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Introduction

1. 
Comes now, Robert E. Burt, dba Bobburt, to provide comment on the subject "Natural Gas Supply And Infrastructure Assessment" (Report) and its related Workshop, conducted January 24, 2003. None of my clients wanted to support the effort necessary to compile these Comments, so, as a sort of professional dues payment, I present them as my own, to be evaluated as the product of a broadly educated, reasonably intelligent, engineer-consultant who has assiduously followed the California energy scene since 1965. To avoid carping on terminology, let us point out that a forecast which assumes a great deal of future action (even by others) is, de facto, a plan. Italics are used hereafter for emphasis.

2. 
There is an old Yiddish saying, reasonably translated as, "Man plans and God laughs." The rest of us can learn from this wry digest of 5000 years’ experience. When we plan, we should be appropriately humble and not have great expectations. 

3. 
Turning to the Report, it is apparent from its contents and from the questions that were appended to the Workshop Agenda, that those who wrote it were appropriately humble. It is also apparent from its contents that the compilers are a very intelligent, competent and diligent group. In fact, I sincerely admire their grasp of the technical aspects of the gas business. Still, as I study the Report, I believe that God is hilarious. 

4. 
The core of this over-simple summary analysis comes primarily from what I believe to be a panoply of inappropriate assumptions, both stated and unstated. These Comments will concentrate upon such matters. I do not believe that there are serious technical flaws in the Report. Many of the following comments may seem to cast me in the role of Cassandra. I can only say that my normal outlook, during a very active 82-year life, has always been highly optimistic about the US future. But the facts of our immediate outlook force a different near- term view.

I. Terror Will Affect Us

5. 
I believe that the Report makes much too optimistic implied assumptions about the role of terror in our immediate future. Most Americans seem to casually assume that we will soon win the War on Terror. It does seem reasonable to believe that, within a few years, it will be clear to all nations that sponsorship of terror is an extremely dangerous game. But note that the largest current funder of Wahabbi Islam (the spiritual home of most jihad action against us) is Saudi Arabia. So there is an excellent prospect for some serious spiking of oil prices sometime in the period before 2012 while we resolve that problem. Such a spike is the equivalent of an external tax that places a very heavy burden on the US economy if it lasts very long. Further, the time is long past when gas will sell at a small fraction of its oil energy equivalent, so such a spike in world oil prices is likely to provide a similar spike in California gas prices.

6.
Even assuming that national sponsorship of terror is largely eliminated, we are not out of the woods. Note that the Irish Republican Army, with a recruitment base that is a trivial fraction of the size of that of the radical Islamics, managed to maintain a terror operation for more than seventy years without much outside sponsorship except Boston Irish bars. During the bulk of that time, its activities were sufficient to make Northern Ireland, its primary action area, an   economic basket case. The Muslim diaspora can seriously best the funding support of the Boston Irish.

7.
If there is a significant US-operating terror program, it will inevitably have a serious adverse effect upon energy, even if the effect is only economic. Like Amory Lovins, I hesitate to place in a public record a litany of how fragile is our energy infrastructure to terror. But it needs but a moment’s thought by anyone familiar with that infrastructure to recognize the problem. There is reason to hope that a US-acting terror operation will not recognize this potential. Simple hope is not a good basis for assuming a welcome future development.
II.
Other Economic Assumptions Are Too Bland

8.
Economic history seems to appear to most economists as a mere prelude to a triumphal present, where all (or nearly all) economic problems have good theoretical solutions and the only problem is to persuade myopic decision makers to follow them. Without saying so, the Report seems to assume a benign economic future that resembles our average post-War experience. It is one of the failings of the economic profession that their forecasts usually assume continuation of the recent past, usually with some improvement, since the very long-term trend certainly is up. Other financial commentators tend to follow the lead of the economists. It is a sad fact that it is almost a standing joke that economist’s forecasts are uniformly wrong, usually because   the economy is constantly deviating from the mean.  

9.
The present is a particularly bad time to assume such a benign economic future. The economic history of Western civilization during its market-driven period has had several frenzied stock market booms  which then crashed (usually referred to as a ‘bubble’). Each bursting bubble has been followed by a lengthy period of recession. There is no reason to believe our recent bubble will have a different result. 

10.
The current objective measurements all point to such a conclusion. 


a) Proportionate debt accumulation is already higher than at the height reached by such accumulation after the 1929 crash (Barron’s, Jan. 20, 2003, p 16). This statement only refers to our hard debt and ignores the enormous unfunded  liabilities of our pension and health plans, public and private. Such liabilities scarcely existed in 1929. By the most reasonable actuarial estimate, these liabilities greatly exceed the hard debt. They may not cause problems before the Report’s 2012 time horizon, but that is unlikely. We can be certain that the accumulated hard debt will cause serious problems.


b) The current stock values, in relation to profits, book value and cash flow, all greatly exceed past norms. This leads to the reasonable assumption that our stock market will continue to fall, causing a reverse ‘wealth effect’ upon consumer spending. Consumers are now contemplating the disappearance of at least 7 trillion of assumed wealth. As that sum grows, its effect upon consumer saving and spending will greatly increase.


c) Current consumption in the US is supported by borrowing about  $1.5 billion each  day from foreigners. Foreigners now hold $9 trillion in US assets. While our stock market was rising, such added foreign investment in the US was attractive to them. With a falling market, that attraction is unlikely to continue. The mere stoppage of this inward flow (even without reversal) will have serious adverse effects on our economy. Among other things, it primarily funds our consumer spending. The only bright note here is that nearly all pundits agree that the dollar is soon going to go to seriously lower values in relation to other major world currencies. Such unanimous agreement is likely to be wrong and thus, the pressures created by our continuous borrowing may abate for a while and allow the dollar to go up.


d) The Index of Help Wanted Ads is now lower than any time since 1966. 


e)   We have created a large and growing US parasite class: tort lawyers. The costs they extract would be bad enough were they restricted to the enormous tribute we pay to them, which also funds political contributions that serve to protect them. But the cost is also serious in the inhibition of new enterprise; drag on existing enterprise and the widespread creation of an attitude among members of the public that ‘anything bad which happens to me must be somebody else’s fault and they should pay me.’


f) To avoid losing my reader, I will here cut short this litany of economic woes. Suffice it that there is reason to believe that the early years of the forecast period could see lower demand growth than expected and marginal prices will be under pressure. At the same time, government efforts to assist may cause residential and small commercial usage to continue to grow at expected rates, maintaining some pressure on physical gas supply.

III.  Available Capital May Be Risk-Averse; Support Cheap Fuel

11.
If, as is reasonable to expect, the initial years of the forecast period are subject to adverse economic conditions, then it is likely that such capital as may be available will be risk-averse. 


a)  A significant relevance of this to the Report is seen in the underlying GRI computer program’s economic assumptions. One of the most important is that, as increased pipeline capacity is needed, it will be built in time to meet demand. Adverse economic times equal low savings. So the capital pool may be smaller than implicitly assumed by the computer program. Further, such capital as is available, may be so risk averse as to demand highly assured pipeline flow-through in order to be committed. Such a situation does not guarantee that pipeline extensions will be built on time to meet all demands. We must also assume that environmentalist resistance to ‘growth inducing’ actions will not go away.


b)   An offsetting factor is that the adverse economy may cause overall growth in demand to be lower than projected. If regulators are forced to ration gas, it is likely that residential usage (direct and indirect) will receive priority. Even if the the bureaucratically burdensome process of actual rationing is avoided, we can anticipate de facto rationing by pricing intended to encourage direct and indirect residential usage and discourage other use. The most important indirect residential gas usage would be that necessary to generate electricity for the residential class.

12.
Adverse economic times could also work to ease gas supply problems by encouraging the future development of large coal-fueled electric generators. It needs only a reversal of a recent questionable National Monument declaration to make very large quantities of low  sulphur coal available in Southern Utah at costs that would be very attractive, compared to gas, even with rigorous environmental controls. Even in a capital-tight situation, the prospect of at least displacing some more expensive gas-driven electric supply would provide assurance of return on such investment.

IV. ‘Normal’ Hydro And Weather Patterns Are Not A Given

13.
Where is global warming when we need it? The whole Eastern portion of the US is now in the grip of one of the coldest winters in recent memory. Serious increases in demand have caused gas in storage to drop to historic lows. At this writing, the effect on gas prices has only moved them to the $5.60 area. It is worth noting that prices for future months do not recognize storage costs, but tend to be lower than the current months. Either speculators are sanguine about future supply/demand relations or producers are selling forward, or both. If the current weather situation lasts much longer, crisis buying will cause much higher short term prices. Many energy consultants are now attempting to establish ‘bona fides’ by publicly predicting just such crisis buying.

14.
It is worth noting that the current high prices for gas do not seem to stimulate the serious increase in drilling that past periods of such prices have created. It may be that drillers are now gun-shy because their last big expansion (in response to high prices 2001) was followed by a serious drop in spot prices. An adverse economy could easily cause just such a future effect.

15.
The weather situation in the Western US is the reverse of that in the East. The continued Pacific high which abets the cold flow to the Eastern US has caused a mild winter and less than average snowfall, especially in the Pacific North West.  Surplus hydro from that source is a very important normal supplement to California electric supply in the summer. Unless there is a significant change during the short remaining snow season up there, we face a drastic reduction in the imported hydro  which helps us meet summer electric demand. The only bright spot in this scene is the continuous decline in electric demand from the Pacific NorthWest aluminum industry.

16.
The prospect of higher national gas prices and a shortfall in summer hydro from the Pacific NorthWest brings back an uncomfortable memory of our last gas price spike. Even if all the circumstances which exacerbated the situation in 2000-2001 do not recur, it seems unlikely that ‘average’ gas prices will prevail in 2003.

17.
Nor is it reasonable to assume that the period between now and 2012 will be devoid of circumstances of various kinds which cause periodic upward pressure on gas prices. At the same time, downward pressure will come from a seriously lower level of economic activity, at least during the early years of the forecast period. It is quite possible that the median gas price during the whole forecast period will approximate that shown in the Chart on page 33 of the Report. But it is also likely that many possible effects in the later years will provide gas prices which average higher than indicated by the bland assumption of continuous ‘normal’ hydro and other weather and the implied assumption of a continued good economy.

V  Risk Assessment Must Consider That Many Unforeseen Events Will 

Tend To Be Unfavorable

18.
 I do not need to belabor this point, since the SERA Weatherwax paper (provided at the Workshop) provides 52 pages of chapter and verse on risk assessment for these essentially weather problems. I do not pretend to be familiar with the detailed mathematical methods of stating risk assessment, but that paper has the ring of authenticity. Most of the brief discussion at the Workshop on the subject of risk assessment tended to agree that future revisions of the Report should give greater attention to it. We agree. The most important purpose of these Comments is to caution that many of the risks most likely to arise during the forecast period could spoil the forecast and do not seem to be considered.

19.
Serious attention to risk assessment does not lend itself to forecasts which consist of nice neat tables of precise numbers usable in business plans. I have a vivid memory of the caution in the introductory remarks by a professor teaching reinforced concrete when (pun intended) he warned us about "the fallacy of spurious concreteness." He warned that he did not want to see us asserting, in a theoretical problem solving exercise, that a beam would hold 10.258 tons, when all our research knowledge about reinforced concrete and its placement only gives us a confidence of, at best, plus and minus 5%.

20.
Design engineers handle this sort of thing by use of a safety factor. For example, we would not allow a stress on that beam which theoretically would hold 10.258 tons to be in excess of, say, 90% of that value. Use of a safety factor does then lend itself to nice neat tables of numbers. I would add is that, where some safety factor(s) have  been used to develop a proposed future projection, then the legend on the chart (or table) should briefly outline them or (when space makes this necessary) should cite the portion of the text where they receive more lengthy attention. Readers attempting to use the forecast to plan for large volume future actions need to know the full basis for the projections, so they can follow how actual developments may change them as time goes by.

21.
In this connection, I hesitate to make more work for the Energy Commission, but I believe that all the assumptions of the Final Report should be revisited (and possible new ones considered) when the current recession period is safely over. So too, new baseline data should be nailed down. I am not so sanguine as to assume that this will occur during 2003, in time to be part of the preparation of what is now called the Final Report. As has been asserted by others, the current recession action is probably only the third act of a Shakespearian five-act tragedy.

VI.
Summary Of Assumptions

22.
It seems reasonable to believe that at least the first two or three years of the Report’s forecast period will be burdened by an adverse economy, with generally low prices and low demand growth. This period could still endure some price spikes from outside forces. Like any forecast, the out years are much more problematic, but seem likely to be subject to higher prices. Revisiting the forecast when the current recession is over would create a much greater likelihood of accuracy.

VII  Technical Comments

23.
This section is last because I do not feel the Report has serious technical difficulties. I raise what might be better called ‘good questions’ than adverse comment upon the technical aspects of the Report. I observe that some of the filed comments by other parties provided at the Workshop did raise some technical issues. I will not belabor these comments by repeating them. My own ‘good questions’ follow.

24.
Is it time to question the 20% rule of thumb safety factor for LDU receiving capacity? I note that this rule was established during the period when storage played a minor role in gas supply and excess pipeline capacity was common. Long-held rules of thumb are certainly entitled to the benefit of the doubt. But I believe we should carefully reconsider this one, especially if pipelines are reluctant to invest to constantly create never-used capacity. Facing economic stress, regulators may also become reluctant to provide full rates of return on unused capacity.

25.
Is it reasonable to assume that cheap LNG will survive the burgeoning world energy demand caused by increased Asiatic industrialization? I note that the assumed landing price for LNG mentioned in the Workshop was $3.50. Considering that Asian developing economies (especially China, South Korea and India) are becoming increasingly industrialized, is this a reasonable assumption? Many of the assumed sources for LNG are closer to those markets than we are. Right now, the three-plus billion Asians use the same amount of oil as about one tenth that number of Americans. Our use may stagnate, but theirs will go up, increasing the pressure on world oil sources. $3.50 gas equates to about $21 per barrel oil. The secular world increase in oil demand caused by greater Asiatic industrialization is unlikely to allow much oil to be sold at that low a rate during the forecast period. 

Respectfully submitted, 



                    Robert E. Burt
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