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U.S. Shale Gas Development: Effects on Supply, Demand, and Markets

Summary

The United States is in the process of discovering the true extent of its unconventional natural gas
resources primarily derived from shale, with estimates rising every year. Natural gas has become
an increasingly available, low-priced commodity, and U.S. natural gas is in demand at home and
abroad. The price of natural gas relative to coal has led to a trend of switching from coal to gas
for electric generation.

Estimates of undiscovered technically recoverable natural gas have multiplied in recent years,
rewriting the map on natural gas production. Pennsylvania is newly one of the top four gas-
producing states (since 2011), with Texas holding the top spot. This rise has necessitated pipeline
network expansions; however, progress has been slow, leading to constraints and price
differentials. Appalachian natural gas has historically been priced higher than that from the Gulf
Coast’s Henry Hub due to lower availability, but increased production in Pennsylvania’s
Marcellus Shale resource has reversed this differential.

The earning potential for liquefied natural gas (LNG) exportation overseas, particularly in high-
demand areas such as Asia, has led to an increase in applications to construct U.S. export
terminals. The prospect of increased LNG exports raises three main issues. First, exporting may
raise domestic prices just as domestic natural gas usage is beginning to expand. Second, an influx
of LNG into the global market may create new geopolitical concerns. Natural gas production in
the United States has prompted other countries to attempt to produce from shale deposits. Third,
onshore export terminals may be built in ecologically sensitive areas with the alternative being
offshore terminals. Additionally, an increased reliance on LNG may shift focus away from
exploring renewable energy sources.

The increase in U.S. natural gas production also affects the domestic market. The percent of new
housing constructed to be heated by natural gas has become almost equal to the percent heated by
electricity. This increase has been due largely to economic and environmental considerations. In
the transportation sector, compressed natural gas (CNG) and LNG are beginning to displace
traditional liquid fuels; some companies are producing vehicles that run on various forms of
natural gas. However, the main obstacles are the cost of the new technology required and that of
reformatting fueling stations.
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United States: Impetus for Global Changes

With shale gas resources in North America and around the world continuing to be identified,
evaluated, and developed, there is an increased expectation by many in academia, government,
and industry that there is now resource abundance. The United States has led this trend, and the
overall U.S. natural gas supply likely will expand in the near term and beyond. The U.S. Energy
Information Administration (EIA), in the Annual Energy Outlook 2014 projections, reflects this
advancing pace in natural gas production. The United States is facing increasing industrial and
power demands for natural gas, as well as possibly becoming a net liquefied natural gas (LNG)
exporter and overall gas exporting country by 2016 and 2018, respectively.' At the same time,
Figure 1 illustrates how prices for the commodity are continuing to trend near historical lows.
Current expectations are for those levels to continue in the near and mid-terms.

Figure 1. U.S.Annual Wellhead Natural Gas Prices 1973-2012
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Source: US. Energy Information Administration, Natural Gas Prices database, http://www.eia.gov/dnav/ng/hist/
n9190us3a.htm.

Notes: Data are annual average prices in nominal dollars.

While low prices are generally good news for consumers in the industrial, power generation,
commercial, and residential sectors, they do cause a number of closely related technical and
market impacts worth further research and analysis. Recent changes in thermal coal use in the
United States, illustrated in Figure 2, impacted by switching from coal to natural gas, are
substantial and will likely continue to trend downward due to overall market influences of natural
gas prices relative to coal, along with current and pending federal and state policy.” Coal-to-gas

''U.S. Energy Information Administration, Annual Energy Outlook 2014 with Projections to 2040, DOE/EIA-
0383(2014), Washington, DC, http://www.eia.gov/forecasts/aeo/pdf/0383(2014).pdf.

2 Bentek Energy, LLC, Power Jump-Starts New Gas Market Cycle, December 2012.
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switching for U.S. power generation doubled in 2012 from the same period in 2011, with gas use
for power generation doubling from 3 billion cubic feet per day to 6 billion cubic feet per day.’

Figure 2. U.S. Electricity Production from Coal
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Source: U.S. Energy Information Administration, Electric Power Monthly, http://www.eia.gov/electricity/
monthly/epm_table_grapher.cfm?t=epmt_1_1.

Notes: Units = GigaWatt hours (GWh).

Although coal export to Asian and European electric power generation operators has risen, there
has still been a net negative impact on the mining sector in several regions of the United States.
Rail capacity that was used to move coal to market is now underutilized. On the other hand, some
of the rail capacity is now being redeployed to move crude oil from shale deposits in the upper
western United States to eastern refineries where demand for domestic West Texas Intermediate
(WTTD) priced crude has increased relative to higher-cost Brent priced imports from other global
locations.” Pipeline capacity to accomplish the same goal has regulatory, right-of-way, and
financial challenges, and is viewed by some as insufficiently responsive to the rapid increase in
development. It is possible that rail will one day move natural gas as well.

The addition of a large number of U.S. and international oil and natural gas companies entering
shale gas developments during the last six years, with larger capital budgets and longer
investment horizons, has advanced both private and public research on natural gas extraction
technologies. The presence of these companies also may increase the likelihood of other
countries’ developing shale formations. Field service companies are also integral in both these
respects. Government agencies have traditionally conducted or funded related energy research

3 Bentek Energy, LLC, Power Jump-Starts New Gas Market Cycle, December 2012.

* WTI has been trading at a discount to Brent because of transportation constraints in multiple parts of the United States
and other U.S. market variables. For additional analysis of on crude by rail in the United States, see CRS Report
R43390, U.S. Rail Transportation of Crude Oil: Background and Issues for Congress, by (name redacted) et al.
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and currently are pursuing multiagency initiatives, although federal budgetary constraints may
limit the extent of these activities going forward.

New Production, Changing Locales

A historical shift is taking place in how fossil energy is being sourced and utilized when
compared to energy development and consumption patterns of the past four decades.
Conventional thinking is that North America will now make very significant gains in the goal of
achieving energy independence due to both reduced energy use through efficiencies, i.e. increases
in the Corporate Average Fuel Economy (CAFE) standards, among other things, and rapidly
increasing supply. The technologies and techniques being applied to develop new sources of
natural gas from shale are advancing quickly as the science is evolving and the overall size of the
resource is better understood. As an example, early estimates of the Marcellus Shale resource in
the Appalachian basin proved somewhat conservative, and have been revised upward by the U.S.
Geological Survey (USGS) from the original 2 trillion cubic feet to the current projection of 84
trillion cubic feet of undiscovered technically recoverable gas.’ Figure 3 illustrates recent shale-
gas resources estimates.

5 Coleman, James L., Robert C. Milici, Troy A. Cook, Ronald R. Charpentier, Mark Kirschbaum, Timothy R. Klett,
Richard M. Pollastro, and Christopher J. Schenk, 2011, USGS, Assessment of Undiscovered Oil and Gas Resources of
the Devonian Marcellus Shale of the Appalachian Basin Province.
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Figure 3. USGS Shale-Gas Resource Estimates
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Source: U.S. Geological Survey, National Oil and Assessment 2013 Assessment Updates,
http://certmapper.cr.usgs.gov/data/noga00/natl/graphic/20 1 3/mean_shale_gas_2013_large.png.

Notes: Units = trillion cubic feet of gas (tcfg).

Some third-party firms and academics now indicate that this shale alone could yield upwards of
four times the most recent previous estimates, based on a better understanding of the geology,
much of which is now based on actual drilling and the resultant data coming from those wells.® In
the case of Pennsylvania, more than 6,000 wells had been drilled into the Marcellus as of
November 2012,” and in 2012, Pennsylvania produced more than 2 trillion cubic feet of natural
gas (see Figure 4). Similar data from West Virginia’s shale wells to date indicate a similar trend.
In that multistate region, gas volumes are increasing even as the number of drilling rigs operating
shows a slowly decreasing year-by-year trend.

S ICF International, Recently Published Assessments of India’s Shale Gas Potential—Are They Realistic?, March 2012;
home page of Terry Engelder, http://www3.geosc.psu.edu/~jte2/, last accessed on February 25, 2013.

7 Pennsylvania Oil and Gas Reporting system data are available at https://www.paoilandgasreporting.state.pa.us/
publicreports/Modules/Production/ProductionHome.aspx.
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Figure 4. Annual Northeast Natural Gas Production
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Figure 5 shows that a majority of the natural gas produced in the United States comes from a
small group of states, led by Texas. However, it is important to note that Pennsylvania’s rise into
the top four producing states is a relatively recent occurrence. Prior to 2011, Pennsylvania was
producing less than 1 trillion cubic feet per year, and before then it produced less than 0.2 trillion
cubic on average since the 1980s. Pennsylvania’s rise in production is significant for overall U.S.
supplies, but more importantly because of its proximity to the largest U.S. markets for natural
gas, the Northeast.

Figure 5.Top 4 Natural Gas Producing States
2012

Other 42%
Total
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WY 8%

Source: US. Energy Information Administration, Natural Gas Gross Withdrawals and Production,
http://www.eia.gov/dnav/ng/ng_prod_sum_dcu_NUS_a.htm..

Notes: Production volumes are for dry natural gas. Units = billion cubic feet (bcf).

Infrastructure Requirements

Pipeline capacity in the same region of the United States, both interstate transmission lines and
local gathering lines, is currently in need of expansion to accommodate the potential demands of
energy companies completing natural gas wells. Approximately 50% of the wells drilled in
Pennsylvania do not have access to a pipeline allowing gas to reach commercial markets. This is
particularly true in northeastern Pennsylvania, where the industry has a shorter history of drilling
than in other regions of the United States, thus necessitating the need to construct more of this
infrastructure, particularly gathering-pipeline systems. The gas market is accounting for this
bottleneck in supply near large eastern cities, with a lower basis price at key citygate locations
when compared to historical premium price levels.® In western Pennsylvania, where the natural
gas also contains natural gas liquids, fractionation facilities are also an infrastructure constraint to
development. Industry estimates indicate there will need to be a nationwide investment of $10

8 Credit Suisse, The Shale Revolution, December 13, 2012.
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billion per year for each of the next 10 years to develop adequate capacity in gathering and
transmission pipelines, along with associated compression facilities en route.’

Similar trends are also being seen in gas flows in other regions. The Rockies Express Pipeline
(REX) built to supply gas from the Rocky Mountains to eastern U.S. markets was at 70%
capacity during the winter of 2012.'° Its unused capacity is largely accounted for due to the net
surplus of Marcellus gas produced in Pennsylvania and West Virginia. The combined
transmission capacity of the historical pipelines routed from the Gulf Coast to northeastern
markets was at 45% of potential volume in 2012."" Legacy premium gas pricing seen in
northeastern U.S. markets will likely trend to western markets within five years due to increasing
deman(lizthere; eastern shales are predicted to expand net surpluses in that region during the same
period.

West-to-east flow in trans-Canadian pipeline capacity has declined as well, partially related to
eastern United States shale gas moving into eastern Canada in 2012 at a rate of 400 million cubic
feet per day due to closer proximity and upgraded pipeline and compression facilities." In
addition, declining Canadian gas production and greater use in western Canada are contributing
factors in this trend. Overall, the amount of natural gas being imported from Canada, a traditional
supplier, has been dropping (see Figure 6), and is now less than 8% of total U.S. usage. Similarly,
flow of gas to Mexico is increasing, exceeding 1.8 bef/d in 2013.

% Interstate Natural Gas Association of America, Natural Gas Pipeline and Storage Infrastructure Projections Through
2030, January 2009.

10 Platts, “REX Gas Flows Drop 33% this Month Due to Marcellus, Spreads West,” October 24, 2012.
" Bentek Energy, LLC, An Energy Market Fundamentals Report, November 2012.

'2 Bentek Energy, LLC, Power Jump-Starts New Gas Market Cycle, November 2012,

13 National Fuel Gas Summary Annual Report, Your Future, Our Future, January 9, 2012.
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Figure 6. U.S. Natural Gas Net Imports from Canada
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Source: U.S. Energy Information Administration, U.S. Imports by Country and U.S. Exports by Country
databases, http://www.eia.gov/naturalgas/data.cfm#imports.

Notes: Units = billion cubic feet per year (bcf).

Changing Price Differentials

The traditional market dynamics in the United States between supply and demand are changing
and affecting how natural gas is priced. The Henry Hub in Erath, LA, has been the basis for U.S.
natural gas prices, in part because of the numbers of natural gas pipelines that intersect that area.
With more natural gas being produced outside of the Gulf area and the amount of natural gas
passing through Henry Hub, market distortions are arising that are being reflected in regional
prices. For example, the spreads between the Columbia Gas Transmission Appalachian index
(TCO Appalachia)—an actively traded location for both physical and financial transactions for
natural gas in southwest Pennsylvania—and the Henry Hub are illustrated in Figure 7. The nature
of the spread is changing due mainly to growth in Marcellus production. Natural gas at the TCO
Appalachia has historically been priced about $0.25 per million British thermal units above Henry
Hub. However, the spread between these two points in spot markets reflects roughly parity now,
and in forward markets TCO Appalachia is priced less than at the Henry Hub. This series reflects
how some market participants assess the future difference between the southwest Pennsylvania
and Gulf Coast natural gas market.
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Figure 7. Difference Between the TCO Appalachia and Henry Hub
Natural Gas Price, January 2005 Through December 2016
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Source: US. Energy Information Administration, based on Bloomberg LP, Marcellus natural gas production gains
affect spreads between trading points, July 24, 2012, http://www.eia.gov/todayinenergy/detail.cfm?id=7230.

Notes: The blue series shows the historical difference between the monthly average spot natural gas price at
the TCO Appalachia trading point and Henry Hub trading point. The red series reflects the forward curve or
slate of monthly values for the TCO Appalachia CME Group NYMEX ClearPort basis swap as of July 19, 2012.
This basis swap is a financial instrument representing the difference in the value between natural gas in southwest
Pennsylvania and the natural gas futures contract at the Henry Hub in the Gulf Coast for the period July 2012
through December 2016.

Market Considerations and Responses

As the marketplace better realizes the share that shale gas production is able to add to the total
volume of U.S. production, and anticipates the potential drilling successes of energy companies
developing this resource, short- and mid-term prices are being held to the lower end of the
historical range. This affects companies’ selection of regions and locations to drill as they seek the
lowest-cost wells to develop. Figure 8 illustrates the variation in break-even prices required in
different shale-gas regions. Break-even prices are a function of both geography and the
composition of produced hydrocarbons (associated natural gas liquids generally reduce the break-
even price by around 50%, compared to dry gas deposits, since those liquids have a high market
value aside from the saleable gas). Likewise, break-even prices can potentially influence the
number of wells companies choose to drill in a low commodity price environment, compelling
them to promote greater use of natural gas (i.e., new transportation fueling options, increased
onshore production of polyethylene, redevelopment of U.S.-based nitrogen fertilizer production,
etc.), and prodding them to seek higher-priced markets in which to sell their final product.
Additionally, the time for a well to pay back its cost is an important factor in development. Shale
wells, which usually have a higher probability of success of finding natural gas than traditional
wells in traditional formations, have a short payback time, usually within two years but
sometimes within months, depending upon production rates, market prices, and other factors.
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Figure 8.Average Costs of Development in North American Shale Energy Plays
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LNG Export Factors

Exports of natural gas to take advantage of the higher prices seen for the commodity in other
regions of the globe are an emerging opportunity for many segments of the energy industry
involved in developing shale in the United States. Prices for equal units of gas in Europe or Asia
can be five to seven times the value of the natural gas priced at Henry Hub. Gas sold on the
global market is commonly indexed to crude oil market prices. The Henry Hub price does not
reflect the same indexing to crude oil prices, and is more regional than global in nature. The
margin between the two creates a potential export opportunity for U.S. producers. As of April
2014, there were 43 applications at the U.S. Department of Energy (DOE) from firms interested
in developing export terminals to sell gas offshore. Six facilities in the United States have already
received at least conditional approval to export LNG to non-free trade countries (non-FTA)."

14 U.S. Department of Energy, Office of Fossil Energy, Long Term Applications Received by DOE/FE to Export
Domestically Produced LNG from the Lower-48 States, June 11, 2014, http://energy.gov/sites/prod/files/2014/06/f16/
Summary%200f%20LNG%20Export%20Applications.pdf.
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Along with potential price impacts to the United States, four other primary issues could surface
from the export of larger amounts of LNG.

1. Industrial Utilization. Natural gas is used as both a heating fuel and chemical
feedstock for consumers in the United States and around the globe. Concern has
been expressed from some voices in the industrial and utility sectors that LNG
exported overseas will raise natural gas prices in the United States.'” There is an
emerging trend toward the re-shoring of manufacturing (i.e., the return of
formerly offshored manufacturing to the United States), in addition to new
development by both U.S. and international companies. Growing numbers of
manufacturers are considering more predictable energy supplies and conditions in
the United States, both in quantity and favorable pricing, as being a key decision
point in where to site new or expanded capacity.'® Recent investments by several
large petrochemical companies to enhance their capacity in the Gulf Coast
region, along with other locations in the United States, are examples of an
emerging trend.'” Estimates predict that construction of new petrochemical plants
could exceed $80 billion in the next five years.'® Similar capital investments are
currently being made domestically in high energy-use industries such as paper,
glass, and ammonia fertilizer, as well as aluminum, steel, and other primary
metals production.

In a similar manner, electrical generation in the United States from coal is
declining as gas utilities are being dispatched ahead of coal. The permitting
period for construction of new gas-fired power plants is also shorter than for coal
or nuclear units. Data show that much of this natural gas is now being sourced
onshore versus offshore in the Gulf of Mexico."” Increasing quantities of gas
from shale resources, fuel sourcing less prone to price volatility (especially
during hurricane season), and lower construction costs and time frames for new
combined heat-and-power gas units to replace aging coal capacity taken offline
have created an uptick in demand for the increasing volumes of shale gas hitting
the market. High and volatile prices for natural gas, particularly relative to coal,
over the past three decades have been constraints on building gas-fired capacity.
In contrast, coal has offered predictable pricing, fewer supply interruptions, and a
well-established transportation infrastructure for delivery.

When new re-shoring is combined with existing and growing amounts of
gas-fired power generation, these two sectors collectively have the capacity to
use substantial quantities of natural gas, and accordingly would be sensitive to
factors that could lead to moderate or higher energy pricing. DOE commissioned

15 Forbes, “Dow Chemical Chief Wants to Limit U.S. LNG Exports,” March 8, 2012, available at
http://www.forbes.com/sites/christopherhelman/2012/03/08/dow-chemical-chief-wants-to-limit-u-s-Ing-exports.

' Manufacturing & Technology News, “Gas Boom Is Fueling Manufacturing Resurgence,” October 12, 2012, pp. 6-7.
17 Sasol Inc, “Sasol Commences the Front-End Engineering and Design (FEED) Phase for an Integrated Gas-to-

Liquids,” December 2, 2012; Platts, “Manufacturers, Producers See Different Futures for U.S. Natural Gas Supplies,”
August 22, 2012, available at http://www.platts.com/RSSFeedDetailedNews/RSSFeed/NaturalGas/6582012.

18 Platts, “Manufacturers, Producers See Different Futures for U.S. Natural Gas Supplies,” August 22, 2012, available
at http://www.platts.com/RSSFeedDetailedNews/RSSFeed/NaturalGas/6582012.

19 U.S. Energy Information Administration, “Gulf of Mexico Fact Sheet,” available at http://www.eia.gov/special/
gulf of mexico/.
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two studies as part of its public interest determination required by law for natural
gas exports, one by EIA on domestic price impacts and one by NERA Economic
Consulting on economic impacts. The EIA study determined a range of price
increases that may happen depending upon the level and circumstances of LNG
exports, and the NERA study concluded that LNG exports would yield positive
net economic benefits to the U.S. economy in all scenarios. Other studies have
been done by private and public institutions, but are beyond the scope of this
report.

2. Geopolitics. The successes in extracting natural gas in North America,
combined with emerging knowledge of the commercial value of shale geology
and location, have prodded many other nations around the world to attempt to
pursue similar natural gas development. Very large shale deposits with the
potential for energy development have been identified in other regions of the
globe.” Foreign governments are moving forward in matching their regulatory
expertise and infrastructure needs to the emergence of this source of natural gas.
Argentina, China, Britain, South Africa, and Poland have been some of the early
movers on shale gas development. The pace of this new development has been
highly variable to date. Reasons cited include largely unexplored geology,
internal policies and politics, constraints in infrastructure, lack of a gas field
service industry sector, and, in the short term, potentially limited availability of
needed technology.

Geopolitics may be influenced by the development of gas from shale in the
United States and abroad. Natural gas sourced from shale is now more than one-
third of the U.S. total, and is expected to increase to nearly 50% by 2035. This is
putting the nation into an oversupplied situation, which in turn is pushing back
onto the world market cargos of LNG that originally were developed and
designated to cover declining U.S. production. Some estimates indicate that 26%
of current worldwide LNG capacity was developed for the U.S. market. Strong
demand for LNG is being seen from Japan post-Fukushima, South Korea, and
Europe, all of which are key U.S. allies. Any potential export of U.S. LNG would
likely go to these countries due to market forces and proximity. Efforts to reduce
reliance on nuclear power generation in some nations, along with evolving
climate policy, will generate additional demand for LNG.

%% International Energy Agency, Golden Rules for a Golden Age of Gas, World Energy Outlook, November 12, 2012.
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Figure 9. European Dependence on Russian Natural Gas Imports, 2012
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Source: BP Statistical Review of World Energy, http://www.bp.com/content/dam/bp/pdf/statistical-review/
statistical_review_of_world_energy_2013.pdf, and Eurogas, http://www.eurogas.org/uploads/media/
Eurogas_Statistical_Report_2013.pdf.

Currently, the largest supplier of natural gas to many countries in Europe is the
Russian entity Gazprom, which is majority state-owned. (See Figure 9.) Disputes
between Gazprom and Ukraine over pipeline transit and supply issues have led to
interruptions to Europe in gas deliveries during the critical winter heating
seasons, which have led to efforts by European Union members to look at means
to diversify their supply.”' The standoff between Russia and Ukraine in 2014 has
halted natural gas exports to Ukraine from Russia, but has not disrupted supplies
being sent to Europe. Along with the push for diversification, expected U.S. LNG
export to the European Union is also affected by the advent of shale development
successes in North America; the realization of shale potential in regions of
Europe; the planned dismantling of nuclear power generation, particularly in
Germany; the broad increase in renewables; the Eurozone economic crisis, which
is causing demand erosion; the permitting of LNG import facilities in several
European Union countries; and the potential for LNG exports from the United
States to reach Europe in the foreseeable future. Gazprom is also under
investigation currently by European Union regulators on business practice
irregularities. This is leading to pricing pressure on long-term natural gas
contracts being negotiated in the near term between European governments and
Gazprom. Poland, for instance, has stated its intention to double current national

2! For additional information about European alternatives to Russian natural gas imports, see CRS Report R42405,
Europe’s Energy Security: Options and Challenges to Natural Gas Supply Diversification, coordinated by (name re
dacted).
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production, utilizing its new efforts with shale gas exploration and development,
before a new contract with Gazprom is finalized in 2020.”> And in a similar
fashion in the United States, DOE, the State Department, and the Department of
the Interior have been coordinating an effort to develop greater global energy
security, with an emphasis on the development of natural gas resources from
shale in countries where dependence on countries such as Russia and Iran is high.
The State Department has also been advocating for gas transmission lines that
increase the diversity of suppliers in countries where it has influence in the
negotiation of pipeline rights-of-way.

3. Balance of Trade. Initially the U.S. trade balance benefitted by the rise in
production of natural gas, which negated the need for much of the natural gas the
country imported. Most U.S. imports of natural gas have come from Canada and
since 2007 have declined 26%. Imports of LNG were on a steady rise from 1995
and peaked in 2007 when, similar to pipeline imports from Canada, they started
to decline. Between 2007 and 2013, U.S. LNG imports dropped by 87%.

4. Organized Environmental Response. Opposition from some segments of the
environmental community to the export of gas is generally based on two issues.

e First, export terminals may be built in ecologically sensitive coastal areas. In
some cases, newly proposed LNG export terminals may be built as
expansions of underutilized import facilities (Cove Point on Maryland’s
Eastern Shore, for example).” Undeveloped land would be converted to
industrial use for such projects. As an alternative approach, new technology
could be used to build offshore floating terminals, which, although they have
an onshore component, lessen land-based impacts.

e Second, development of LNG would promote further development of shale
resources, which is counter to the effort to reduce national reliance on fossil
energy of all types. Terminal construction and associated exports would be
predicated on the upstream development of shale wells, particularly in states
near the East and West Coasts, and on the Gulf Coast to a lesser degree due
to large conventional reserves of gas already expected to be bound for
market. Groups contesting new LNG applications in the United States are
calling for the evaluation of upstream environmental impacts as part of
environmental reviews during LNG site permitting.**

Related to the issues about shale development because of LNG exports, there is concern
by some of the public over gas development in their communities; how to deal with the
potential risks from energy extraction; and attempts to determine the benefits to them as
individuals, their communities, or the nation on a larger scale. Exporting energy,
particularly natural gas from shale, is drawing an adverse reaction from some. Concerns

2 Financial Times, “Gazprom Reduces Price of Gas to Poland,” November 6, 2012.

3 Federal Register, “Dominion Cove Point LNG, LP; Application for Blanket Authorization to Export Previously
Imported Liquefied Natural Gas,” September 21, 2011, available at https://www.federalregister.gov/articles/2011/09/
21/2011-24225/dominion-cove-point-Ing-lp-application-for-blanket-authorization-to-export-previously-imported.

2* Sierra Club, “Sierra Club Denies Permission to Build Liquefied Natural Gas Export Terminal,” press release, April
26, 2012, http://sierraclub.typepad.com/compass/2012/04/defeats-Ing.html.
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heard by elected officials in some of these communities from constituents have included
experiencing the impacts of development, such as increased truck traffic, but not seeing
direct benefits of development.

Expanding Use of Natural Gas

With a growing awareness of both the size of the natural gas resource likely to be sourced from
shale and the rate at which it is being produced, interest in domestic use is increasing in all
sectors. The use of gas-fired residential heating in both new construction and retrofitted homes
near existing gas distribution lines is at near record pace in some regions, particularly in the
northeastern United States, where fuel oil has the largest use nationwide. (See Figure 10.)
Increases are also occurring in densely populated areas such as New York City, through a project
to collectively save more than $250 million annually, and largely reduce the use of certain heavy
fuel oils for heating high-rise apartments in many sections of the city.”> New York City has been
phasing out certain heavy fuel oils since 2011 because of health effects from emissions. Beyond
the economic value of the transition from fuel oil to gas, there are environmental impacts in the
form of reduced air emissions.

Figure 10. Main Space Heating Fuel Choice by Decades of Construction
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Source: U.S. Energy Information Administration, Heating fuel choice shows electricity and natural gas roughly equal
in newer homes, http://www.eia.gov/todayinenergy/detail.cfm?id=7690.

As illustrated in Figure 11, a comparison of prices for natural gas and fuel oil for domestic home
use shows a marked divergence.

%5 Spectra Energy, “Spectra Energy Receives Notice to Proceed with Construction on New Jersey-New York Expansion
Project,” June 29, 2012.
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Figure | |.Winter Heating Oil and Natural Gas:
Northeast United States Residential Prices
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Notes: Northeast includes the states of Connecticut, Maine, Massachusetts, New Hampshire, Rhode Island, and
Vermont. Units = dollars per million British thermal unit ($/mmBtu).

Utility companies are increasing construction of new distribution lines for all types of customers
due to the predicted favorable pricing of natural gas in the mid term based on increased supply.
This includes the extension of existing lines, which can cost up to $1 million per mile in some
populated locations. There is also a continued modernization of existing lines due to ongoing
replacement of the aging distribution infrastructure, greater regulatory scrutiny, and the demand
for increased volumes of gas. Additionally, the locations of shale gas deposits tend to differ from
traditional natural gas production areas, causing infrastructure to be reconfigured.

Awareness is growing at the state and local government levels that areas not served by natural gas
are becoming disadvantaged when competing for new industry to locate in their jurisdictions.
This is leading to new efforts to assess the cost and feasibility of new distribution infrastructure in
many regions of the United States as a means of enhancing economic development. Demand for
gas trunk lines installed to a new gas-consuming industry site has the spin-off effect of making it
advantageous to develop additional distribution to areas in between. Due to the geographical
range of many shale plays in the United States, some existing energy-intensive industries are
seeking to source shale gas directly under the footprint of their own facilities or directly from
nearby producers in an effort to eliminate gas transmission costs.”®

26 Times-Tribune, “Proctor and Gamble to Be 100% Energy Self-Sufficient by February,” October 11, 2012, available
at http://thetimes-tribune.com/news/business/procter-gamble-to-be-100-percent-energy-self-sufficient-by-february-
(continued...)
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Transport Fuels Alternatives for Natural Gas

Another key trend in utilization is the expected displacement of traditional liquid fuels for
transportation by natural gas. This is currently being accomplished through the compression of
natural gas to compressed natural gas (CNQG) or chilling and liquefaction to LNG, which is used
in vehicles and trucks with standard engines modified to utilize natural gas. This approach
necessitates the need for new on-board fuel tanks, which are large and relatively expensive,
particularly when installed as retrofits on light-duty trucks or passenger cars. Several major car
and truck makers in the United States are producing limited numbers of vehicles configured to
use CNG. The transportation industry has indicated that LNG has greater applicability to long-
haul trucking, rail locomotives, and shipping due to the size of the fuel tanks required, the energy
density of the fuel, and the limited number of refueling stations available currently and expected
in the near term. The growth in construction of these facilities has been concentrated along key
interstate highways. Access to fueling locations and the cost of required onboard technology are
seen as the most limiting factors to the expanded use of CNG in automobiles.

Some have called for increasing the pace of conversion of the U.S. transportation system, but the
need to construct new fueling infrastructure is a key factor delaying widespread adoption. Some
newer fueling locations are being built with capacity to allow private access as a means of
encouraging greater use by non-fleet vehicles. However, early adoption in the United States has
been largely in public fleets such as urban passenger buses, taxis, refuse haulers, and other
vehicles that typically return each day to a base of operations that is, in most cases, strategically
located near a fueling facility. Owners of large fleets make vehicle-purchasing decisions based on
identified policy initiatives to encourage conversion or, if a policy is not clear, on favorable
economics. An emerging trend is the public policy promotion of CNG in automobiles to
incentivize the demand for fueling station construction through various initiatives involving tax
incentives, public grants, and state fleet vehicle purchases. Public Clean Cities Coalition
programs also provide support to fleet owners in urban areas considering whether to transition to
natural gas for transportation.”’

Gas can also be chemically reformulated, typically into energy-dense, liquid products. This
approach can be classified either as gas-to-liquids (GTL) using the Fischer-Tropsch process or as
the development of drop-in fuels that can directly substitute for conventional liquid fuels and
distributed through traditional fueling stations. Fischer-Tropsch, although utilized for decades, is
a large-scale, centralized, industrial process that requires capital expenditures in the billions of
dollars. Sasol Limited, a South African company that was one of the commercial pioneers of the
process, is planning a $14 billion plant in Louisiana that will be the second-largest GTL plant in
the world, and will produce a synthetic diesel fuel compatible with fuel distribution infrastructure
currently in place. This investment is a direct outcome of shale gas resources under development
in the United States.*®

(...continued)
1.1386336.

7 U.S. Department of Energy, Energy Efficiency and Renewable Energy, Building Partnerships to Reduce Petroleum
Use in Transportation, available at http://www1.eere.energy.gov/cleancities.

28 Sasol Inc., “Sasol Commences the Front-End Engineering and Design (FEED) Phase for an Integrated Gas-to-
Liquids,” December 2, 2012; Platts, “Sasol Advances Louisiana GTL-Cracker Complex,” December 4, 2012, available
at https://online.platts.com/PPS/P=m&e=1354665797920.5659393665237333516/GD_20121204.xml?artnum=
cb762a877-51¢6-466d-8bf7-f0eb3a348b2c 3.
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There is ongoing research, both in academic institutions and industry, to reduce the scale of this
process and make it more portable. Such an outcome has the potential to lead to the creation of
synthetic fuels nearer to sources of shale gas, thus adding value to the commodity and producing
a product that could be transported through means other than pipelines. In areas with smaller
regions of stranded gas, a higher-value product with increased market demand could be
developed. In a similar fashion, there is complimentary research exploring new chemical
conversion processes independent of Fischer-Tropsch. Several companies, such as Primus Green
Energy in New Jersey, have publicly announced the production of liquid fuels utilizing emerging
technology, although on a pilot-scale level.”” Researchers at several universities have produced
dimethyl ether (DME) as a liquid from shale gas that has enhanced energy properties and a
reduced environmental footprint.

Concluding Observations

Natural gas development and production from shale formations is relatively new, but has
transformed the world of energy. Many observers, including U.S. government officials, have only
recently recognized the tremendous resource size and the benefits that may accrue from
developing these resources, as well as the potential risks. Industry has improved its efficiency in
extracting these resources, contributing to the sense that the world has moved from resource
scarcity to resource abundance in hydrocarbons.

The change in U.S. natural gas supplies has raised the prospect of energy independence and
possibly the United States becoming an exporter. This reversal of fortune of supply has sparked
the interest of many other countries to emulate the U.S. success. However, no other country has
been able to achieve the same level of transformation as has the United States. This is primarily
because of the industry structure in the United States and mineral rights laws and regulations.
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