This paper describes the Gas Research Instifute’s Baseline
Projection for 1993 and fwo alternative scenarios, one in
which energy demand is constrained by economic and
policy faciors and omne built upon wvery optimistic
assumptions about natural gas supplies and prices. All
three scenarios focus upon the influence of technology: the
requirements for mew technology, the anticipated
contribution of technological change, and its fmpact on
gas demand and supply.

Cet article expose lgs profections de base pour 1993 de
UInstitut pour la recherche sur le gaz ainsi que deux
scénarios de rechange. Dans I'un de ces cas de figure, In
demande d'énergle est limitée par des facteurs
éconpmigues et de politique tandis que Fautre se fonde
sur des hypothéses optimistes au sujet des véserves de gaz
naturel et des prix. Les irois scénarios mettent
principalement I'accent sur l'influence de la technologie:
les besoins en nouvelles technologies, la contribution
projetée du changement technologigue, et son impact sur
la demande et lapprovisionnement en gaz naturel.

Paul Holtberg is Executive Economist in the
Strategic Planning and Analysis Division at the Gas
Research Institute in Washington, DC.
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The Future of Natural
Gas Markets and Two
Extreme Views

PAUL D. HOLTBERG

Introduction

The strategic planning and appraisal of Gas
Research Institute (GRI} R&DD programs and
projects depend upon a consistent analyfical
framework that establishes a likely projection
of future energy supply and demand and de-
fines the probable role of the gas industry
during the time frame in which the GRI R&D
program is expected to have its impact. The
framework that forms the scenario and data
base for these planning decisions is called the
baseline projection.

In many situations, the level of gas demand
and supply which will be achieved in the fu-
ture will be dependent on the direction and
emphasis placed on gas technology develop-
ment. This paper presents the 1993 Edition of
the GRI Baseline Projection and two alternative
scenarios. The alternative scenarios describe
two extreme views of the energy future. In one
scenario, despite energy prices that remain
very low, energy demand is severely con-
strained by economic and policy factors. In the
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other, an optimistic assumption about gas
supplies and prices is carried to an exireme
degree. The main focus in all three scenarios is
on the implications for technology: the require-
ments for new technology, the anticipated
contribution of technology, and the impact of
technology on demand and supply.

The initial part of the paper provides a
summary of the results of the 1993 Edition of
the GRI Baseline Projection. The discussion of
the alternative scenarios follows this summary.

Primary Energy Consumption

Total primary energy consumption (Table 1) in
the baseline projection is projected to increase
at about 0.8% annually significantly less than
the projected 2.1% per year growth in GDF
over the long term. The projection of energy
consumption includes a steady improvement
in energy efficiency over time.

Petroleum: The trend in the world oil price
outlook has been significantly reduced for the
1993 edition of the projection. The projected
price for the year 2000 is $21 in 1992 dotilars,
which is about §28 in the nominal dollars seen
in 2000. For 2010, the real price is $27. For com-
parison, in the 1992 edition of the projection,
the 2010 price in real dollars was about $38 per
barrel.

At these prices, US petrolewn consumption
is projected to increase at a rate which is shght-
ly less than that of total primary energy de-
mand. Petroleum consumption is projected to
grow from roughly 33 quads in 1991 to over 37
quads by 2010. The increase in consumption is
moderated by a strong improvement in effici-
ency. The entire increase in petroleum con-
sumption occurs in the industrial, electric
utility, and iransportation sectors.

Coal: Coal consumption is projected in-
crease from about 19 quads in 1991 to almost
22 quads by 2010, or by 15%. The projected
slow growth reflects the impact of increasingly
stringent environmental restrictions and load
management programs by eleciric utilities
designed to slow growth in electricity demand.

Gas: Gas consumption is projected to in-
crease sharply from 1991 levels in the projec-

Table 1: US Primary Energy Consumption (Quads)

Actual 1995 2000 2010

1991
Petroleum 32.9 332 352 374
Gas 19.9 21.2 222 24.9
(20.0)  (21.3) {22.3) (25.0)
Coal 18.9 19.6 19.8 21.8
Nuclear 6.5 7.0 7.1 6.9
Hydro 3.1 3.0 3.0 3.0
Other 31 3.2 35 4.0
Total 84.3 87.2 90.9 98.0

Source: 1993 Edition of GRI Baseline Projection

tion. Primary gas consumption is projected to
grow at an average annual rate of 1.2%. This
rate of growth is about 50% greater than the
growth in overall primary energy consump-
tion. Total primary gas demand is projected to
grow from 19.9 quads in 1991 to 24.9 quads in
the year 2010. Total delivered gas consumption
(including gas synthetics and coal gas) is pro-
jected to grow from 20.0 quads in 1991 to 25.0
quads by 2010.

Gas Demand by Application

Figure 1 displays the annual use of gas in 1991
disaggregated among the major energy service
applications, rather than the usual end-use
sectors. It also shows the projected increase in
annual demand between 1991 and 2010.
Disaggregating gas demand by application
relates it more closely to the competitive infhu-
ences and the types of technologies involved.
Electric power generation, including utilities,
independent power producers (IPPs), and
cogenerators represents the most significant
potential for demand growth. The figure also
reveals, however, that the more {raditional
applications, which are often neglected in
current discussion, are and will remain the
mainstay of the gas industry’s total volume.
Some ftraditional applications also represent
higher value uses, because the competition is
with more costly alternatives such as electricity
and high grade distillate fuels. The space con-
ditioning application is an important example.
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Figure 1: Gas Demand by Application in 2010
(Quads)

This application is often erroneously referred
to as a captive market which it is not.

Viable alternatives to gas space condition-
ing are available to each customer. It is true
that once an investment in heating or cooling
equipment has been made by a residential or
commercial customer, that customer is unlike-
Iy to replace the equipment prematurely be-
cause of moderate fuel price fluctuations. Nev-
ertheless, thousands of new investments are
being made each year based upon contempo-
rary fuel prices and the available equipment
options. Over a ten-year period, 40% of the
total gas space conditioning load will be sub-
ject to new user choices. If the commodity
price is noncompetitive, or certainly if the
available gas equipment fails to meet policy
standards and consumer preferences, this high
value market share could rapidly erode. The
same factors, of course, apply to the somewhat
smaller gas appliance application.

Industrial applications for gas, exclusive of
cogeneration, are a more complex and diversi-
fied set of uses. They are both historically im-
portant and provide potential for significant
growth. Some of these uses have been very
competitive, based almost entirely upon fuel
price. Gas may gain a competitive advantage
in some uses, such as boiler fuel, as coal and oil
encounter greater costs and constraints arising
from emission standards. In other process
heating applications, however, even gas will
increasingly be viewed as a problem because
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of costly requirements for emissions monitor-
ing and severe fines for errors. Where electrici-
ty is a viable alternative, its competitive posi-
tion will be improved.

The characteristics and capabilities of the
available gas technologies will be the deciding
factor as often as the fuel price in choices that
will decide the future market shares for indus-
trial applications.

Vehicle applications and the incremental
growth in electric power generation are equal-
ly dependent upon technological advances.
Gas turbines and methane vehicle technologies
will have to be improved to keep pace with
future emission standards. The operation of
numerous large turbine power plants in con-
junction with normal pipeline system services
probably presents technical problems yet to be
resolved. Similarly, vehicle engine, fuel stor-
age, and refueling technologies need much
more development. If the optimistic outlock
for these new applications is to be realized
over the long term, the advanced technologies
must become available.

Natural Gas Supply and Prices
Supply

The outlook for domestic natural gas produc-
tion (Table 2) is more optimistic in the 1993
edition of the projection, despite the lower
price track. Domestic production accounts for a
greater proportion of projected supply. Both
Canadian and liquefied natural gas (LNG)
imports will play a role, but pipeline imports
from Alaska do not enter the supply slate be-
fore the year 2010. Mexico is expected to be a
net importer of US gas (416) throughout the
projection.

GRI is not unique in adopting an optimistic
view of future gas supply. Many projections
currently being published are far more opti-
mistic than the GRI baseline projection. All of
the analyses that predict adequate gas supplies
for growing consumption at low prices rest
upon an assumption of strong technology
improvement, whether they explicitly state
that assumption or not.



Table 2 : Gas Supply Trends in the 1993 Edition of
the GRI Baseline Projection {Quads)

Actual 1995 2000 2010

1991

Current Practice

Domestic Production 184 186 177 164

Canadian Imports 1.7 24 21 25

LNG Imports 0.1 0.3 0.5 0.9

Supplemental Sources 02 031 01 0.1
205 214 204 198

New Technology

Lower-48 Adv. Tech. 0.0 0.4 21 5.1

Pipeline Imports 00 00 02 0.4
0. 04 23 55

Total Supply 205 217 227 254

* Includes 0.1 quad of net gas injections into
storage.

There are adequate justifications for such
an assumption. There has been a trend of
strong improvement in recent years. There also
is an inventory of advanced practices and new
technologies which have been proven in oil
and gas applications in the field but which are
not yet widely employed. They hold promise
of much greater future contributions. Horizon-
tal drilling techniques and slim hole technolo-
gies are prominent examples.

Table 2 illustrates the critical significance of
the technology assumption. If technology were
frozen at today’s state, that is, if success ratios
for finding gas did not improve, if drilling
costs did not decrease, and if recovery from a
given formation remained at the current level
of capability, total gas supply would fall by
about 5.5 quad by 2010. To serve the demand,
the gas price track would have to be higher.
Probably, the projection would balance at a
higher gas price and reduced market share.

GRI believes the assumptions of techno-
logical progress that are included in this pro-
jection are reasonably attainable, but not guar-
anteed without continued gas industry invest-
ment.

Gas Prices

For several years, GRI has been revising the
price outlook downward. Figure 2 compares
the gas acquisition price tracks from 1988 and
1993 baseline projections. The points on the
graph show actual base-year prices.

The first and most obvious reason for revis-
ing the outlook is that the expected price for
1991 from the ‘88 projection has not material-
ized. This historical correction is embedded in
the base vear for the new projection. If nothing
else were revised, this correction alone results
in about a third of the price reduction in the
year 2010.

The second stage to be considered is the
near-term outlook. Long-range models do not
deal adequately with the transitory and cycli-
cal factors that dictate fluctuations in gas prices
from month to month and year to year, such as
recessions, weather patterns, deliverability
surpiuses, and the psychology of the market-
place. These factors do not always average out
over a short period of time. The probable path
of prices for the next few years, although it will
be influenced by the underlying long-term
trend, will also be affected by such near-term
factors.

In the 1988 baseline projection, a rapid
increase in gas demand was expected to occur
in the immediate future. The then current
price, based upon historical experience, was
judged to be below the replacement cost of the
new supplies that would be needed. A rapid
increase in producer investment was expected
to result in a price increase of about one dollar
within the ‘87 to '91 period, most of it in a
rapid step as supply tightened.

Today, despite the recent surge in gas
prices, a similar judgment about the near-term
outlook would be difficult to support. There is
no gas market that seems likely to provide a
rapid increase in demand in the next few
years, deliverability seems adequate to support
consumption at gradual rates of increase for
some time with moderate producer activity,
and estimates of the cost of adding the next
increments of production to the supply slate
have been greatly reduced. The recent surge in
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Figure 2: Comparison of Gas Acquisition Price
Trends (1992%/MMBtu)

price reflects a near-term correction from extre-
mely depressed price levels which did not
accurately reflect demand/supply fundamen-
tals. The likelihood of continued increases of
the magnitude seen in recent months is mini-
mal. In fact, in the near term a downward
correction after the winter months probably
has a higher probability.

Finally, the long-term outlook has also
been revised. Here the factors are more funda-
mental and analytical in nature. Until the year
2000, the projected rate of increase in the acqui-
sition cost is not significantly different from
the earlier projection; but after that time, the
rapid escalation shown in the earlier projection
has been greatly moderated. The reduced costs
of drilling and the increases in success ratios in
both finding and recovering gas resources that
have been demonstrated in recent years have
been infroduced into the analysis. Further
improvements stemming from new technolo-
gies and improved practices are anticipated in
the future. Estimates of the gas resource base
in the lower-48 states have also been revised
upward. The combined impacts of these chan-
ges reduce the rate of investment necessary to
provide the required supply, and defer the
introduction of high cost supples, such as
Alaskan gas.

In the 1993 projection, the average acquisi-
tion price for 2000 is $2.29 per million Btu in
1992 dollars. That converts to $3.08 per million
Btu in 2000 dollars, the actual cash price that
would be paid in 2000. By 2010, the price is
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projected to reach $3.16 per million Bru in 1992
doliars. For comparison, the projected price in
the 1988 baseline for 2000 is $4.41 and for 2010
it is $7.51 per million Btu, both in 1992 dollars.

Alternative Scenarios

The previously published 1992 Edition of the
GRI Baseline Projection emphasized that the
prices of energy commodities will probably
remain relatively low. Nevertheless, the de-
mand for energy of all kinds will be constrain-
ed by public policy initiatives that mandate
efficiencies of energy use and discourage
growth in energy intensive activities. This is a
paradoxical scenario. In projections driven by
economics, it is expected that reduced energy
prices will result in expanded economic activi-
ty, will encourage greater demand for energy
services, and will reduce the incentive for
investments in energy efficiency.

In a sense, the policies that place costly
environmental management burdens on ener-
gy uses or that mandate efficiency standards
greater than those which would be chosen in
the marketplace represent a shadow price.
They make the consumption of energy appear
more expensive fo the consumer than the com-
meodity prices themselves would indicate.

In the 1993 Edition of the GRI Baseline
Projection, low prices and constrained con-
sumption are emphasized more than they were
last year. There is a widely held point of view,
however, that even more extreme conservation
and lower prices are likely.

As part of producing the 1993 baseline
projection, two extreme scenarios have been
analyzed to evaluate these critical uncertain-
ties. In one of the scenarios, more aggressive
constraints are imposed upon energy demand,
both through conservation and through low
economic growth. In the other scenario, the
outlook for low gas acquisition costs is carried
to a greater exireme.

Constrained Energy Demand Scenario

The extreme scenario of a constrained energy
demand future that was chosen incorporated



more aggressive energy efficiency trends than
the baseline projection, lower economic
growth, and a lower oil price outlook. The
average rate of GDP growth over the term of
the projection was, for example, only 1.6% per
year. The results of this scenario are compared
with the baseline projection in Figure 3.

Of course, other high efficiency scenarios
could have been examined. Some have sugges-
ted that a more energy efficient economy will
be more productive and competitive and will,
therefore, support strong economic activity.
Others contend that policies which constrain
energy use or compel conservation invest-
ments that would not be made in an uncon-
strained market will tend to stifle economic
growth. The choice of this scenario is not in-
tended to comment upon that issue.

Low world oil prices might stimulate
strong global economic growth, but a world-
wide policy inifiative to limit energy use
would be likely to constrain oil price increases.
The past few years have seen major policy
initiatives which constrain energy use along
with a prolonged period of low economic per-
formance. Recent experience has also con-
tirmed that stagnant economic growth and soft
oil prices are a possible combination. This
scenario is simply one of several rational fu-
tures in which energy demand is constrained
to an extreme degree.

The analysis resulted in no increase in total
energy demand throughout the projection.
Natural gas consumption grew only slightly.
In general, gas demand growth in the commer-
cial and industrial sectors was offset by forced
efficlency gains in residential uses and by
restricted market opportunity and reduced
competitive advantage in electric power gener-
atiomn.

These results should not be surprising. The
technical capability to increase the efficiency of
energy use is even greater than the economi-
cally rational assumptions used in this scenar-
io. In a world of constant real price, oil will
continue to be the fuel of choice in existing oil
capable equipment unless it is explicitly exclu-
ded by policy. Energy efficiency standards
certainly must be expected to have the ultimate
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effect of reducing the demand for gas as well
as for the alternatives in many end-use appli-
cations.

The impact of the constraints on energy
demand are particularly well displayed by the
consumption of fuel for the generation of elec-
tricity as shown in Figure 4. Although the
prospect in mest conventional projections is
for continued strong growth in the demand for
electricity, the focus of most demand side
management programs now being initiated is
on reducing electricity consumption. There are
substantial opportunities to increase the effici-
ency of electric services. Because of the high
capital cost of new generating capacity, there
also are financial incentives for both utilities
and consumers to make investments in conser-
vatiorn,

There is little doubt that very large invest-
ments are going to be made in initiatives to
reduce electricity demand. It is less certain that
these investments will have the impact that is
expected of them, as there is no historical ex-
perience io verify the expectations. The out-
look for electric power demand growth is a
critical area of uncertainty in all efforts fo fore-
cast the energy future. This scenaric clearly
emphasizes the critical significance of that
uncertainty to the gas industry.

The initial impact of the constrained energy
scenario is to hold annual growth in electric
power consumption to aboui 0.5%. In that
situation, new generating capacity will only be
required to replace retirements, to upgrade
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existing facilities, to conform to changes in
peak load or regional consumption patterns, or
to comply with policy directives.

As the figure indicates, nuclear, hydroelec-
tric, and renewable generation would operate
much as they do in the Baseline Projection.
Future petroleum use would be reduced, but
in a low oil price situation there would be little
incentive to convert existing oil-fired capacity
to natural gas. Existing coal-fired capacity and
that already on order would probably operate
about as expected. The use of natural gas
would be largely limited to existing facilities
and new peaking capacity.

This scenario, of course, does not contem-
plate new policy initiatives that would require
coalor oil-fired power plants to be converted to
gas. It assumes that complance with any new
environmental requirements will be possible
for the existing facilities.

Optimistic Gas Supply Scenario

Although the gas acquisition cost track in the
1993 Edition of the GRI baseline projection is
significantly below that of earlier projections,
there are people who maintain that those pri-
ces are still unreasonably high. The optimistic
gas supply scenario was intended to explore
the implications of very low future gas prices.
The baseline gas price projection is devel-
oped analytically by estimating the cost, in-
cluding an appropriate rate of return on pro-
ducer investment, of finding and producing
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the gas required in a balanced supply and
demand scenario. There are a number of fac-
tors that might affect the cost track for a given
supply requirement. They are judgments about
the physical nature of the undiscovered re-
source base, the success ratio in exploration
and development, and the future cost of carry-
ing out the necessary activity. Each of these
judgments includes numerous detailed as-
sumptions, and each is subject to a range of
optimism about the future,

For the optimistic gas supply scenario, a
very low track for future gas acquisition costs
was specified. The acquisition cost in the sce-
nario reaches only $2.28 in the year 2010 in real
terms ($4.78 in nominal dollars), as compared
to $3.16 in the baseline projection.

Using the demand side model, a supply
requiremeni was developed for gas at that
price as shown in Figure 5. Compared to the
baseline projection, the reduced gas prices
result in an increase in gas demand of about
0.7 quad in the year 2000 and 2.2 quads in
2010. The increase is small in the near term
because growth in gas demand is largely de-
pendent upon the addition of new gas-using
equipment to the stock.

The pace of addition of new energy service
equipment is insensitive to the price of gas. It
is dependent upon such factors as electricity
demand growth, industrial production, hous-
ing starts, and commercial building occupancy.
Reduced gas prices, therefore, are only reflec-
ted in greater market share as choices for new
equipment are made over time. These choices,
in turn, are heavily influenced by the econo-
mics and characteristics of the available equip-
ment, not only by the relative fuel prices.

Using the GRI Hydrocarbon Model, the
possibility of providing the supply for this
scenario at the lower prices was explored. Of
course, the higher demand could not be ac-
commodated by the model using the baseline
projection assumptions for the pace of techno-
logical progress. With those assumptions, this
price track would result in a supply constrain-
ed future. More gas would be demanded than
the price would bring forth. Prices would have
to rise unfil a supply demand balance was
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achieved.

To develop a balanced scenario around the
specified price frack, greater optimism about
the future of gas production is needed. As a
first adjustment, the expectations for improved
success ratios and cost reductions that are
reflected in the model were carried to the grea-
test degree of optimism that seemed rational.
As one example, it is assumed that drilling
services can be profitable with drilling costs
reduced by 25% in real terms over the term of
the projection.

As shown in Figure 6, even these advances
in technology and practices failed to provide
adequate supply to balance the scenario shown
on this slide. The scenario can only be balanced
by also adding a greater degree of optimism
concerning the undiscovered resource base.

The conclusion to be drawn is that scenar-
ios of very low gas prices coupled with large
growth in consumption are difficult to sup-
port. In all probability, such a future is only
possible if the current estimates of the undis-
covered natural gas resource base prove to be
much too conservative and the future improve-
ment in the industry’s ability to find and deve-
lop new supplies outstrips the strong rate of
improvement that has been demonstrated in
recent years.
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Figure 6: Optimistic Gas Supply Scenario:
Technoelogy Assumptions (Quads)

Conclusions

The exireme scenarios add emphasis to conclu-
sions that are evident in the baseline projection
itself. These conclusions are of strategic impor-
tance to the gas industry as well as to GRIL

Demand

The first conclusion is that at moderate prices,
and especially in a high efficiency outlook,
demand is likely to be the constraint on the
expanded role that natural gas can play in the
energy mix. This conclusion is not counterin-
tuitive. Gas prices have been low for several
years and existing market opportunities are
probably pretty much saturated.

Any significant increase in the use of gas
will have to be associated with investment in
new gas-using equipment—turbines, vehicles,
appliances, space conditioning devices, or
industrial facilities. The only important excep-
tion might be substitution of gas, at discount
prices, for coal in existing power plants.

New demand, therefore, depends first
upon growth in the need for energy services
through household formation, increased in-
dustrial production, and similar socic-econo-
mic factors. Then it depends upon the choice of
gas-using equipment to serve those needs.

Unless the available gas-using equipment
measures up Lo consumer preferences, meets
policy standards, and can compare favorably
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with the altematives, growth in gas demuand
will be confined to low value uses where the
customer is indifferent to anything but fuel
price.

Today’s equipment simply will not meet
tomorrow’s requirements. Gas turbines will
face increasingly stringent limitations on NO,
and other emissions. Gas appliances will have
to keep pace with efficiency standards. Equip-
ment controls will have to be compatible with
computerized communications systems, and
methane vehicles will have to become as con-
venient as conventional options. Continuing
technological progress will be necessary to
support gas demand growth, no matter how
optimistic the other assumptions of the future
might be.

Supply

The second conclusion concems gas supply.
The baseline projection supports the view that
healthy demand growth can be accommodated
at moderate gas prices. Gas resources are phy-
sically adequate to support much greater rates
of growth.

The baseline projection, however, shares an
assumption with all of the contemporary views
of gas supply that the rapid pace of technologi-
cal improvement of the past few years will
continue. If technology in exploration and
development were frozen at today’s level of
achievement, the baseline projection price
track would not support the demand growth.
The scenario would become a supply cons-
trained scenario at a lower level of gas con-
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sumption.

Some further technological achievement is,
of course, nearly certain to occur. The pace of
improvement in drilling cost reduction, re-
coverability, and success ratios expected in the
baseline projection, however, exceeds this
"inertia” already built into the system. Main-
taining that pace will require continued efforts
in R&D and technology transfer. Some contem-
porary projections assume an even greater
pace of technological progress than the GRI
baseline projection does. As the low price sce-
nario graphically illustrates, if prices are extre-
mely low or if gas demand exceeds the base-
line projection, a more aggressive pace of tech-
nological improvement will be necessary to
provide the supply.

The baseline projection expects technologi-
cal progress to keep pace with the need; but,
beyond the near term, this expectation is not a
certainty. With major companies cutting cor-
porate R&D programs, with the frontier em-
phasis increasingly focused on the technologi-
cal problems of oil in areas outside of the US,
and in a pericd of cost cutting and expediency
throughout the industry, the assumption of
strong technological progress over the next
twenty years may be questionable.

The final conclusion is that nobody but the
gas industry itself has the incentive and the
capability to underwrite the technological
progress that will be required. Only gas indus-
try support for R&D and deployment of new
technologies will make the optimistic assump-
tions realities.





