to patagraph (a)(2), the Committee has recommended that the
informal complaint process be broadened to include purchasers and sellers.
Paragraph (2)(2) is included in this proposed penalty statute to make the
administrative penalty provision parallel with the Committee’s recommended changes
to the informal complaint procedute. The Committee, however, is aware that
unreasonable discrimination is not currently defined in the Commission’s code of



conduct or otherwise. Consequently, the Committee believes that the Commission
will be requited to define unreasonable disctimination in the purchaser/seller context
in order for the Committee’s recommendations to be fully effective.



TRANSPARENCY

The Commission’s Charge

The Commission’s charge to the Committee asks if additional transparency is
needed in the Texas natural gas pipeline industry to better foster viable market
competiion. As part of this question, the Commission asks the Committee to
consider:

a. How much transparency is needed? (e.g., full mandatory public
disclosure of contractual terms and conditions; mandatory filing of
contracts with the Commission with limited public disclosure or with
public disclosute upon mutual agreement of the parties; mandatory
electronic posting of terms and conditions by shippers on their
websites or on the Commission website; etc.)

b. What specific items should be made public and how should they be
made public? Should the Commission revise its tariff information rule
to require filing of additional information?

c. Are there othet matket-based solutions that serve to provide the same
effect as total transparency?

In response to these questions, the Committee recommends that the informal
complaint procedure be strengthened to provide additional transpatency in that
ptocess, that market participants be educated about the information cutrently
available from the Commission and the Comptroller of Public Accounts, and that the
Legislature be asked to prohibit gatherers and transporters from requiting
confidentiality in future contracts so that producers may freely share information
among themselves.

Background
Transparency and the Code of Conduct

In May 1997, the Commission published a proposed administrative rule
“relating to natural gas transportation standards and code of conduct.” See 22 TEX.
REG. 4134 (May 13, 1997). In its preamble to the proposed rule, the Commission
explained—

The commission first began discussing a code of conduct in early 1996 to
develop standards by which a gas gatherer or transporter must conduct business
relative to any affiliated companies, adding information disclosure as a second step.
The August 1996 decision by the D.C. Circuit Court of Appeals in Conoco, Inc. v.
FERC, Number 94-1724, provided further impetus regarding the need for a



rulemaking to govern interstate gathering and transportation of natural gas. The
court upheld the Federal Energy Regulatory Commission’s disclaimer of jurisdiction
over the divested gathering facilities of interstate pipelines, leaving the state
regulatory agencies as the institutions charged with protecting against unfair conduct
by gatherers. Consequently, this commission has begun, through various methods,
to collect relevant information on gas gathering for the purpose of identifying,
preventing, and remedying unlawful discrimination. ... The results of these efforts
have led the commission to conclude that the potential for discriminatory gathering
practices exists, and that a system for timely information disclosure is needed to
provide the public and the commission with the information necessary for making
clear determinations of undue discrimination or the lack thereof.

An information disclosure system is also fundamental for participants in all
segments of the natural gas industry to compete fairly in a market-based
envitonment. Information transparency is necessary for the existence of a
competitive environment, and at present, the timely basic information regarding
gatheting and transportation rates is unavailable, not only to. the commission, but
also to industry members needing these types of services.

In August 1997, the Commission adopted a rule “concerning natural gas
transportation standards and code of conduct, with changes to the proposed text as
published in the May 13, 1997, issue of the Texus Register.” See 22 TEX. REG. 8617
(August 29, 1997). At the time it adopted the rule, the Commission explained that
“commentets challenged the need for industry-wide information disclosure
argu[ing] that the mandatory information disclosure provisions in the proposed rule
would be unduly costly and would impose a level of regulation that would yield little
benefit, if any. Some further contended that the information disclosure provisions
would actually result in a non-competitive environment in which transporters would
offer fewer options in order to avoid the information disclosure obligation in the
proposed rule.” Consequently, the Commission determined that the information
disclosure requitements in the proposed rule were “not warranted” and “in the
adopted rule, the commission has eliminated the information disclosure
requitements.”  The current Code of Conduct does not require information
disclosure. See 16 TEX. ADMIN. CODE §§ 7.7001, 7.115.

Information Gathered at the Workshops and the Rulemaking Request

Among the complaints raised by participants at the Commission’s seven
wotkshops were complaints about contract terms and conditions and transparency.
At the conclusion of the meeting, the Commission’s staff prepared a summary of the
comments received at the workshops (which ate not presented verbatim) on these
issues.

1. Some producers who appeared at the workshops expressed their belief
that the gatherers and transporters’ contracts include onerous pricing
terms.



2. Some producers alleged that gatherers and transporters charge
unnecessaty fees with no supporting documentation for metering,
compression, dehydration, and lost and unaccounted-for gas, etc. and
that contracts are renegotiated with less favorable terms simply because
pipeline ownership changes. '

3. Some producers testified that standard contract provisions restrict
information exchange or require producers to waive the ability to seek
Commission relief or legal resolution of their complaints.

4. Some producer witnesses also testified that, because of the lack of
transparency, there is no way for producers to determine if their
particular contract terms and conditions are reasonable and that the
current tariff information filed with the Commission is inadequate
because much of the information is kept confidential by the
Commission.

5. Some witnesses testifying on behalf of the pipelines asserted that the
pipelines are faced with rising costs from pipeline safety,
environmental, and other state and federal regulations.

Additionally, in eatly 2006, a petition for rulemaking was filed with the
Commission asking the Commission to promulgate a rule requiting disclosure of all
contract terms related to the gathering and transporting of natural in Texas. The
Commission declined to engage in rulemaking. Instead, it has sought the advice of
the Committee.

The Committee’s Analysis

With both the decade-long debate and the workshop testimony in mind, the
Committee engaged its own debate about “transparency” in the natural gas market.
Reaching a consensus on the main question proved to be as difficult for the
Committee as it has been for the Commission and market participants.

In evaluating this issue, the Committee learned that there is a significant
amount of information currently available to market participants. Commission staff
demonstrated the availability of information accessible through the Commission’s
website on natural gas wells and pipelines. The Commission’s website appears to be
a uset-friendly, interactive system that allows the user to view gas, oil and pipeline
data, including data about the location, size, and ownership of pipelines. This data
can be cross-referenced with severance tax records available from the Comptroller’s
office to give a meaningful amount of information about specific wells. This publicly
available information, however, does not provide a complete picture. It is not
possible to tell from publicly available information the rates being charged for
gathering, treating, compressing, processing, or transporting natural gas produced
from a specific well, or the charges for connectmg with a particular pipeline at a
patticular location.
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Several Committee members expressed the view that “full transparency”
would be detrimental to the market. Several members articulated that view as
follows—

The current gas market is a robust competitive market with an appropriate
level of transparency.  Complete transparency of contract information is
unnecessary given the public information available to market participants, and
significant harm will occur if transparency is increased significantly beyond existing
levels. Transparency of contract information will damage the gas market for a
number of reasons including: (i) transporters of gas will know what fees are being
charged by their competitors and could increase rather than lower fees; (if) complete
transparency of contract information could lower prices being paid to producers
once the lowest price paid in an area is made public; (iif) complete transparency will
drive more standardization in contract terms making the industry less responsive
particularly in light of the varied nature of gathering and transportation contracts
and the need to be creative in negotiating specific terms to meet the requests of each
producer/shippet; (iv) complete transparency will drive standardized pricing and
create subsidies as production which could otherwise get a higher price gets a
standard price while production which would otherwise get a lower price gets a
standard price; (v) consumers on disttibution systems that pay regulated cost of
service rates may face higher costs due to the loss of industrial loads which carry
some of the burden of costs on those systems; and (vi) complete transparency may
disadvantage some producers in competing with other producers for acreage.

In addition, concerns exist about creating an uneven playing field if less-
than-complete transparency exists between various matket segments and
competitors within a market segment, as well as with imposing burdens (eg,
administrative, electronic bulletin boards, tariff filings, es) on all market participants
when the informal complaint process gives the Commission authority to address
discrimination on a case-specific basis. The Commission should first adopt a more
conservative approach given the existing availability of information identified by the
Committee and the proposed changes to the informal complaint process.

Conversely, some members of the Committee expressed the view that, in
otder for the market to function propetly, complete information about rates charged
for gathering, treating, compressing, processing, and transporting natural gas must be
available to market participants. As one Committee member expressed it—

The proposed improvements made to the Informal Complaint Process
represent incremental progress by those who wish to avail themselves of the existing
complaint-based system. Many feel, however, that true and meaningful progress will
not occur until the natural gas marketplace in Texas is made more transparent for
the benefit of all stakeholders. Under the current regulatory approach, timely basic
information is unavailable to producers, royalty owners, and working interest
owners seeking a level of detail that can be employed to confirm that they are being
treated fairly. It is the position of many independent producers, working interest
owners, and royalty owners that the lack of available significant information
regarding the basis upon which their gas price is paid is the single greatest hindrance
to their ability to make reasonable decisions concerning prospect generation and gas
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sales arrangements. These parties believe that a meaningful level of transparency
regarding price basis and fees will do more to encourage competition and cutb
discrimination in the natural gas sales and gathering marketplace than any other item
being discussed with regard to this issue and that competition in a marketplace
cannot be measured where information being kept confidential only protects buyers
from each other at the expense of the suppliers and consumers.

Cleatly, the Committee could see that a great deal of information is currently
available, but that all information that might be desired is not available. Given the
limitations of time and resources, the Committee could not ascertain with any
certainty the extent to which the majority of market participants’ desire transparency.
All that the Committee could ascertain with certainty was: Some producers have
publicly objected in the past to disclosute of their contracts while others have
demanded full transparency; divergent views were expressed at the workshops about
the need for greater transpatency; and there are divergent views within the
Committee about whethetr more transparency is necessary and if so, how best to
achieve it without adversely affecting the gas industry.

Recommendations

Texas is the largest producer of gas in the United States and plays a critical
role in meeting the enetgy needs of the state and nation. Texas has historically
engaged in a market-based approach to regulation which has allowed the industry to
remain responsive to meeting the needs of local and national energy markets as
evidenced by the recent increase in the number of drilling permits, well completions,
production, and pipeline construction in Texas. In many areas, the Commission has
relied on agreement of the parties in lieu of cost-based rates and regulation to
maintain a responsive and competitive natural gas industry in Texas. The Committee
suppotts a market-based approach as the best way to maintain a responsive and
competitive gas industry and has tried to make targeted changes based on the specific
issues raised in the seven Commission wotkshops. The Committee is conscious of its
obligation to avoid recommending changes that could have unforeseen or unintended
consequences on the competitive gas gathering and transportation matket that
currently exists in many parts of Texas.

Recommendation 1—Strengthen the Informal Complaint Process

The Committee has recommended enhancements to the informal complaint
process that provide for additional transparency. The enhancements to the informal
complaint process requite mandatory participation and full access to contract
information and any other matetials requested by the Commission after a complaint
is filed. The Committee believes these enhancements will improve the level of
transparency in cases where a party believes it has been treated in a discriminatory
manner.
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Recommendation 2—Education

A great deal of useful information is already available, but the availability is not
generally known and the soutces are not fully utilized within the industry. The
Committee recommends the Commission and industry trade associations work
together to educate industry participants on the current availability of information.

Recommendation 3—Confidentiality in Future Contracts

The Committee recommends that the Legislature provide producers have the
opton of not having a confidentiality provision in future sales, gathering, and
transportation contracts. This will allow producers and their trade associations to
freely compare fees and services. The Committee believes that the Legislature cannot
lawfully apply this requitement to existing contracts containing confidentiality
provisions. Consequently, the Committee recommends that any such statute be
prospective in its application, applying only to new contracts.

The Committee discussed whether the requirement should be mandatory in all
new contracts or whether producers should have the option to maintain confidential
treatment of their contracts. The Committee recommends that confidentiality be
allowed to the extent producers consent to the inclusion of confidentiality in any new
contracts. This approach allows producers to determine the level of transparency
they desite, but gives them the opportunity to review information with other like-
minded producers. Additionally, it avoids putting administrative burdens on the
Commission or other industry participants.
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REACH OF POLICY CHANGES

The Commission’s Charge

The Commission’s charge to the Committee asks: “What transporters should
be affected by any change in policy or law?” The Commission specifically inquires
whether the changes in policy or laws recommended by the Committee should cover
traditional gatherers and transporters that perform services for a fee, marketers, and
producer-owned systems.  The Commission further inquires whether “all
gathering/transport systems [should] be open access and be required to provide
service for any shipperr”

Recommendations

The Committee has attempted to answer these questions while addressing
other issues presented in the Commission’s charge to the Committee. As is
discussed in the section addressing the Informal Complaint Process, the Committee
believes the rule codifying that process should specifically apply to purchasers,
gatherers, transporters, sellers and shippers. The rule proposed by the Committee is
broadly worded to cover any complaint falling within the Commission’s jurisdiction.

In the section addressing Transparency, the recommendation that the
Legislature enact a statute providing that gatherers and transporters cannot require
confidentiality clauses in contracts touches regulated utilities as well as unregulated
non-utilities.

Finally, in the section addressing Gathering & Transportation Fees, the

Committee specifically recommends against expansion of the current scope of open
access.
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MARGINAL WELLS

The Commission’s Charge

The Commission’s charge to the Committee notes that “[m]arginal gas well
production ... is important to the State of Texas” and asks:

a.  Should these wells be given special gathering/transportation and other
consideration to make them mote economically viable?

b. In underserved regions whete need is determined, would alternative
market-based solutions ot tax incentives provide for a more
competitive environment.

As is discussed below, the Committee concluded that marginal wells are
economically important to the State and Nation and that there is value in keeping
marginal gas wells producing for the longest possible time to allow the development
of new technologies that often increase production from marginal wells. The
Committee, however, did not conclude that these wells should be given special
consideration other than to continue the existing severance and franchise tax
abatement for marginal natural gas wells.

The Importance of Marginal Production

“A producing oil or natural gas well is considered to be ‘marginal’ if it is
producing at such a rate that it is at the limit or margin of profitability. ~Obviously,
this rate vaties and is dependent upon many factors including: operating costs,
product prices, tax tates, debt setvice, environmental costs, and plugging and
abandonment liabilities to list just a few.”! Despite the fact that marginal profitability
varies from well to well and from time to time, both the Interstate Oil and Gas
Compact Commission (IOGCC) and the Commission have a specific definition of
matrginal or stripper wells. Both define marginal or stripper wells as producing no
more than 60 Mcf per day of natural gas.?

Using the IOGCC and Commission’s definition, 36,946 (34.9%) of Texas’s
105,827 total natural gas wells wete classified as marginal wells in the fourth quarter
of 2005. This calculation of the number of marginal wells is probably low because

! Duda, Covatch, Remson & Wang, PROJECTIONS OF MARGINAL WELLS AND THEIR CONTRIBUTIONS TO OIL
AND NATURAL GAS SUPPLIES at 1 (Doc. # SPE 98014, Sept. 2005) (presented at the 2005 Society of
Professional Engineers Eastern Regional Meeting, September 14-16, 2005) (hereafter, “PROJECTIONS OF
MARGINAL WELLS”).

2 House Bill 3, passed by the 79 Legislature in its Third Called Session, gives a franchise tax
abatement for gas wells whose production averages less than 250 mcf a day over a 90-day period.
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30,901 wells did not report any production in the fourth quarter. Many of those wells
likely belong in the marginal category. Thus, a total of 67,847 (64.1%) of the natural
gas wells in Texas probably qualify as “marginal wells.” Texas’s marginal wells
produced a total of about 77 Bcf of gas during the final three months of 2005, while
all Texas natural gas production totaled 1.3 Tcf during that same period. Thus, the
marginal wells (64.1% of all natural gas wells) conttibuted only 6% of the natural gas
produced in Texas during the fourth quarter of 2005. For the year, marginal gas wells
produced 371 Bcef (7.1%) of Texas’s 5.2 Tcf of natural gas production.

If the average sales price at the wellhead of natural gas in Texas in 2005 was
$7.50 per Mcf? these marginal wells contributed almost $2.8 billion in direct
economic activity. According the Texas’s Comptroller of Public Accounts, each
dollar of direct economic benefit from the production of oil and gas results in a total
economic benefit to the State of almost six times the direct benefit. Consequently,
Texas’s marginal natural gas wells provide a total economic benefit to the State of
about $16.8 billion in 2005.

Additionally, the State collects a severance tax of 7.5% on the producer’s net
proceeds from sales of natural gas. Approximately 40% of the marginal wells were
exempt from the severance tax in fiscal year 2005, but the remaining 60% were not.
In fiscal year 2005 (which ended August 31, 2005), Texas collected $1.66 billion
through the severance tax on natural gas.* Assuming 222 Bcf (60% of the 371 Bcf)
of marginal-well production generated severance tax, Texas’s marginal gas wells
generated around $125 million in severance tax revenues for the State of Texas in
2005.

Thus, these “matginal” wells—while individually insignificant—are collectively
important. They provide a substantial economic benefit to the State and its citizens,
and contribute a meaningful amount of natural gas to the Nation’s energy supply.
There, however, is another important reason to keep these wells in production.
Marginal wells “serve as access to much of the remaining oil and natural gas
resources.” “To this day, the potential remains for advanced technologies to enhance
the recovery of crude oil and natural gas both residual and by-passed in discovered
reservoirs. If these wells are shut-in, and subsequently plugged and abandoned, it
becomes much more unlikely these remaining reserves will ever be produced due to
the significant costs associated with drilling, completing, and equipping new wells.”

% US  Energy Information Administration, Natural ~Gas  Navigator, available at
http://tonto.eia.doe.gov/dnav/ng/hist/n9190us3m.htm (giving national average monthly wellhead price for
2005 as follows: January-$5.52; February-$5.59; March-$5.98; April-$6.44; May-$6.02; June-$6.15; July-
$6.69; August-$7.68; September-$9.50; October-$10.97, November-$9.54 and December-$10.02); also
available from the Texas Comptroller of Public Accounts at
http://www.cpa.state.tx.us/ecodata/ecoind/ecoind4.html#natural.

See Comptroller of Public Accounts, Texas Revenue History by Source, available at
http://www.window.state.tx.us/taxbud/revenue.html.
3 PROJECTIONS OF MARGINAL WELLS at 1-2.
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In sum, the Committee agrees with the Commission’s conclusion that
“marginal gas well production is important to the State of Texas.

The Difficulty in Subsidizing Marginal Wells

It is undisputed that “not all gas is created equal” Differences in quality,
quantity and location affect the value of natural gas. Producers, gatherers and
transporters of natural gas face increasing costs as wells age and volumes decline.
Transporters and gatherers are faced with increasing costs related to pipeline safety
and envitonmental and other regulations. Additionally, end users of gas require a
specific volume of gas having a uniform and specific quality. The failure to deliver
the full amount of gas required, or the delivery of gas of a lesser quality, can have a
significant negative impact on an end user and exposes the transporter to significant
liability. Consequently, gatherers and transporters have an economic interest in
obtaining stable quantities of high-quality gas.

Marginal wells sometimes produce gas of inferior quality, at low pressure, and
in uneven quantities. Often, these wells require regular maintenance to ensure
production. Furthermore, many marginal wells have been in production for a
number of years and are served by gathering lines of the same age that require
maintenance or replacement. In most cases, treatment and compression of the gas is
necessary to ensure that it enters the pipeline under the appropriate pressure and
having the proper characteristics. The equipment used to treat and compress gas is
expensive, as is pipeline maintenance and replacement.

In the bundled environment that existed more than a decade ago, in which
pipelines were allowed to be merchants, higher volume wells essentially subsidized
matginal wells because transporters spread the costs of pipeline repair and
construction, and the costs of treatment and compzession, over their entire system.
Under today’s market-responsive regulatory framework, each well or group of wells
must stand on its own. Gatherers and transporters charge the producer for the cost
of maintaining or replacing the gathering lines associated with the particular well, and
the cost of treatment and compression of gas associated with the particular well. The
costs depend on the quantity and quality of the gas and the location of the well.

Producers appearing at the Commission’s workshops provided a significant
amount of testimony that some gatherers/transporters are gouging producers in
tegatd to their charges for gathering, compressing, treating and transporting their gas.
Many producers testified—correctly, the Committee believes—that the economic
realities of marginal wells give them no real alternative for moving their gas to market
than to continue to do business with their cutrent gatherer/transporter. In a nutshell,
these producers have little market power and are susceptible to being taken advantage
of by unscrupulous gatherers/transporters. Additionally, many producers appearing
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at the workshops either did not know about the informal complaint process, did not
believe it would be effective to address these problems, or were afraid of retaliation
by the gatherer/transporter if they pursued a complaint.

Recommendations

As noted above, the Committee is convinced that it is important to maintain
production from marginal gas wells for the longest petiod of time. A majority of the
Committee, however, is not convinced that government regulation is superior to the
self-regulation inherent in a free-market.

Continued production from marginal wells benefits society as a whole; not
necessarily other gas producers. Arguably, it is unfair to other gas producets to
spread the costs of gathering and transporting marginal-well gas across an entire
gathering or transportation system. The cost, instead, should be carried by society
generally. But there is no cleatly approptiate method for subsidizing marginal wells
given that no two wells are the same.

Recommendation 1—Continue Tax Abatements

The Legislature appeats to have recognized this predicament in the past.
Currently, Texas Tax Code § 201.059 provides for severance tax relief for marginal
wells. Section 201.059 defines a “qualifying low-producing well” as “a gas well whose
ptoduction duting a three-month petiod is no more than 90 mcf per day, excluding
gas flared pursuant to the rules of the commission.” It requires the Comptroller to
“certify the average taxable price of gas, adjusted to 2005 dollars, during the previous
three months based on various ptice indices available to producers, including prices
tepotted by Henry Hub, Houston Ship Channel, Mississippi Barge Transport, New
York Mercantile Exchange, or other spot ptices, as applicable.” It then sets up a
formula for severance tax abatement for low-producing wells if the price is at or
below a certain level. Under § 201.059, an operator of a qualifying low-producing
well is entitled to credit on the tax otherwise due on gas produced and saved from
that well duting a2 month of: 25 percent if the average taxable price of gas for the
ptevious three-month petiod is more than $3 per mcf but not more than $3.50 per
mcf; 50 percent if price of gas is more than $2.50 per mcf but not more than $3 per
mcf; and 100 percent if the price of gas for the previous three-month period is not
more than $2.50 pet mcf. Section 201.059 will expire on September 1, 2007, unless
extended by the Legislature. Additionally, House Bill 3, passed by the 79% Legislature
in its Third Called Session, provides that the franchise tax does not reach “total
revenue received from ... gas produced ... from ... a gas well designated by the
Railroad Commission of Texas ot similar authotity of another state whose production
averages less than 250 mcf a day over a 90-day period.”
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Based on the impottance of marginal wells detailed above, the Committee
suggests that Commission recommend to the Legislature that these franchise and
severance tax abatement provisions be extended indefinitely.

Recommendation 2—Enhance the Informal Complaint Procedure

The Committee has recommended a number of changes to the informal
complaint procedure. Because much of the producer feedback received at the seven
Commission workshops related to this matginal wells issue, the Committee is hopeful
that the changes recommended to the informal complaint process will alleviate
producers’ concerns about that process and that producers will use the informal
complaint process to obtain relief when a gatherer or transporter is perceived to be
taking advantage of the producer in regard to the rate charged for setvices.

Recommendation 3—FEducate Operators about the Ability to
Commingle Gas from Marginal Wells

A provision allowing the commingling of natural gas produced from marginal
wells already is in place. An explanation of the process and its exceptions is
contained in the Commission’s Statewide Rule 26(b). Under Rule 26(b) operators,
with the consent of the royalty interest owners, can aggregate marginal volumes of
gas at a common sepatation/treating facility and sell the gas through a single meter.
This process for aggregating and selling gas from marginal wells allows operators to
eliminate the expenses associated with having multiple meters. In addition, there is an
exception in Statewide Rule 27 to eliminate meters on marginal wells, identified in the
rule as 20 Mcf per day or less. The Committee believes that few operators know of
these provisions. The Committee therefore recommends that the Commission
undertake to educate market patticipants, including royalty owners, of the benefits of
commingling gas and eliminating metering requirements to extend the economic
viability of marginal wells, and that the Commission amend Statewide Rule 27 to
conform the marginal wells standard consistent with the Texas Tax Code § 201.059
definition of 90 Mcf/day.
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GATHERING & TRANSPORTATION FEES

The Commission’s Charge

The Commission’s charge to the Committee asks if the Commission should
exercise oversight regarding the types and categories of fees related to gas gathering
and transportaton. Should some pricing terms in gas gathering arrangements be
standardized?

The Committee’s Work

In consideting the Commission’s inquiry, the Committee viewed gathering and
transportation fees in the broader context of the entire midstream portion of the
natural gas value chain—from the producer’s wellhead through gathering, processing,
treating, transportation, storage and marketing. The Committee notes that the kind
and number of midstream operations and transactions vary substantially by specific
application and are conducted by many different parties. The transactions are often
unique, with each transaction being tailored to the specific application and to the
parties’ needs and market conditions existing when the transaction was negotiated.
Because of the complexity and vatiety in the different businesses involved in
midstream operations, and the cost and time consumed in the regulatory process, the
committee recommends that no additional regulations be imposed on the parties
doing business in the midstream portion of the energy sector at this time. In the
context of discussing the midstream portion of the natural gas value chain, the
specific decisions the Committee made were—

e Producer-owned systems that transport only the producet’s production, not
production by a third-party, should not be subject to additional regulation.

e A producer owned gathering system should not be required to transport
natural gas for a third-party.

e The ctiteria for becoming a gas utility, open-access pipeline, or common
carriers should not be expanded.

e Regulating pipelines or gatherers based on a cost of service and requiring
parties to file rate cases should be avoided. Rate cases ate costly, time
consuming, and do not encourage competition. A simple rate case can cost
over $300,000 and take months to complete. A complex case can cost
millions of dollars and take over a year to prosecute. This type of regulation
would not wotk efficiently in Texas’s competitive gathering and
transportation market.

e A heavily regulated envitronment is not workable because of the complexity
and uniqueness of gathering, processing and transportation transactions. A
lightly regulated market, on the other hand, allows for beneficial variations in
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the agreements between the market participants. For example, a producer
and pipeline may agree to higher fees in return for lower pressures or more
services. Or the parties may agree to a different fee than is charged to others
in return for capital investments by one of the parties.

e Regulation in general and the informal complaint process in particular should
not be used to abrogate the terms of an exiting contract while it is in force.

e Given the number and variety of parties involved in the natural gas value
chain, regulating one portion, such as gathering, could create the opportunity
for patties in other parts of the value chain to find a “loop hole” to improve
their position, thus negating the anticipated benefit of the regulation.

Recommendation

The one area in which the Committee believes additional statutory authority—
not regulation—will benefit the Commission’s oversight of the natural gas value
chain is in regard to the standard for setting rates when a formal complaint is filed.
Cuttently, in a formal proceeding, the Commission is required to set rates based on
cost of setvice. The cost-of-service methodology does not reflect the environment in
which gatherers and transporters conduct their business. These entities are market-
based businesses that simply do not keep books with cost-of-service regulation in
mind. Furthermore, whether a gatherer or transporter is unfairly discriminating
among similarly situated shippers is a market-based determination, not a cost-of-
service-based determination. The Committee believes that the Legislature should
give the Commission the ability to use either a cost-of-service method or a market-
based method for setting a rate in a formal rate proceeding. The Oklahoma statute
provides a model for a market-based methodology. It provides—

D. In determining and setting a fee or terms and conditions of service,
or both, ... the Commission shall determine a fee or terms and conditions of
setvice, ot both, which would result from arm’s-length bargaining in good faith in a
competitive market between persons of equal bargaining power and shall consider
all economically significant factors for gathering which it determines to be relevant
which may include, but are not limited to:

1. The fees and terms and conditions of service which such
gatherer receives from the complainant and other shippers for analogous levels of
service for gathering within an area the Commission determines to be relevant;

2. The fees charged and the terms and conditions of service
provided by other gatherers for gathering within an area the Commission
determines to be relevant;

3. The reasonable financial tisks of operating such a
gathering system;

4. The reasonable capital, operating and maintenance costs of
such a gathering system; and

5. Such other factors which the Commission determines to

be relevant.
Provided that neither such fee nor such terms and conditions of service
shall be computed on a utility rate of return basis and that gatherers shall not be
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regulated like public utilities in the setting of fees and terms and conditions of
service.

OKLA. STAT. ANN. § 52-24.5.
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OTHER STATES

The Commission’s Charge

The Commission’s charge to the Committee asks the Committee to study how
other states address discrimination issues relative to gas gathering and transportation
setvices and asks if their methods should be adopted in Texas.

Recommendation

The committee reviewed the statutes and rules pertaining to the complaint
process associated with natural gas gathering and transportation in Oklahoma,
Kansas, New Mexico, Arkansas and Louisiana. Of these states, Oklahoma and
Kansas are the most advanced in their complaint procedures. The procedures in
place in Oklahoma and proposed in Texas include conditions the Committee believes
are essential to a successful complaint process, including a requirement to disclose
pertinent information, confidentiality, speedy decisions, and prohibiting
disctimination duting the complaint petiod. Several states’ regulations include
specific fine and penalty provisions, which is consistent with the Committee’s
recommendation to clatify the Commissions’ enforcement capabilities.

The Commmittee believes that Texas’s informal complaint process, as proposed
by the Commission and enhanced by the Committee, is superior to the procedures in
place in other states. Like other states, Texas requires disclosure of pertinent
information, confidentiality, and speedy decisions; and it prohibits retaliation during
the complaint petiod. Texas’s procedure is better than other states’ procedures
because it covers gathering, processing, and transporting natural gas while other states
limit their procedure to gas gathering.

The one provision from another state that the Committee finds to be
advisable is the Oklahoma provision discussed above under Gathering &
Transportation Fees allowing the Oklahoma Corporation Commission to set rates
based on a market-based methodology.
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§2.001. Informal Complaint Procedure

(a) Scope and Jurisdiction. This section applies to any complaint within the Commission’s jurisdiction,
including, but not limited to, complaints about natural gas purchasing, selling, shipping, transportation, and
gathering practices. This section does not apply to matters arising under Texas Utilities Code, Chapter 103,
entitled “Jurisdiction and Powers of Municipality,” or initiated under Texas Utilities Code, Chapter 104,
Subchapter C, entitled “Rate Changes Proposed by Utility,” or Subchapter G, entitled “Interim Cost Recovery
and Rate Adjustment.”

(b) Definitions. The following words and terms, when used in this section, shall have the following
meanings, unless the context clearly indicates otherwise.

(1) Common purchaser--Has the same meaning as is given that term in Texas Natural
Resources Code, §111.081.

(2) Complainant--A person who submits a complaint to the Commission pursuant to this
section.

(3) Director--The Director of the Gas Services Division of the Railroad Commission of Texas
or the director’s delegate.

(4) Gatherer--A person providing gathering service for a fee for a third party.

(5) Gathering service--A-pipeline that collects gas and brings it to a common point(s).

(6) Informal complaint proceeding--The process set out in this section for addressing disputes
among entities within the Commission’s jurisdiction, including, but not limited to, natural gas purchasers,
sellers, shippers, transporters, and gatherers.

(7) Mediator--The individual who conducts an informal complaint resolution mediation .

(8) Monitor--The Commission employee appointed by the director to manage an informal
complaint proceeding and/or assist a non-Commission mediator in the management of an informal complaint

proceeding. A monitor may also be a mediator.
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(9) Natural gas purchaser--An entity that purchases natural gas.

(10) Natural gas seller—An entity that sells natural gas, includiﬁg, but not limited to, a
producer.

(11) Natural gas utility--Has the same meaning as is given that term in Texas Utilities Code,
§§101.003 and 121.001.

(12) Participant--A complainant, respondent, monitor, or mediator in an informal complaint-
proceeding.

(13) Person--A person includes an individual, corporation, partnership, joint venture, or other
legal entity of any kind.

(14) Respondent--A person who is the subject of a complaint submitted to the Commission
pursuant to this section.

(15) Shipper--Any person for which a transporter is currently providing, has provided, or has
pending a written request to provide transportation services.

(16) Similarly-situated shipper--Any shipper that seeks or receives transportation service under
the same or substantially the same, physical, regulatory, and economic conditions of service as any other shipper
of a transporter. In determining whether conditions of service are the same or substantially the same, the
Commission shall evaluate the significance of relevant conditions, including, but not limited to, the following:

(A) service requirements;

(B) location of facilities;

(C) receipt and delivery points;

(D) length of haul;

(E) quality of service (firm, interruptible, etc.);
(F) quantity;

(G) swing requirements;
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(H) credit worthiness;

(D) gas quality;

(J) pressure (including inlet or line pressure);

(K) duration of service;

(L) connect requirements; and

(M) conditions and circumstances existing at the time of agreement or negotiation.

(17) Transportation service--The receipt of a shipper’s natural gas at a point or points on a
transporter’s facilities and redelivery of a shipper’s natural gas by the transporter at another point or points on
the transporter’s facilities or on another person’s facilities, including exchange, backhaul, displacement, and
other methods of transportation.

(18) Transporter--A person providing transportation service for a fee for a third party .

(c) Policy.

(1) It is the policy of the Commission to encourage the resolution and expedient settlement of
disputes regarding natural gas purchasers, sellers, transporters and gatherers and to prevent discrimination
among similarly situated shippers and sellers as is prohibited by the Texas Natural Resources Code, Chapter
111, entitled “Common Carriers, Public Utilities, and Common Purchasers,” and Texas Utilities Code, Title 3,
Subtitle A, entitled “Gas Utility Regulatory Act, and Subtitle B, entitled “Regulation Of Transportation and
Use,” and other matters of dispute subject to the Commission’s jurisdiction. This section is adopted in
furtherance of that policy.

(2) To accomplish the policy set out in this section, Commission employees, acting pursuant to
this section, will attempt to facilitate, encourage, and promote resolution and settlement of disputes among
natural gas purchasers, sellers, shippers, transporters, gatherers, and other parties subject to the Commission’s
jurisdiction consistent with the public interest and without lengthy and potentially expensive formal

proceedings. The informal complaint procedure is intended to establish a forum for communication with the
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goal of achieving mutually acceptable compromise and resolution that is in the public interest.
(d) General requirements and limitations.

(1) The Commission will not process anonymous complaints under this section.

(2) The communications, records, conduct, and demeanor of the participants in each informal
complaint proceedings are confidential and handled in accordance with Texas Government Code, §2009.054,
entitled “Confidentiality of Certain Records and Communications.”

(3) A mediator shall have completed forty (40) hours of Texas mediation training that meets the
standards of the Texas Alternative Dispute Resolution Procedures Act, and must follow the ethical guidelines
for mediators adopted by the Alternative Dispute Resolution Section of the State Bar of Texas.

(4) A mediator may be either a Commission employee or a non-Commission employee. If the
complainant and respondent submit a written request to the director agreeing to share all costs of mediation, they
may retain a non-Commission employee to conduct the mediation. If the complainant and respondent are
unable to agree on whether to engage a non-Commission employee as the mediator, or in the absence of a
request for a non-Commission employee mediator, the director shall appoint a Commission employee to conduct
the mediation. If the mediator is not a Commission employee, then the monitor will act as a technical advisor to
the non-Commission employee mediator and may, at the direction of the non-Commission employee mediator,
participate in the informal complaint proceeding. A non-Commission employee mediator shall have the same
duties and obligations of a commission employee mediatory and may, in his sole discretion, compel the
complainant and respondent to provide information pursuant to subsection (f)(9) of this section.

(5) Mediators and monitors shall not communicate with a Commission hearings examiner or
any Commissioner about any material or substantive aspect of a complaint or reply filed pursuant to this section.

(6) Each complainant and respondent in an informal complaint proceeding shall cooperate fully
in gathering and disclosing information requested by the mediator or monitor and shall participate in good faith

in all aspects of the informal complaint proceeding.
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(7) A natural gas purchaser, transporter, or gatherer shall not discontinue or deny service to a
shipper or seller during the pendency of an informal complaint proceeding in which both are participants unless
one of the following reasons applies for discontinuing service:

(A) there is insufficient capacity on the respective facility or facilities; provided,
however that the purchaser, transporter, or gatherer provide any partial capacity that maybe available from time
to time.

(B) the natural gas does not meet the quality specifications of the purchaser,
transporter, gatherer, or downstream processors, pipelines or customers; unless the natural gas is flowing under
an agreement and at the impending termination of that agreement there is sufficient capacity and out of spec gas
is being blended for other shippers or sellers in the area, and the acceptance of such volumes from shipper or
seller will not jeopardize downstream market deliverability of the gas, then the purchaser, transporter, or
gatherer shall continue to take the gas until the conclusion of the informal complaint process, charging blending
fees applicable to similarly situated shippers;

(C) continuing to take the natural gas would create a safety or environmental risk or

cause a violation of a safety or environmental regulation or permit or interfere with necessary maintenance and

repairs of facilities;

(D) there is no existing contractual agreement as to the price to be paid or fees charged
for the production during the pendency of the informal complaint process, ‘provided however, that the
production will be taken if the complainant and respondent agree that the price or fees will be determined at a
later date;

(E) for such good cause as the mediator may determine in the particular case.

(8) A transporter, gatherer, or purchaser shall not discriminate against a shipper or seller
because the shipper or seller has, in good faith:

(A) filed an informal complaint at the Commission;
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(B) filed a formal complaint at the Commission;

(C) instituted or caused to be instituted at the Commission any enforcement proceeding
against a purchaser, transporter, or gatherer based on alleged violations of any rule or statute; or

(D) made inquiry to the Commission as to the facts or circumstances surrounding
operation of a purchaser’s, transporter’s, or gatherer’s system.

(9) The Commission may commence an enforcement action, initiated by the Director, for
failure by the complainant or the respondent to comply with all provisions of the informal complaint proceeding.
(e) Informal Complaint Process.
(1) An informal complaint proceeding is initiated by filing a complaint with the Commission
by:

(A) calling the Commission Helpline at (512) 463-7167. Commission staff will answer
calls to the Helpline from 8:00 a.m. to 5:00 p.m. on regular Commission business days. A voice mail system
will be in place to receive calls during non-business hours; or

(B) submitting a complaint in writing by:

(i) regular United States mail to the following address: Director, Gas Services
Division, P. O. Box 12967, Austin, Texas 78711-2967;
(ii) facsimile transmission (fax) to the following number: (512) 463-7962; or
(iii) internet submission by accessing the following URL:
http://www.rrc.state.tx.us/divisions/gs/mos/complaints/icp.hfml.
(2) Each complaint shall include the following information:"

(A) the name of the individual submitting the complaint;

(B) the complainant’s name, mailing address, telephone number, and, if applicable, e-
mail address and fax number;

(C) the respondent’s name, mailing address, telephone number, and if applicable, e-
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mail address and fax number;

(D) a factual description of the events that are the basis of the complaint, including the
onset or duration of such events;

(E) astatement of the current status of negotiations between the complainant and the
respondeht and a description of any actions the complainant has taken to resolve the dispute;

(F) a statement of the relief sought by complainant; and

(G) all supporting documentation,l unless the complaint is filed by telephone.

(3) The Director shall assign a complaint to a monitor, who shall promptly contact the
complainant to confirm receipt of the complaint and to obtain any additional relevant and supporting
documentation pertaining to the complaint. The monitor shall advise the complainant of its right to have the
complaint mediated by a commission employee or by a non-commission employee mediator. If the complainant
has submitted the complaint by telephone and wishes to pursue the matter, the monitor shall direct the
complainant to submit the complaint by e-mail, facsimile, or letter, along with supporting documentation.

(4) After the monitor determines that the complainant has provided all required information,
the monitor shall notify the respondent of the complaint by mailing to the respondent, via certified mail, return
receipt requested, a copy of the complaint and all supporting documentation. This notification shall include
notice to the respondent of its right to have the matter heard by a non-commission employee mediator pursuant
to the agreement of the parties. |

(5) The respondent shall reply in writing to both the monitor and the complainant within 14
calendar days from the date of the monitor’s notification letter. The respondent’s reply shall address the
substance of the complaint and either propose a solution or explain why the complaint is incorrect.

(6) The complainant and the respondent will be given 14 calendar days from the date of the
respondent’s reply to resolve the complaint without the participation of a mediator.

(7) If the complainant and the respondent have made a good faith attempt to resolve the
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complaint but have been unable to do so, the monitor shall determine within seven days after expiration of the
period allowed for informal resolution in paragraph (6) of this subsection whether the parties want the matter
referred to a Commission or non-Commission mediator and shall refer the matter back to the director.

(8) In the event the parties agree upon a non-commission employee mediator, then the monitor
shall notify the agreed upon mediator. In the event the parties desire to use a non-commission employee
mediator and are unable to agree upon the selection of a non-commission employee mediator, each party shall
each submit the name of its preferred mediator and the preferred mediators so designated shall choose a third
mediator who will preside over the process.

(9) In accordance with the procedure set forth in subsection (d)(4) of this section, the director
shall appoint a mediator within seven days after receipt of the information in paragraph (7) of this subsection.

(10) The mediator shall,

within 14 calendar days after the appointment provided in paragraph (8) of this
subsection, review all information received from the complainant and respondent. The mediator may request
additional information as the mediator deems necessary. At any time during an informal complaint procedure,
the mediator may request and review documents or information the mediator considers pertinent to the
complaint. The mediator shall furnish the complainant and respondent with a written summary of all relevant
documents and information reviewed. The mediator’s summary shall not disclose confidential information.

(10) The commission shall schedule a mediation meeting with the complainant and
respondent, which the mediator shall conduct, to occur within 14 calendar days after the date of the mediator’s
written summary.

The commission shall promptly notify the complainant and respondent of the date, time
and location of the meeting, which may be conducted at the headquarters of the Commission in Austin, Texas,
or in the Commission’s offices in the district in which the complaint arises, or at any other location by

agreement of the participants.
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(11) The complainant and respondent shall participate in the mediation meeting and undertake
in good faith to settle all issues raised in the complaint. The complainant and respondent shall make available
during the mediation meeting, in person, representatives who are empowered to make decisions on their behalf.

(12) If the mediation process does not result in a settlement of all issues during the period for
mediation provided herein, after completing the mediation, the mediator shall send a confidential memorandum
to the complainant and the respondent that states one or more of the following conclusions, based on the
information reviewed by the mediator. The mediator may conclude that:

(A) the complaint does not involve a violation of a Commission rule or statute;
(B) there are specific actions which, if taken by either the respondent or the complaint
or both, could result in resolution of the complaint; or
(C) aformal evidentiary hearing is warranted. Such a hearing may be:
(i) initiated by the Director of the Gas Services Division as a show cause
proceeding; or
(i) requested by either the complainant or the respondent.
(g) Internal Report. The director shall maintain an internal report of all complaints received.

(1) The report shall be circulated no less often than once every six months to the
Commissioners, the executive director, and the general counsel.

(2) The specific points of the participants’ discussions and any negotiated resolution shall not
be included in this internal report.

This agency hereby certifies that the proposal has been reviewed by legal counsel and found to be
within the agency’s authority to adopt.

Issued in Austin, Texas on , 2006.

Filed with the Office of the Secretary of State on , 2006.
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Mary Ross McDonald

Managing Director, Special Counsel
Office of General Counsel

Railroad Commission of Texas
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By: Armbrister S.B. No. 575

A BILL TO BE ENTITLED
AN ACT

relating to notice to a surface owner by an oil or gas well operator
of certain oil and gas operations.

BE IT ENACTED BY THE LEGISLATURE OF THE STATE OF TEXAS:

SECTION 1. Chapter 91, Natural Resources Code, is amended
by adding Subchapter P to read as follows:

SUBCHAPTER P. NOTICE OF OIL AND GAS OPERATIONS

Sec. 91.701. DEFINITION. In this subchapter, "surface

owner" means the first person who is shown on the appraisal roll of

the appraisal district established for the county in which a tract

of land is located as owning an interest in the surface estate of

the land at the time notice is required to be given under this

subchapter.
Sec. 91.702.  APPLICABILITY. This subchapter applies only

to the drilling of a new 0il or gas well or the reentry of a plugged

and abandoned 0il or gas well. This subchapter does not apply to:

(1) the plugging back, reworking, sidetracking, or

deepening of an existihg 0il or gas well that has not been plugged

and abandoned; or

(2) the use of an existing oil or gas well bore that

has not been plugged and abandoned to drill a horizontal oil or gas

well.

Sec. 91.703. NOTICE REQUIRED. (a) Not later than the

third day after the date the commission issues an 0il or gas well
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operator a permit to drill a new o0il or gas well or to reenter a

plugged and abandoned o0il or gas well, the operator shall give

written notice of the operator's intention to drill or reenter the

well to the surface owner of the tract of land on which the well is

located or is proposed to be located.

(b) An o0il or gas well operator is not required to give

notice under this subchapter to a surface owner if:

(1) the operator and the surféce owner have entered

into an agreement that contains alternative provisions regarding

the operator's obligation to give notice of 0il and gas operations;

or

(2) the surface owner has waived in writing the owner's

right to notice under this subchapter.

Sec. 91.704. ADDRESS FOR NOTICE. The notice must be given

to the surface owner at the surface owner's address as shown by the
records of the county tax assessor-collector at the time the notice

Sec. 91.705. RIGHTS OF - OWNER OF MINERAL ESTATE _NOT

AFFECTED. (a) This subchapter does not affect the status of any

rule of law to the effect that the mineral estate in land is

dominant over the surface estate.

(b) Failure to give notice as required by this subchapter

does not restrict, limit, work as a forfeiture of, or terminate any

existing or future right to develop the mineral estate in land.

SECTION 2. The change in law made by this Act applies only
to oil and gas operations for which a permit is issued on or after

October 1, 2005. 0il and gas operations for which a permit is
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issued before October 1, 2005, are gove-rned by the law as it existed
immediately before the effective date of this Act, and that law is
continued in effect for that purpose. A

SECTION 3. This Act takes effect September 1, 2005.
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Oil & Gas Exploration and Surface Ownership

Questions and concerns frequently arise when
owners of residential property in suburban and rural
areas discover that oil and gas operations are being
conducted in the vicinity. Although the Railroad
Commission generally lacks jurisdiction over these
issues, this short paper is intended to provide general
answers to some of the most common questions.

Mineral & Surface Estates

Under Texas law, land ownership includes two
distinct sets of rights, or “estates,” the surface estate and
the mineral estate. Initially, these two estates were
owned by the same person and they may continue to be
owned together by one person. However, in many areas
of Texas, especially those where there has been
extensive historical oil and gas development, it is
common for the mineral estate and surface estate to be
owned by different people. The division, or “severance,”
of the mineral estate and surface estate occurs when an
owner selis the surface and retains all or part of the
minerals (or, less commonly, an owner sells the minerals
and retains the surface). If an owner does not expressly
retain the minerals when selling the surface, the mineral
estate he owns automatically is included in the sale.

Dominance of Mineral Estate

Regardless of whether the mineral estate and
surface estate are held by one owner or have been
severed, Texas law holds that the mineral estate is
dominant. This means that the owner of the mineral
estate has the right to freely use the surface estate to
the extent reasonably necessary for the exploration,
development, and production of the oil and gas under
the property. This right to freely use the surface estate
for the benefit of the mineral estate may be exercised by
a company or individual that has taken a mineral lease
from the actual owner of the mineral estate. The
company that takes a lease and actually operates the
property is frequently referred to as the “lessee” and the
mineral interest owner who granted the lease is the
“lessor.”

Lessee’s have broad rights to use the surface for the
purpose of exploring for and producing oil and gas.
These rights include the right to conduct seismic tests,
drill wells at locations they select, to enter and exit well
sites and other facilities, to build, maintain, and use
roads for access to and from well sites and facilities, to
build and use pipelines to serve wells and facilities on
the property, to use surface and subsurface water on the
leased premises for drilling and production operations,

and to drill and operate injection wells to enhance lease
recovery and dispose of lease-produced water.

With the limited exceptions discussed below, the
lessee has the right to conduct the activities set out
above and otherwise reasonably use the surface without
getting permission from the surface owner and without
restoring the surface or paying for any non-negligent
damages it causes. However, if a lessee’s use of the
surface is found to be negligent, unreasonable, or
excessive, the lessee may be liable to pay damages to
the surface owner for the resulting injury.

Exceptions and Limitations

The general rules regarding free use of the
surface to benefit the mineral estate may be changed by
the specific terms of the mineral lease covering the
property or of the deed that severed the mineral estate
from the surface estate. In addition, many cities have
municipal ordinances restricting oil and gas activities on
property within city jurisdiction. The rights of the lessee
may also be limited by the “accommodation doctrine.”
This legal doctrine applies in limited circumstances to
require the lessee to modify its operations to accom-
modate an existing surface use when reasonable
alternatives are available. In specific circumstances in
counties in or near large metropolitan areas developers
can impose restrictions on drilling and operations sites
by creation of a qualified subdivision as provided by
Chapter 92 of the Texas Natural Resources Code.

Control by Surface Owner

The best method of controlling oil and gas
development by a surface owner is the purchase of all or
a significant portion of an undivided interest in the
mineral estate. This allows the surface owner to control
the timing and terms of any future leases. However,
purchase of the mineral estate is not always possibie or
practical. In the alternative, although under no
obligation to do so, a mineral interest owner may be
willing to agree to include surface use and surface
damages clauses in future leases.

If the mineral estate is already under lease, the
surface owner may wish to contact the lessee company
to attempt to negotiate an agreement restricting use of
the surface or agreeing to set damages for surface use.
Although there is no legal requirement to do so, a lessee
may be willing to enter into a reasonable surface
use/damages agreement to avoid potential disputes.

This paper is provided for general information purposes only as a service by the Railroad Commission of
Texas. It is not legal advice and is not a substitute for legal advice. For specific questions and situations, it
is strongly recommended that you consult with an experienced oil and gas or real estate attorney.

G:\wp\ckl\mmo\internal\SurfaceOwnerinfo.doc
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Texas Commission on Environmental Quality Page 1

Chapter 114 - Control of Air Pollution from Motor Vehicles

SUBCHAPTER H: LOW EMISSION FUELS
DIVISION 1: GASOLINE VOLATILITY
- §§114.301, 114.304 - 114.307, 114.309
Effective October 4, 2001

§114.301; Control Requirements for Reid Vapor Pressure.

(a) In the counties listed in §114.309 of this title (relating to Affected Counties), no person
shall sell, offer for sale, supply, offer for supply, dispense, transfer, allow the transfer, place, store, or
hold in any stationary tank, reservoir, or other container any gasoline with a Reid vapor pressure
greater than 7.8 pounds per square inch, on a per gallon basis, which may ultimately be used to power a
gasoline engine in the affected counties according to the schedule in subsection (b) of this section.

(b) Beginning May 1, 2000, all adjustments in the operation of affected facilities and all
transfers or alterations of gasoline not meeting the requirements of this section must be completed as
necessary to conform with the provisions of subsection (a) of this section during the following periods

of each calendar year:

(1) June 1 through October 1 of each year for gasoline dispensing facilities; and
(2) May 1 through October 1 of each year for all other affected facilities.

~ (c) No producer shall the increase the use of methyl-tertiary-butyl-ether in gasoline on an
average per gallon basis during the period of May 1 through October 1 of any calendar year over that
used in the period May 1 through October 1, 1998 to conform with subsection (a) of this section.

Adopted April 5, 2000 Effective April 27, 2000

§114.304. Registration of Gasoline Producers and Importers.

Each producer and importer that, as of May 1, 2000, sells, offers for sale, supplies, or offers
for supply from its production facility or import facility gasoline to counties listed in §114.309 of this
title (relating to Affected Counties) shall register with the executive director, or his designated
representative, by July 1, 2000. Beginning July 1, 2000, gasoline producers and importers that are not
supplying gasoline to the affected counties as of May 1, 2000, shall register within 30 days after the
first date that such person will produce or import gasoline intended to be sold, offered for sale,
supplied, or offered for supply from its production or import facility to counties listed in §114.309 of
this title. Registration shall be on forms prescribed by the executive director, or his <ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>