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Dear Mr. Clark and Ms. Honorable:

As U.S. Department of Transportation (DOT) and the National Association of Regulatory Utility
Commissioners (NARUC) continue to support efforts to accelerate the repair, rehabilitation, and
replacement of high-risk infrastructure in pipeline systems, we appreciate the NARUC’s continued
diligence in promoting rate mechanisms that will encourage and will enable pipeline operators to
take reasonable measures to repair, rehabilitate or replace high-risk gas pipeline infrastructure. We
have prepared, and attached, a white paper on state pipeline infrastructure replacement programs in
the hope that you will share it with your members as a resource for encouraging more States to adopt
alternative or more flexible rate mechanisms that will facilitate the replacement or repair of high-risk
pipelines.

As you know, the Pipeline and Hazardous Materials Safety Administration (PHMSA) has regulatory
authority in regard to the safety of our nation’s pipelines. PHMSA, however, does not have the
authority to determine the routing, rates, or other terms and conditions of service for gas pipelines.
The Federal Energy Regulatory Commission makes these determinations for interstate gas pipelines,
and the State public utility commissions you represent typically do the same for intrastate gas
pipelines. Most State commissions are also responsible for oversight of intrastate pipeline safety
through certifications or agreements with PHMSA.

Many State public utility commissions have encouraged the timely repair, rehabilitation, and
replacement of high-risk gas pipeline infrastructure through special rate mechanisms. Some
legislatures have also provided their State public utility commissions with specific statutory authority
to approve such programs for intrastate gas lines. A comprehensive list of these programs is
available at http://opsweb.phmsa.dot.gov/pipelineforum/pipeline-systems/state-pipeline-system/state-
replacement-programs/.



http://opsweb.phmsa.dot.gov/pipelineforum/pipeline-systems/state-pipeline-system/state

We believe that the timely repair, rehabilitation, and replacement of high-risk gas pipeline
infrastructure are critical to ensuring public safety. A series of recent gas pipeline accidents,
including the September 9, 2010 San Bruno, California accident, the January 19, 2011 Philadelphia,
Pennsylvania accident, and the February 10, 2011 accident, show the terrible loss of life and property
that can occur without adequate attention to the integrity of pipeline infrastructure.

PHMSA believes that an effective program for ensuring the timely rehabilitation, repair, or
replacement of high-risk gas pipelines might have helped prevent these accidents. Accordingly, we
recommend that State public utility commissions consider accelerating work on the following kinds
of high-risk intrastate gas infrastructure in the future:

¢ Cast iron gas mains, which can be prone to failure as a result of graphitization or
brittleness;

e Plastic pipe manufactured in the 1960s to the early 1980s, which is susceptible to
premature failures as a result of brittle-like cracking;

e Mechanical couplings used for joining and pressure sealing pipe, which are prone to
failure under certain conditions;

¢ Bare steel pipe without adequate corrosion control (i.e., cathodic protection or
coating);

s Copper piping;’

» Older pipe, if it is vulnerable to failure from time-dependent forces, such as
corrosion, stress corrosion cracking, settlement, or cyclic fatigue factor; and

» Pipelines with inadequate construction records or assessment results to verify their
integrity.

PHMSA requests your support in ensuring that State commissions implement effective programs for
the timely repair, replacement, and rehabilitation of high-risk gas pipeline infrastructure.

I look forward to continuing to work with the NARUC on i)ipeline safety and welcome any thoughts
that you have on the issues discussed in this letter. Please send your response to Jeffrey Wiese,

Associate Administrator for Pipeline Safety, or to contact me if you have any questions or concerns.

Regards,

Cynthia L. @uarterman

Enclosure: White Paper
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Introduction

Under the leadership of Transportation Secretary Ray LaHood and Administrator Cynthia
Quarterman, the Pipeline and Hazardous Materials Safety Administration (PHMSA) has issued a
Call to Action with the goal of accelerating the rehabilitation, repair, and replacement of high-
risk pipeline infrastructure. This effort comes on the heels of several high profile pipeline
accidents, including two recent gas distribution line explosions in Pennsylvania that resulted in
multiple deaths.

As part of Secretary LaHood’s Call to Action, PHMSA has prepared this white paper to
urge State public utility commissions to expand the use of pipeline infrastructure replacement
programs. It includes an overview of natural gas ratemaking, a discussion of the need to take
prompt action to remediate high-risk pipeline infrastructure, and a description of the various
State programs that are being used for that purpose.

Executive Summary

Public safety requires prompt action to repair, remediate, and replace high-risk gas pipeline
infrastructure, including cast iron mains, certain vintages of plastic pipe and mechanical coupling
installations, bare steel pipe without adequate corrosion control, and copper piping. Several
recent gas pipeline accidents show the terrible consequences that can occur if such action is not
taken.

The Federal Energy Regulatory Commission establishes rates for interstate natural gas
pipeline service under the “just and reasonable” standard provided in the Natural Gas Act of
1938. State public utility commissions (and in some cases local authorities) establish rates for
intrastate natural gas pipeline service. While based on State and local laws, those determinations
are generally made on the basis of a formula that is similar to the “just and reasonable’ standard.

Pipeline infrastructure replacement programs for gas distribution systems exist in nearly 30
States. Some State Public utility commissions have used their traditional ratemaking authority to
approve these programs, the terms and conditions of which are established under a generally
applicable statutory provision. Other State public utility commissions have specific authority to
approve such programs. The terms, conditions, and cost recovery mechanisms of these programs
vary by statute. Whether as part of the traditional ratemaking process or in a separate
proceeding, PHMSA is encouraging the States to accelerate the remediation of high-risk gas
pipeline infrastructure.

PHMSA intends to focus on this issue in implementing the new Gas Distribution Pipeline
Integrity Management Program Rule and as part of the annual certification process for State
pipeline safety programs. PHMSA is also willing to provide other assistance to State public
utility commissions who are seeking to establish or improve programs for the repair,
rehabilitation, and replacement of high-risk pipeline infrastructure.




I General Ratemaking Principles

Federal Ratemaking

The Federal Energy Regulatory Commission (FERC) regulates the interstate sale and
transportation of natural gas under the Natural Gas Act of 1938 (NGA). The NGA imposes a
“just and reasonable” requirement on the rates charged for interstate pipeline services, a standard
that requires FERC to consider both the interests of pipeline operators and ratepayers. FERC
utilizes varying ratemaking methodologies to meet the “just and reasonable” standard, such as
selective discounting, market-based rates, and negotiated rates. However, the underlying
premise that ratemaking should be based on the cost of providing service remains a strong
principle in rate-making proceedings. Accordingly, cost-of-service'ratemaking is the primary
method that FERC uses to establish rates.

Cost-of-service ratemaking bases rates on the cost of service and affords the pipeline a
reasonable rate of return. The Cost-of-Service:

Includes the product of the pipeline’s Rate Base (which is the pipeline’s
investment) and the Overall Rate of Return, plus its Operation and
Maintenance Expenses (O&M), Administrative and General Expenses {A&G),

" Depreciation Expense, Non-Income Taxes and Income Taxes, less Revenue Credits.

In this equation, the Rate Base captures the total amount invested in the pipeline and is
used to calculate the permissible return on investment. The Overall Rate of Return is a product
of the pipeline’s capitalization ratio, the cost of debt, and the rate of return that is allowed on the
pipeline’s equity. Total cost-of-service captures the amount of rate revenue that a pipeline
company must charge in order to maintain profitability and remain an attractive prospect for
future investment.

FERC applies cost-of-service and other rate methodologies in rate proceedings to set
initial rates for new or expanding pipelines, increase rates for existing pipelines, and require
prospective changes to existing rates. Applications to establish new or expanded pipeline service
must be approved by FERC and are required to meet a “public convenience and necessity”
standard. In a certificate proceeding, FERC authorizes initial rates that remain in effect until a
further rate proceeding is held. In a general Section 4 rate case, a pipeline files to increase rates
and is required to prove that its proposal is “just and reasonable.” Alternatively, in a Section 5
rate proceeding, FERC may require prospective rate changes, if it is determined that a pipeline’s
rates no longer meet the “just and reasonable” standard.'

State Ratemaking

! Cost-of-Service Rates Manual, Federal Energy Regulatory Commission, June 1999,
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State public utility commission (PUCs) regulate the intrastate sale of natural gas, which
includes establishing rates for the end user. State PUCs evaluate ratemaking proposals according
to a variety of legislative mandates, policy objectives, and consumer interests, but have
traditionally set rates according to the “just and reasonable” standard. As articulated by the
National Regulatory Research Institute, these rates share four general characteristics. First, rates
are reflective of “an efficient or prudent utility” and, therefore, do not include those costs that a
utility could eliminate without impairing efficiency or profitability. Second, rates incorporate the
natural consequences of a utility’s provision of service at different levels and to different classes
of customers. Third, rates are set at a level that provides the utility with an acceptable return to
ensure that it remains an attractive candidate for new capital investment. Lastly, the utility’s
provision of service should be nondiscriminatory. Within these general principles, the States use
varying methods to establish rates, some of which are outlined below.

Rates for Investor-Owned Local Gas Distribution Companies

Local distribution companies are privately-owned utilities and are required to provide
distribution of natural gas to any customer within its geographic franchise area upon reasonable
request. These utilities own the natural gas being distributed for their “sales customers” and get
paid a fee for the distribution service. Local distribution companies do not earn any money from
the sale of the natural gas itself, whether the utility owns the natural gas or transports it on behalf
of the customer. The companies simply pass the cost of the gas straight through to the customer.
Customers who have purchased their natural gas from a third party supplier or market and wish
the distribution company to transport the gas to their business or home, commonly referred to as
“transportation customers,” pay a fee for the transport of natural gas over the local distribution
company’s pipeline.

State PUCs regulate the rates, terms, and conditions of service for investor-owned natural
gas distribution systems. Local agencies generally perform that regulatory function for publicly-
owned distribution utilities. These State and local authorities are also responsible for ensuring
that the operation of these utilities serves the public interest. In some cases, that may require
prohibiting a utility from turning off a residential customer’s gas service for nonpayment during
cold weather, asking for safety-driven changes beyond those required by the Federal and State
safety regulators, or requiring utilities to offer energy conservation programs.

Natural gas utilities are required to post the rates, terms, and other conditions of service
with their State PUCs, and customers must pay the posted rates to obtain the applicable service.
Utilities also have information on file with State PUCs on the current “purchased gas adjustment
charge.” These charges account for market-driven changes in the price the utility pays for the
gas supplied to its customers.

Rates for Publicly-Owned Local Gas Utility Systems
Publicly-owned gas utility systems are non-profit enterprises that are owned by the
citizens they serve. They include municipal gas distribution systems, public utility districts,

county districts, and other public agencies that have natural gas distribution facilities. These
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utilities own the natural gas that is provided to their customers and charge a fee for the
distribution service. Publicly-owned utilities also pass through and recover the cost of acquiring
the natural gas that is distributed.

Unlike privately-owned pipeline systems, most State PUCs do not establish rates for
publicly-owned gas distribution systems. That function is typically performed by a local body,
like a city or county council or utility board. There is no requirement that the rate charged by the
utility be based on the cost of service, and the utility may charge whatever rate is established by
its governing body.

Rates for publicly-owned utilities do not include costs for return on investment or profit,
and any necessary capital is raised by issuing bonds. Customers of municipal utilities pay the
purchased gas adjustment charge for the amount of gas the utility distributes during the billing
period. Rate changes must be approved by the city council or the utility board.

Il Need for Repair, Rehabilitation, and Replacement of High-Risk Gas Pipeline
Infrastructure '

The safety of natural gas distribution systems has improved significantly since the
enactment of the Natural Gas Pipeline Safety Act of 1968, which provided DOT with the
authority to establish safety standards for natural gas systems. A number of serious incidents in
natural gas distribution systems, however, still occur each year, and many of those incidents are
caused by failures of high-risk pipeline infrastructure. Thus, there is a need to improve pipeline
safety by repairing, rehabilitating and replacing high risk pipe.

High-risk pipeline infrastructure is piping or equipment that is no longer fit for service.
As discussed below, that lack of fitness can be the product of a variety of factors.

e Cast iron gas mains and service lines can be prone to failure as a result of
graphitization or brittleness. The installation of cast iron pipe dates to the 1830s, and
remained prevalent until the post-World War Il period. Many major urban areas,
including Philadelphia, PA; Boston, MA; Baltimore, MD; Washington, DC; Detroit,
MI; Chicago, IL; and San Francisco, CA, still have cast iron pipe in their natural gas
distribution systems.2

¢ Certain vintages of plastic pipe are susceptible to premature failures as a result of
brittle-like cracking. In April 1998, the National Transportation Safety Board
(NTSB) released a Special Investigation Report on Brittle-Like Cracking in Plastic
Pipe for Gas Service. NTSB found that the long-term strength and resistance of
plastic pipe to brittle-like cracking may have been overrated for much of the plastic
pipe manufactured and installed from the 1960s through the early 1980s. The NTSB

? http:/opsweb.phmsa.dot.gov/pipelineforum/reports-and-research/cast-iron-pipeline/
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also found that any potential public safety hazards from these failures are likely to be
limited to locations where stress intensification exists. In response to the NTSB
report and subsequent investigations, PHMSA issued four advisory bulletins on the
susceptibility of certain kinds of older plastic pipe to brittle-like cracking.’

Mechanical coupling installations are devices that are used for the joining and
pressure sealing of two pieces of pipe. These devices are prone to failure under
certain conditions. In March 2008, PHMSA issued an Advisory Bulletin (ADB) on
the use of mechanical couplings in natural gas distribution systems. The ADB noted
that these devices are more likely to fail when there is inadequate restraint for the
potential stresses on the two pipes, when the couplings are incorrectly installed or
supported, or when components experience age-related deterioration. The ADB also
noted that inadequate leak surveys can fail to detect a coupling in need of repair and
lead to more serious incidents.”

Pipelines lacking adequate construction records or assessment results to verify their
integrity. In January 2011, PHMSA issued an ADB on the need to use traceable,
verifiable, and complete records in establishing the maximum allowable operating
pressures and developing and implementing integrity management programs for
natural gas pipelines. The ADB responded to an NTSB recommendation, which
resulted from its investigation of the September 2010 intrastate natural gas
transmission line rupture in San Bruno, California, which is discussed below.

Other kinds of pipe installations, including bare steel pipe without adequate corrosion
control (i.e., cathodic protection or coating) and copper piping, are also more
susceptible to failure.

Age of pipe should be considered in determining whether pipeline infrastructure is
vulnerable to failure from time-dependent forces, like corrosion, stress corrosion
cracking, settlement, or cyclic fatigue.

Several recent gas pipeline accidents show the grave consequences that can occur if high-
risk gas pipeline infrastructure is not properly repaired, rehabilitated, or replaced. For example,

On September 9, 2010, an intrastate natural gas transmission line ruptured in San
Bruno, California. The ensuing explosion and fire resulted in 8 fatalities, multiple
injuries, and destroyed 38 homes. NTSB has released a final report on the cause of
the accident and concluded that the failure was the result of an improperly-welded
section of pipe that had been installed in 1956 and never subjected to hydrostatic
pressure testing.

372 FR 51301.

*73 FR 11695.



e On January 19, 2011, a natural gas explosion and fire in a natural gas distribution
system killed one person and injured five others in Philadelphia, Pennsylvania. The
cause of the accident remains under investigation, but preliminary reports indicate
that the source of the gas leak was a 12-inch cast iron gas main installed in the 1920s.

e OnFebruary 10, 2011, another natural gas explosion and fire in a natural gas
distribution system killed five people and destroyed several homes in Allentown,
Pennsylvania, The cause of the accident remains under investigation, but preliminary
reports indicate that the source of the gas leak was an 83-year-old, 12-inch cast iron
£as main.

Recognizing that prompt action to replace these high-risk gas pipelines might have
prevented each of these accidents, Transportation Secretary Ray LaHood issued a Call to Action
in April 2009 encouraging the States to expand and accelerate the use of such programs.’
Twenty-two States responded to the Secretary’s initiative by providing PHMSA with
information on their efforts to remediate high-risk pipeline infrastructure.

After reviewing that information and performing additional research, PHMSA decided to
prepare the following overview of the State pipeline infrastructure replacement programs.
- PHMSA urges the appropriate regulatory authorities will use this information to accelerate their
efforts to repair, rehabilitate, and replace high-risk gas pipeline infrastructure in their
jurisdictions. In addition to the analysis provided below, a comprehensive list of all of these
programs is included in Appendix L

III.  Using Traditional Ratemaking Authority to Establish Infrastructure Replacement
Programs

Several state public utility commissions have used their traditional ratemaking authority
to approve pipeline infrastructure replacement programs. The examples discussed below show
how that authority can be used to ensure the timely repair, rehabilitation, and replacement of
high-risk pipeline infrastructure without additional legislation.

New Jersey

Originally established in 1911 as the Department of Public Utilities, the mission of the
New Jersey Board of Public Utilities (BPU) is “[t]o ensure the provision of safe, adequate and
proper utility and regulated service at reasonable rates, while enhancing the quality of life for the
citizens of New Jersey and performing these public duties with integrity, responsiveness and
efficiency.”® The Division of Energy is responsible for regulating the State’s four natural gas

5 hitp://opsweb.phmsa.dot. gov/pipelineforum/

® hitp://www.nj.gov/bpu/about/index. html.
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service prowders Elizabethtown Gas, New Jersey Natural Gas (NJNG) PSE&G, and South
Jersey Gas.’

As part of then-Governor Jon Corzine’s economic stimulus plan, BPU approved
accelerated pipeline infrastructure replacement programs using its plenary authority to reqmre or
enable natural gas companies to provide safe, adequate, and proper service to its customer.® In a
December 22, 2009 provisional order, BPU approved Elizabethtown Gas’s petition to implement
a Utility Enhancement Infrastructure Rider (i.e., a rate increase to allow for an accelerated
recovery of the costs associated with performing certain gas-distribution infrastructure related
projects). The list of qualifying projects included the replacement of 29 miles of 10- and 12-inch
and 41.9 miles of 4-inch cast iron gas mains; the installation of 6 miles of 8-inch main and 20
miles of 12-inch main in certain locations. In a subsequent filing, Elizabethtown petitioned BPU
to approve an additional rate increase to cover greater-than-anticipated costs for each of these
projects.

Likewise, in an April 29, 2009 order, BPU approved NJNG’s petition to implement an
Accelerated Infrastructure Investment Program (AIIP), i.e., a rate increase to allow for an
accelerated recovery of the costs associated with performing 14 infrastructure projects. Ina
March 30, 2011, BPU approved NJNG’s petition to add 9 additional prOJects to the AIIP. The
total anticipated cost for these projects is approximately 130 million dollars.'

Kentucky

Created in 1934, the Kentucky Public Service Commission (KPSC) is a three member
administrative body with authority to regulate investor-owned natural gas companies. KPSC
does not regulate natural gas utilities subject to the control of cities or political subdivisions, or
those served by the Tennessee Valley Authority.'!

7 http://www.state. ni.us/bpw/index,shim!

¥ Specifically, § 48: 2-23 states:

The board may, after public hearing, upon notice, by order in writing, require any public utility to furnish safe,
adequate and proper service, including furnishing and performance of service in a manner that tends to conserve and
preserve the quality of the environment and prevent the pollution of the waters, land and air of this State, and
including furnishing and performance of service in a manner which preserves and protects the water quality of a
public water supply, and to maintain its property and equipment in such condition as to enable it to do so.

The board may, pending any such proceeding, require any public utility to continue to furnish service and to
maintain its property and equipment in such condition as to enable it to do so.

? See http://www .elizabethtowngas.com/Universal/Ratesand Tariff/RegulatoryInformation.aspx

10 Gee http://www.ning com/regulatory/filings.asp
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In a January 31, 2002 order, KPSC approved a petition filed by Duke Energy Kentucky,
Inc. (Duke) for approval of an Accelerated Main Replacement Program (AMRP) Rider, which
was designed to allow Duke to reduce the time for replacing its cast iron and bare steel mains
from 15 years to 10 years. The Kentucky Attorney General appealed that order, arguing that
KPSC lacked the authority to approve such a program outside of the confines of a general rate
case. The Kentucky Supreme Court later ruled that KPSC had the power to approve the AMRP
Rider under its plenary authority to ensure that rates are “fair, just and reasonable.”"?

Indiana

Established in the early 20" century, the Indiana Regulatory Utility Commission (IRUC)
is comprised of five Commissioners who are appointed by the Governor to staggered four-year
terms. The Gas Division is responsible for regulating the rates and terms and conditions of
service for intrastate gas utilities.”

IRUC uses a deferred accounting alternative to allow eligible infrastructure investment
costs to be diverted to a special deferred account. In the next rate case, the costs are amortized,
recovered in rates, and the balance in the special deferred account is either reduced or eliminated.
Gas utilities must establish, through the ratemaking proceeding, that all infrastructure
investment costs in such accounts are properly accounted for. The assets in these deferred
accounts may accrue interest, which isamortized and recoverable. The amount and type of
infrastructure costs may be limited and are subject to state approval.

IRUC has approved Vectren Corporation’s program to target 90 miles of pipeline
replacements per year, as part of a broader, 20-4year effort to replace 1,700 miles of aging bare
steel and cast iron mains in Indiana and Ohio."

IV.  Using Specific Ratemaking Authority to Establish Infrastructure Replacement
Programs

Several states have provided their public utility commissions with specific statutory
authority to approve pipeline infrastructure replacement programs. Some states, like Missouri,
Kansas, and Nebraska, have enacted statutes with detailed eligibility requirements and cost-
recovery formulas. Other states, like Ohio, have adopted statutes that provide their commissions
with far more flexibility and discretion. Still other states, like Texas and Virginia, fall
somewhere in between.

12 Kentucky Public Service Commission v. Commonwealth of Kentucky, 324 S.;W.3d 373 (K'Y 2010).

13 http://www.in.gov/iure/

Y http:/www.enengineering.com/pdfip&gj4_03.pdf.
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Infrastructure Replacement Surcharge: Missouri, Kansas, and Nebraska

Missouri, Kansas, and Nebraska have adopted statutes that authorize the approval of
infrastructure replacement surcharges. Local distribution companies are allowed to charge
current customers for the cost of replacing existing infrastructure through the performance of
certain projects. A specific formula is provided for determining the permissible amount of the
surcharge; procedural requirements are also included to facilitate commission review and
approval.

Missouri and Kansas

Established in 1913, the Missouri Public Service Commission (MPSC) regulates local gas
distribution companies and is composed of five commissioners who are appointed by the
£OVernor. '> Founded two decades later, the Kansas Corporation Commission (KCC) regulates
natural gas companies and is composed of three commissioners who are appointed by the
Governor for 4-year terms with the approval of the Senate. '

On July 9, 2003, the Missouri General Assembly enacted a statute allowing gas
corporations to petition MPSC for approval of an infrastructure system replacement surcharge
(ISRS) as of August 28, 2003. Using Missouri’s ISRS statute as a model, the Kansas Legislature
enacted the Gas Safety and Reliability Act (GSRA) three years later, on April 12, 2006. The
GSRA provided that as of July 1, 2006, a natural gas public utility could petition the KCC to
establish or change gas system reliability surcharge (GSRS) rate schedules. :

These two statutes are similar in many respects and include provisions that define the
kinds of gas utility projects which are eligible for a cost recovery surcharge, establish a formula
for determining and limiting the amount of that surcharge, and prescribe the procedural
requirements that must be met before a surcharge can be imposed.

Both statutes generally limit eligible infrastructure system replacements to gas utility
plant projects that:

. Do not increase revenues by directly connecting the infrastructure replacement to new
customers;

. Are in service and used and useful;
Were not included in the gas corporation's rate base in its most recent general rate
case; and

. Replace, or extend the useful life of an existing infrastructure.

The statutes also list the kinds of “gas utility plant projects” that are eligible for the surcharge:

'S http://psc.mo.gov/

18 http://www ke state ks.us/index.htm
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e Mains, valves, service lines, regulator stations, vaults, and other pipeline system
components installed to comply with State or Federal safety requirements as
replacements for existing facilities that are in deteriorated condition;

e Main relining projects, service line insertion projects, joint encapsulation projects, and
- other similar projects extending the useful life, or enhancing the integrity of pipeline
system components for compliance with State or Federal safety requirements; and

o Facility relocations as a result of construction or improvement of a highway, road, street,
public way, or other public work by or on behalf of the United States, the State (or
political subdivision thereof), or another entity having the power of eminent domain
provided that the costs related to such projects have not been reimbursed to the gas
corporation.

The two statutes also prescribe a formula for determining the maximum amount and duration of
the surcharge:

e MPSC and KCC cannot approve a surcharge that produces a total annualized surcharge
revenue below the lesser of $1,000,000 or 1/2 percent of the gas company's base revenue
level or exceeds 10 percent of the base revenue approved at the gas company's most
recent general rate proceeding.

e A surcharge cannot be approved for a gas company that has not had a general rate
proceeding decided or dismissed within a certain number of months (the past 36 months
for Missouri and the past 60 months for Kansas), unless the gas company has filed for
one or is the subject of a new proceeding.”

Finally, there are also procedural requirements that must be met to authorize the surcharge:

e Gas companies that petition MPSC or KCC for a surcharge must submit a proposed ISRS
or GSRS and supporting documentation.

e MPSC and KCC must publish notice of that filing, and their respective staffs are required
to confirm underlying costs and submit a report within 60 days.

¢ MPSC and KCC may hold a hearing on the petition but must issue an order that is
effective no later than 120 days after the filing.

17 As originally enacted, the GSRA prohibited a utility from collecting a GSRS for any period exceeding 60 months
unless a filing had been made or was subject to a new proceeding. However, on April 13, 2011, the Kansas
Legislature amended the GSRA to allow the KCC, on motion from a natural gas public utility, to extend that 60-
month deadline for up to 12 months.
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e A gas company cannot effectuate a change in its rates more often than twice every 12
months.

Nebraska

The Nebraska Public Service Commission (NPSC) regulates the rates and quality of
service for investor-owned natural gas public utilities and is composed of five elected
commissioners who serve 6-year terms.'® On August 30, 2009, the Nebraska legislature enacted
a statute allowing a jurisdictional utility to file an application and proposed rate schedule with
NPSC to establish or change “infrastructure system replacement cost recovery charge rate
schedules.” Through this process, utilities may request an adjustment of their rates to recover
costs for eligible infrastructure system replacements. Nebraska’s legislation is largely
bifurcated: utilities are treated differently depending on whether or not their prior rate filings
were subject to negotiation.

NPSC is specifically disallowed from approving rate schedules that produce total
annualized infrastructure system cost recovery charge revenue either:

J Below the lesser of one million dollars or one-half percent of the utility’s base
revenue level, as approved by the commission in the most recent general rate
proceeding; or

. Exceeding ten percent of the utility’s base revenue level, as approved by the
commission in the most recent general rate proceeding,

Furthermore, NPSC cannot approve any rate schedules for a utility that has not had a
general rate proceeding decided or dismissed by order within the 60 months immediately
preceding the application for a infrastructure system replacement cost recovery charge. Utilities
cannot collect a recovery rate for a period exceeding 60 months after the initial approval, unless
that utility has filed for or is the subject of a new general rate proceeding within the 60-month
period. (The rate may be collected until the effective date of a new rate schedule established as a
result of a new general rate proceeding or until the rate proceeding is otherwise decided or
dismissed by issuance of a commission order without new rates being established).

Two processes exist for establishing or changing a rate schedule. If the utility’s last
general rate filing was not subject to negotiation, the utility must submit to NPSC:

. A list of eligible projects;
. A description of the projects;
. The location of the projects;

18 hitp://www.psc.state.ne.us/index.htm
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. The purpose of the projects;

. The dates construction began and ended;
. The total expenses for each project at completion; and
. The extent to which such expenses are eligible for inclusion in the calculation of the

infrastructure system replacement cost recovery charge.

After the public advocate conducts an examination of this information to verify the
underlying costs, NPSC must require a report on this examination to be prepared and filed not
later than 60 days after the application. NPSC must hold a hearing on the application and issue
an order that is effective not later than 120 days after the application is filed (there is a good-
cause 30-day extension). If NPSC finds that an application complies with the applicable
requirements, an order is issued authorizing the utility to recover appropriate pretax revenue.
Utilities may apply for a change in any infrastructure system replacement cost no more than once
in any 12-month period.

If a utility’s last general rate filing was subject to negotiation, it must submit to NPSC the
schedules, supporting documentation, and a written notice for each city that will be affected by
the charge. The notice must identify the cities that will be affected by the filing and copies must
be provided to each such city. Affected cities have 30 days from that filing to adopt a resolution
of intent to negotiate a charge rate with the utility. A copy of the resolution in support, or a
resolution of rejection, of the offer to negotiate must be provided to the utility and NPSC within
seven days of adoption.

If NPSC receives timely resolutions from cities that represent more than 50 percent of the
ratepayers within the affected cities, to negotiate a recovery rate with the utility, the commission
will certify the case for negotiation and will take no action until the negotiation period has
expired. If agreement is reached, it must be put in writing and filed with the commission, which
then must enter an order either approving or rejecting the rate within 30 days of the filing of the
agreement. If agreement is not reached, the affected cities and the utility must submit all
documentation within 14 days after the commission receives notice that the negotiations have
failed. A hearing must be held not later than 35 days after the receipt of this report. If the
commission receives resolutions from cities representing more than 50 percent of ratepayers that
expressly reject negotiations, the rate review proceeds immediately.

Interim Rate Adjustment: Texas and Virginia
Texas

Established in 1891, the Texas Railroad Commission (TRC) has primary regulatory
authority over various aspects of the oil and natural gas industry. The Gas Services Division
.regulates the day-to-day activities of approximately 200 natural gas utilities and is responsible
for ensuring that a continuous, safe supply of natural gas is available to local consumers at the
lowest, reasonable price. TRC has exclusive authority over the rates and terms of service for gas
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utilities in unincorporated areas and original jurisdiction over utilities at a city gate. TRC is
composed of three members who are elected to serve 6-year terms.'”

On May 16, 2003, the Texas Legislature enacted the Gas Reliability Infrastructure
Program (GRIP) statute, which allows gas utilities to recover a return on capital expenditures
made during the interim period between general rate cases.”’ Specifically, a gas utility may file a
tariff or rate schedule with TRC providing for an interim rate adjustment within two years of the
utility's last general rate case. That tariff or rate schedule must be filed at least 60 days before
the proposed implementation date of the new rates. During that 60-day period, implementation
of the new rates may be suspended by the TRC or an affected municipality for up to 45 days.

The allowable amount of the interim rate adjustment is based on values associated with
the utility's return on investment, depreciation expenses, ad valorem taxes, revenue-related taxes,
and incremental federal income taxes. The reasonableness and prudence of the investments
recovered by an interim rate adjustment is subject to review in the utility's next general rate case.
Until the TRC issues a final order approving the interim rate adjustment in that rate case, all
amounts collected under the tariff or rate schedule before the filing of that rate case are subject to
refund (including with interest, if appropriate). Any utility that implements an interim rate
adjustment is required to file a general rate case no later than 180 days after the fifth anniversary
of the date its interim rate became effective. The regulatory authority itself may also initiate a
rate case at any time to review the reasonableness of the utility's rates.

It should also be noted that TRC has issued regulations mandating the removal,
rehabilitation, or replacement of gas distribution pipeline facilities as part of their state pipeline
safety program.”! That includes requirements for the removal of compression couplings and,
more recently, for the submission of a written risk-based program, by August 1, 2011, for the
removal or replacement of all other distribution facilities.

Virginia

Established in 1902, the Virginia State Corporation Commission (VSCC) is composed of
three commissioners who are elected by the General Assembly for 6-year terms. Its Division of
Energy Regulation is responsible for providing assistance in regulating investor-owned natural
gas utilities.”

On April 11, 2010, the SAVE Act (Steps to Advance Virginia’s Energy Plan) was
enacted, authorizing certain natural gas utilities to petition the State Corporation Commission

9 hitp://www.rTC.state.tx.us/

2 Tex. Util.Code Ann. § 104.301.

2! http://info.sos.state.tx.us/pls/pub/readtacSext. ViewTAC?tac view=5&ti=16&pt=1&ch=8&sch=C&rl=Y

2 hitp://www.scc.virginia.gov/pue/index.aspx
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(SCC) for a separate rider (“SAVE rider”), allowing for the recovery of certain costs associated
with eligible infrastructure replacement projects. While utilities are still required to apply for the
SAVE rider, the statute places restrictions on the VSCC approval process, ostensibly to wall off
this process from traditional ratemaking.

Under the Act, an eligible “natural gas utility” is any investor-owned public service
company that furnishes natural gas service to the public. Natural gas utilities may apply for
“eligible infrastructure replacement” projects that:

e Enhance safety or reliability by reducing system integrity risks associated with customer
~ outages, corrosion, equipment failures, material failures, natural forces, or other outside
force damage;

¢ Do not increase revenues by directly connecting the infrastructure replacement to new
customers;

¢ Reduce or have the potential to avoid greenhouse gas emissions; and

e Are not included in the natural gas utility’s rate base in its most recent rate case or in the
rate base filed with a performance based regulation plan.

Specifically, eligible “natural gas utility facility replacement projects” are intended to
replace storage, peak shaving, transmission or distribution facilities used in the delivery of
natural gas, or supplemental or substitute forms of gas sources by a natural gas utility. The act
specifically delineates recoverable costs, including return on investment, depreciation, property
taxes, and carrying costs of the eligible infrastructure replacement projects.

In order to qualify for the SAVE rider, utilities must file a petition with VSCC to
establish a plan, which must include a completion timeline, a schedule of cost recovery, and a
certification that the plan is “prudent and reasonable.” Prior to approval, VSCC must provide
notice and an opportunity for a hearing on the plan. SAVE plans must be approved or denied
within 180 days; in the case of a denial, VSCC must specifically detail the reasons for the denial
and the utility may refile, without prejudice, an amended plan within 60 days, at which point the
Commission has an additional 60 days to approve or deny. VSCC is specifically prohibited from
requiring the filing of rate case schedules in conjunction with the consideration of a SAVE plan.
In addition, no other revenue requirement or ratemaking issues may be examined in conjunction
with the consideration of an application filed pursuant to the SAVE Act.

At the end of each 12-month period that a SAVE rider is in effect, the utility must
reconcile the difference between the eligible replacement costs and the amounts recovered under
the SAVE rider. This reconciliation provides the basis for an adjustment to the SAVE rider,
which VSCC must approve or deny within 90 days, whether it is an additional recovery or a
refund. Finally, the Act states that this rider is in addition to all other costs that a utility is
permitted to recover and cannot be considered as an offset to other VSCC-approved cost of
service or revenue requirements. In addition, the rider cannot be included in the computation of
a performance based regulation plan revenue-sharing mechanism.
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In summary, the Virginia SAVE Act:
e Uses a rider for the recovery of certain eligible infrastructure costs;
e Uses a statutorily prescribed process that is separated from the ratemaking process;

e Includes an amendment process to incorporate increased project costs, but also requires
refunds;

¢ Requires approval or denial within specitic timeframe; and

e Restricts VSCC from considering any costs that the utilities are already allowed to
recover in the consideration of whether a utility should be able to recover infrastructure
costs.

Alternative Rate Plan: Ohio

Established in 1913, the Public Utilities Commission of Ohio (PUCO) regulates various
public utilities in Ohio, including more than two dozen natural gas companies. Those companies
provide gas service to more than 3 million users and operate a network of approximately 54,000
miles of regulated distribution lines. PUCO is composed of 5 commissioners who are appointed
by the Governor for 5 year terms.”

Ohio Chapter 4901: 1-19 governs the filing and consideration of an alternative rate case
by a natural gas company. Alternative rate plans may include automatic adjustments based on a
specified index or changes in a specified cost. In its “alternative rate plan filing,” the applicant
must notify the commission and the consumer services department of its intent to file at least 30
days prior to the expected date of filing. The application (sample is included in rule appendix)
must include the proposed rates, a summary of the proposed plan, a comparison of the typical
“before” and “after” customer bill, and any waiver requests. In addition, the applicant must fully
justify any proposal to deviate from the traditional rate of return regulation, including the
rationale for the alternative plan, including “how it better matches actual experience of
performance of the company in terms of costs and quality of service to its regulated customers.”

PUCO may grant alternative rate regulation on the basis of this application. However,
PUCO may subsequently determine that the natural gas company is not in substantial compliance
with state policy, or on the motion of an adversely affected party, abrogate any order when (1)
the commission determines that the findings are no longer valid and that modification or
abrogation is in the public interest; and (2) the modification or abrogation is not made more than
eight years after the effective date of the order, unless the affected natural gas company consents.

California

B hitp://www.puco.ohio.gov/puco/
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The California Public Utilities Commission (CPUC) is responsible for regulating
intrastate natural gas pipelines in the State of California, except for municipal gas systems.
CPUC is composed of five commissioners who are appointed by the Governor.

24

On October 7, 2011, the Governor approved a package of pipeline safety bills with
several new mandates for gas pipeline operators and CPUC. The relevant provisions include:

e Requiring operators of intrastate gas transmission lines to prepare and submit to CPUC a
plan for pressure testing each line segment and to replace each segment that is not tested.
Plans must include a timeline for completing all testing and replacements as soon as
practicable with interim safety measures during implementation. Where warranted,
segments must also be capable of accommodating inline inspection devices.

e Requiring gas pipeline operators to submit to CPUC for approval a plan for the safe and
reliable operation of their gas pipeline facilities. Plans must be consistent with Federal
pipeline safety laws and must address specific criteria, including: minimizing hazards and
systemic risks; identifying safety-related systems that may be deployed; patrolling and
inspecting for leaks; responding to reports of leaks; determining MAOP; ensuring
qualified and adequately-sized workforce; and meeting applicable pipeline safety
standards.

* Requiring gas pipeline operators to report to CPUC twice per year on the strategic
planning and decisionmaking approach that is used to determine and rank pipeline safety,
integrity, reliability, operations and maintenance activities, and inspections.

e Establishing that is the policy of the State and CPUC for each gas pipeline operator to
place safety as its top priority. CPUC must take reasonable and appropriate action to
carry out this policy, including through ratemaking.

e Requiring gas pipeline operators who recover expenses for integrity management
program and related pipeline maintenance and repairs to have a balancing account, with
any unspent money being returned to ratepayers at the end of each rate cycle.

In a June 2011 order, CPUC had previously used its general authority to require operators of
intrastate natural gas transmission lines to submit comprehensive pressure testing -
implementation plans. The purpose of these plans is to achieve the orderly and cost effective
replacement or testing of all natural gas transmission lines in the State. The plans permit the use
of alternatives that achieve the same standard of safety, but must include a prioritized schedule
based on risk assessment and maintaining service reliability, as well as cost estimates with
proposed ratemaking. The plans also address the retrofitting of pipelines to accommodate the use
of in-line inspection tools and, where appropriate, automated or remotely controlled shut off
valves. ‘

2 CA PUB UTIL §8§ 2101 et seq., 4351-61, 4451-64.
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V. CONCLUSIONS

Nearly 30 State public utility commissions have established pipeline infrastructure
replacement programs as part of the ratemaking process. These programs play a vital role in
protecting the public by ensuring the prompt rehabilitation, repair, or replacement of high-risk
gas distribution infrastructure.

Several state public utility commissions, including those in New Jersey, Kentucky, and
Indiana, have used their traditional ratemaking authority to approve such programs. Other
States, like Missouri, Kansas, and Nebraska, have provided their public utility commissions with
specific statutory authority to approve pipeline infrastructure replacement programs based on
detailed eligibility requirements and cost-recovery formulas. Ohio has a statute in place that
provides its commission with far more flexibility and discretion. California recently enacted a
statutory scheme requiring the implementation of a comprehensive program for pressure testing
and replacement of gas pipelines.

Whether as part of the traditional ratemaking process or in a separate proceeding,
PHMSA urges State public utility commissions to accelerate the repair, rehabilitation, and
replacement of high-risk pipeline infrastructure. The recent pipeline accidents in San Bruno,
Philadelphia, and Allentown show the tremendous cost in terms of fatalities, injuries, and
property damage that can result in the absence of such action.

PHMSA is focused on this issue in implementing its integrity management requirements
for natural gas transmission and distribution lines and as part of the state certification process.
PHMSA is willing to provide assistance to State public utility commissions who are seeking to
establish or improve programs for the repair, rehabilitation, and replacement of high risk pipeline
infrastructure. Such assistance could include offering testimony at legislative hearings or in state
proceedings, providing technical expertise in identifying high-risk pipeline infrastructure, and
ensuring that state pipeline safety regulators are effectively implementing the integrity
management requirements for natural gas transmission and distribution lines.
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Appendix I:

Additional Information on State Pipeline Infrastructure
Replacement Programs

Hyperlinks Confirmed as of Date of Publication and Available for Use in Electronic
Version Only

Alabama

STATE AUTHORITY: Alabama Public Service Commission

PROGRAM: Rate Stabilization and Equalization Plan
PARTICIPANTS: Mobile Gas

Alabama Gas -

Arkansas

STATE AUTHORITY: Arkansas Public Service Commission

PROGRAM: Main Replacement Program Rider
PARTICIPANTS: CenterPoint Energy
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California
*

k.. .4

CALIFORNIA REPUBLIC

STATE AUTHORITY: California Public Utilities Commission

PROGRAM: Comprehensive Implementation Plan

PARTICIPANT: San Diego Gas and Electric
PROGRAM: Pipeline Safety Enhancement Plan
PARTICIPANTS: Southern California Gas

Pacific Gas & Electric

Colorado

STATE AUTHORITY: Colorado Public Service Commission

PROGRAM: Pending
PARTICIPANT: Colorado Public Service Company

District of Columbia

*x Kk Kk
I
I

STATE AUTHORITY: District of Columbia Public Service Commission
PROGRAM: Pending

PARTICIPANT: Washington Gas
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Georgia

STATE AUTHORITY: Georgia Public Service Commission

PROGRAM: .Pipeline Replacement Program
PARTICIPANT: Atlanta Gas Light

PROGRAM: Pipeline Replacement Surcharge
PARTICIPANT: Atmos Energy

ilinois

TLEENEONS

STATE AUTHORITY: lllinois Commerce Commission

PROGRAM: Infrastructure Cost Recovery Rider
PARTICIPANT: Integrys Peoples Gas

Indiana

STATE AUTHORITY: Indiana Utility Regulatory Commission, Gas Division
PROGRAM: Pipeline Safety Adjustment

PARTICIPANT: Vectren Energy Delivery of Indiana, Inc.
20




Vectren South — SICEGO

Kansas

STATE AUTHORITY: Kansas Corporation Commission

PROGRAM: Accelerated Pipeline Replacement Rider
PARTICIPANT: Black Hills Energy

PROGRAM: Gas System Reliability Surcharge Rider
PARTICIPANT: Kansas Gas Service

Atmos Energy
LAWS: Gas Safety and Reliability Policy Act

Kentucky

STATE AUTHORITY: Kentucky Public Service Commission

PROGRAM: Accelerated Main Replacement Program Rider
PARTICIPANT: Columbia Gas Kentucky

PROGRAM: Pipeline Replacement Program
PARTICIPANT: Delta Natural Gas '

PROGRAM: Accelerated Main Replacement Program
PARTICIPANT: Duke Energy Kentucky

PROGRAM: Pipeline Replacement Program Rider
PARTICIPANT: Atmos Energy
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LAWS: KRS 278.509

Louisiana

STATE AUTHORITY: Louisiana Public Service Commission

PROGRAM: Rate Stabilization Tariffs
PARTICIPANTS: Atmos Energy — LA

Entergy

CenterPoint Energy

Maryland

STATE AUTHORITY: Maryland Public Service Commission

PROGRAM: Pending
PARTICIPANTS: Washington Gas

Massachusetts

Q

\

STATE AUTHORITY: Massachusetts Department of Public Utilities, Pipeline Engineering and
Safety Division '
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PROGRAM: Targeted Infrastructure Reinvestment Factor

PARTICIPANTS: Columbia Gas Massachusetts

National Grid Massachusetts

New England Gas

PROGRAM: Pending
PARTICIPATNT: Fitchburg Gas and Electric

Michigan

STATE AUTHORITY: Michigan Public Service Commission

PROGRAM: Main Replacement Program Rider
PARTICIPANT: SEMCQO Energy V

Mississippi

STATE AUTHORITY: Mississippi Public Service Commission
PROGRAM: Rate Stabilization Tariffs
PARTICIPANTS: Atmos Energy — MS

CenterPoint Energy
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Missouri

STATE AUTHORITY: Missouri Public Service Commission

PROGRAM: Infrastructure System Replacement Surcharge
PARTICIPANTS: Ameren Missouri

Laclede Gas

Missouri Gas Energy

Atmos Energy - MO
LAWS: MO ST 393.1009 et seq.

Nebraska

STATE AUTHORITY: Nebraska Public Service Commission

PROGRAM: Infrastructure System Replacement Cost Recovery Charge
PARTICIPANT: Black Hills Energy
LAWS: NE ST 66-1865

NE ST 66-1866

NE ST 66-1867
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New Hampshire

STATE AUTHORITY: New Hampshire Public Utilities Commission

PROGRAM: Cast Iron Bare Steel Replacement Program
PARTICIPANT: National Grid Energy North

New Jersey

" STATE AUTHORITY: New Jersey Board of Public Utilities

PROGRAM: Utility Enhancement Infrastructure Rider
PARTICIPANT: Elizabethtown Gas

PROGRAM: Accelerated Infrastructure Investment Program
PARTICIPANT: New Jersey Natural Gas
PROGRAM: Capital Adjustment Charge

PARTICIPANT: Public Service Electric and Gas

PROGRAM: Capital Investment Recovery Tracker
PARTICIPANT: South Jersey Gas
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New York

S
‘-“‘:—mqu”

STATE AUTHORITY: New York State Public Service Commission

PROGRAM: LIMITED INFRASTRUCTURE REPLACEMENT
PARTICIPANTS: National Grid Long lsland, Niagara Mohawk, and NYC

Corning Natural Gas

STATE AUTHORITY: Ohio Public Utility Commission

PROGRAM: Infrastructure Replacement Program

PARTICIPANTS: Columbia Gas Ohio

PROGRAM: Pipeline Infrastructure Replacement Cost Recovery Charge
PARTICIPANT: Dominion East Ohio

PROGRAM: Accelerated Main Replacement Program Rider
PARTICIPANT: Duke Energy Ohio

PROGRAM: Distribution Replacement Rider
PARTICIPANT: Vectren Energy Delivery of Ohig, Inc.
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Oklahoma

/
b

"l 4
3513

OKLAHOMA

STATE AUTHORITY: Qklahoma Corporation Commission

PROGRAM: Rate Stabhilization Tariffs
PARTICIPANTS: Oklahoma Natural Gas

CenterPoint Energy

STATE AUTHORITY: Oregon Public Utility Commission

PROGRAM: Replacement Projects
PARTICIPANT: Avista Corp

Rhode Island

STATE AUTHORITY: Rhode Island Public Utilities Commission

PROGRAM: Capital Expenditure Tracker Factor, Accelerated Replacement Program
PARTICIPANT: National Grid Narragansett Gas




South Carolina

STATE AUTHORITY: South Carolina Office of Regulatory Staff
PROGRAM: Rate Stabilization Tariff

PARTICIPANTS: Piedmont Natural Gas

South Carolina Electric and Gas

Texas

STATE AUTHORITY: Texas Railroad Commission

PROGRAM: Gas Reliability Infrastructure Program
PARTICIPANTS: CenterPoint Energy

Atmos Enefgv - TX

Texas Gas Service

PROGRAM: Rate Stabilization Tariffs
PARTICIPANTS: Atmos Energy — TX

CenterPoint Energy

LAWS: Tex. Util.Code § 104.301
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Utah

STATE AUTHORITY: Utah Public Service Commission

PROGRAM: Infrastructure Rate Adjustment Tracker
PARTICIPANT: Questar Gas

Virginia

STATE AUTHORITY: Virginia State Corporation Commission
PROGRAM: Pending '
PARTICIPANT: Washington Gas

LAWS: SAVE Act







