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Executive Summary

Despite strong growth of natural gas customers in Oregon, many Oregonians still lack
access to natural gas service. Every city with a population of more than 10,000 has
natural gas service, but many communities remain unserved due to the cost to extend
natural gas pipelines and distribution systems. These unserved areas generally have
populations of less than 1,000 or are located more than 15 miles from a natural gas

pipeline.

The Public Utility Commission of Oregon (PUC) allows natural gas utilities to recover
investments to extend their distribution systems that are commensurate with the
projected revenue from the new customers. These amounts, however, are generally
not sufficient to cover the cost of expansion when the facilities needed are considerable

and the pool of potential customers in the proposed expansion area is small.

At the direction of the 2015 Oregon Legislature, the PUC formed a Senate Bill 32 Work
Group to explore potential mechanisms to increase funding for the expansion of natural
gas service. The SB 32 Work Group examined mechanisms both within the PUC’s

current statutory authority as well as legislative proposals to tap other funding sources.
The SB 32 Work Group made the following findings:

Finding 1: The cost of natural gas expansion into unserved areas is a

major obstacle to expansion.

Finding 2: Because the determination of whether expansion will benefit
existing customers is based on the comparison of costs to benefits of the
expansion, proper accounting for all appropriate benefits is essential.

Finding 3: New customers located within a previously unserved area will
receive benefits from expansion (access to new service) and should be

charged accordingly.



Finding 4: There are multiple potential funding sources to fill the economic

gap for natural gas service expansion.

Finding 5: Multiple funding sources should be bundled when possible.
Best practices for bundling multiple revenue sources should be studied

and implemented.

Finding 6: If the legislature chooses to create funding sources for the
expansion of natural gas service to realize economic, societal, or

environmental benefits, it should create transparent subsidies.

The SB 32 Work Group concluded that the distribution extension policies of natural gas
utilities could be modified to increase the amount of ratepayer funds to support natural
gas service expansion. The SB 32 Work Group concluded, however, that any additional
ratepayer revenues resulting from these modifications would not likely be sufficient to
fully fund expansion to any city in Oregon that currently does not have natural gas

service.

The SB 32 Work Group also identified potential legislative actions that could provide
additional revenue to support natural gas expansion. These actions include using
general funds or redirecting monies used for local air quality improvement to fill the
funding gap for the cost of natural gas expansion. The diverse members of the SB 32
Work Group, however, could not agree on any specific legislative proposals to create

these additional revenues.



The 2015 Legislature passed SB 32 to address the expansion of natural gas service in

Introduction

Oregon. The bill directed the PUC to form a work group to study ways to expand

natural gas service to unserved areas, and to report the work group’s findings and

conclusions, as well as any recommendations for legislation, by September 15, 2016.

Following meetings with a broad range of stakeholders, the PUC created a SB 32 Work

Group comprised of Senator Doug Whitsett, Representative Bill Kennemer, and

representatives from utilities, ratepayers, propane dealers, and local governments. The

SB 32 Work Group met on four occasions and, as directed by the legislature, evaluated

the following issues in its study of natural gas service expansion:

(@)
(b)

(©)

(d)

(€)

(f)

The PUC'’s policies regarding the extension of natural gas mains;

Mechanisms for funding the expansion of natural gas services, including
the use of tariffs, the imposition of charges and fees, the use of
unclaimed refunds and the establishment of accounts dedicated to the

expansion of natural gas services;

Recommendations by Oregon’s natural gas utilities for reforms to

expand natural gas service;

Possible processes for including in a utility’s rates the cost of projects
involving the extension of natural gas pipelines and other infrastructure

necessary for providing natural gas;

Possible selection criteria for projects involving the extension of natural
gas pipelines and other infrastructure necessary for providing natural

gas; and

The potential rate cap for projects involving the extension of natural gas

pipelines and other infrastructure necessary for providing natural gas.



This report documents the efforts of the SB 32 Work Group. For context, the report
begins with background information on the availability of natural gas service in Oregon,
the policies used by the PUC to address extension of service, and the application of
those policies to three case studies.

The report then provides the SB 32 Work Group’s findings and conclusions on methods
by which a natural gas utility may expand its distribution facilities to unserved
communities. These findings and conclusions are solely those of the SB 32 Work
Group. The SB 32 Work Group did not agree on recommendations regarding legislative
action, so no recommendations are included. However, this report does present the

legislative proposals that were considered.



Natural Gas Service in Oregon

Three natural gas utilities — Northwest Natural Gas, dba NW Natural; Cascade Natural
Gas; and Avista Corporation, dba Avista Utilities — supply gas to more than 800,000
Oregon households and businesses. Currently, NW Natural serves 640,171
Oregonians, including 579,129 households; Avista serves 99,065 Oregonians, including
87,328 households; and Cascade serves 70,083 Oregonians, including 60,114

households.

Over the past 20 years, the number of Oregon customers served by natural gas utilities
has doubled. Figure 1 shows the growth from 1975 to 2013 in the number of Oregon
homes and businesses that use natural gas.
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Figure 1: Natural Gas Customers in Oregon

The increase in natural gas customers stems from four primary causes: (1) new

construction; (2) conversion from oil and other energy sources; (3) extensions to new



customers in a utility’s existing service territory; and (4) new extensions into previously

unserved areas.

Over time, Oregon’s natural gas utilities have systematically expanded their service
areas in more densely populated areas and in areas near natural gas pipelines. Today,

a majority of the residents of Oregon’s incorporated areas have access to natural gas.

The map below shows the natural gas service status of Oregon’s incorporated cities.
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Map 1: Oregon Incorporated Cities with and without Natural Gas Service



Two key factors affect an area’s access to natural gas service. The first is population
size. Figure 2 shows that larger communities have greater access to natural gas

service than smaller ones.
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Figure 2: Share of Oregon Cities with Natural Gas

Every city with a population greater than 10,000 has natural gas service. All but two
with populations between 5,000 and 10,000 (Florence and Brookings) have service.
Most cities with populations between 1,000 and 5,000 have service. In contrast, most

cities with populations under 1,000 have no natural gas service.

The second key factor affecting availability of natural gas service is the city’s proximity
to a natural gas pipeline. Natural gas is transported through a network of intrastate and
interstate pipelines, which are subject to regulation by both the PUC and the Federal
Energy Regulatory Commission (FERC). Oregon’s natural gas utilities receive their gas
supply from these pipelines, and build their own pipelines and distribution systems to

deliver the gas to customers.

The longer the distance between a city and a natural gas pipeline, the more costly it is
for a natural gas utility to serve that area. For this reason, many remote communities
remain unserved. Almost all unserved cities with populations over 1,000 are located
more than 10 miles from an existing natural gas pipeline. These cities include Bay City,

Brookings, Burns, Carlton, Cave Junction, Culver, Dayton, Dunes City, Enterprise,



Estacada, Florence, Gold Beach, Heppner, Hines, John Day, Joseph, Lakeside, Lowell,
Oakridge, Port Orford, Reedsport, Rockaway Beach, Sisters, Tillamook, Waldport,

Yamhill, and Veneta.

The impact of pipeline proximity is even more dramatic on smaller communities. No city
with a population of less than 1,000 that is located more than 15 miles from a natural
gas pipeline has natural gas service. Figure 3 shows that all cities with populations

under 1,000 that have access to natural gas are near interstate pipelines.
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Figure 3: Cities with Population Under 1000 with Natural Gas Service



Extension Policies and Case Studies

The natural gas utilities decide whether to build pipelines and extend their distribution
systems into unserved areas, subject to the PUC’s review. The utilities also establish
their own distribution extension policies, which the PUC reviews and approves to help
ensure that the rates paid by all ratepayers for these extensions are fair, just, and
reasonable.

The PUC does not require new customers to pay all the costs associated with an
extension. Rather, extension policies allow the utility to recover a portion of the
extension costs from all customers (usually referred to as a construction allowance), to
recognize the increased revenue the new customer will provide through the rates they
will pay in the future. Any costs above the construction allowance must be paid by new
customers through a surcharge or through other funds secured by the utility or others to

fund the expansion.

Each utility currently calculates this allowance for new residential customers differently.
NW Natural’'s construction allowance is five times the annual average margin expected
from new customers. Avista’s allowance is three times the estimated gross revenue
expected from the new customers. Cascade’s allowance is 4.5 times the estimated

gross margin (gross revenue less cost of gas) to be derived from the new customer.

At any time, a natural gas utility may file a tariff to change its construction allowance
formula. The utility must justify the change and show that the formula results in fair and

reasonable rates for all ratepayers.

Recent proposals for natural gas expansions into unserved areas provide insight into
the conditions for successful expansions. They generally involve a combination of
broader taxpayer funding of uneconomic expansion costs, combined with some level of

utility ratepayer support. Three expansion projects are discussed below.



Coos County

NW Natural’'s expansion of service to Coos Bay, North Bend, Myrtle Point, and Coquille
is the most notable natural gas service expansion in Oregon over the past 20 years.
The expansion project consisted of (1) the building of a 60 mile pipeline from the
Roseburg area, and (2) the development of a natural gas distribution system throughout

Coos County.

In this case the pipeline was built with the help of state and county bond funds. The
1999 Oregon Legislature approved $20 million in lottery bond funding for construction of
the pipeline. Coos County voters authorized general obligation bonds up to $27 million

to finance costs of construction not covered by the lottery bond funding.

NW Natural's extension policy, filed and approved by the PUC, addressed the
expansion of the distribution system (main and line extensions). The utility was
authorized to recover $10 million in distribution-level project costs through existing
customer rates. NW Natural was also authorized to recover another $2 million by
charging the new customers in Coos County an additional 2 cents per therm for 20
years. After 20 years, this surcharge could be extended if the $2 million was not fully
recouped. The company also used $400,000 in shareholder funds to help pay for the

new distribution system.
The project went forward and service to Coos County began in January 2005.
Estacada

In 2005, NW Natural examined extending service to Estacada, a city with a population
of about 3,000 near Portland.

NW Natural estimated that the extension would cost about $7.5 million, but that only
$750,000, or just 10 percent of project costs, could be recovered from ratepayers.

Because of a funding gap, NW Natural did not pursue the project.
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Lakeview

In 2015, Avista examined extending service into Lakeview, a city with a population of

about 2,300 in south-central Oregon.

Avista estimated that the extension would cost about $9 million, but that only $1 million,
or less than 15 percent of the total project costs, could be recovered from ratepayers.
Because of the need for large amounts of external funding to cover project costs, Avista

did not pursue the project.
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SB 32 Work Group

Work Group Formation

In September 2015, the PUC solicited stakeholder interest in participating on the SB 32
Work Group. PUC Staff met with representatives from utilities, natural gas pipelines,
ratepayers, propane dealers, and local governments to help identify individuals to serve

on the work group.

In January 2016, the PUC appointed 11 members to the SB 32 Work Group. Both
Senator Doug Whitsett and Representative Bill Kennemer generously agreed to
participate. A complete list of the SB 32 Work Group members is set forth below:

SB 32 Work Group Members

Member Name Company/ Representing

Organization

Senator Doug Whitsett Oregon State Senate
Representative Bill Kennemer Oregon House of
Representatives

Clackamas County Commissioner | Clackamas County
Martha Schrader

Lake County Commissioner Lake County
Ken Kestner

City Administrator City of Veneta

Ric Ingham

Danelle Romain Oregon PUD Consumer-Owned
Association Utilities

Joe Westby Ferrellgas/Blue Propane Companies
Rhino

Dan Kirschner Northwest Gas Natural Gas Companies
Association (LDC)

Etta Lockey Pacific Power Electric Companies

Bob Jenks Citizens’ Utility Board | Residential Customers

Ed Finklea Northwest Industrial Industrial Customers

Gas Users (NWIGU)

12



Work Group Activity

Meetings

The SB 32 Work Group met on four occasions in January, March, May, and June 2016.
All meetings were open to the public, and other stakeholders were allowed to offer
input. Copies of the formal presentations given at the meetings are included in the

appendices to this report.

At the January meeting, the SB 32 Work Group heard presentations on energy facility
siting, PUC extension authority and policies, and the distribution extension policies and
activities of Avista, Cascade, and NW Natural.

At the March meeting, the SB 32 Work Group heard presentations on the Coos
County expansion, the proposed Lakeview expansion project, the Oregon propane

industry, and natural gas expansion developments in other states.

At the May meeting, the PUC staff facilitated a discussion among the SB 32 Work
Group members to address the following questions:

1. Who should invest in natural gas infrastructure in unserved areas in
Oregon, and what sources of revenue exist outside of utility ratepayers?

2. What criteria should be used to determine the viability of expansion?
3. Should existing ratepayers help fund expansion of natural gas to new
communities? If so, how should the subsidy rate for economic

development be determined?

4. How can analytical approaches be improved to increase the forecast
adoption rate?

a. Should we study electric avoided costs due to natural gas
conversions?

b. Should projects advance without anchor customers?

13



5. Should recovery for expansions be allowed outside of a rate case? If yes:
a. How should the application process for proposing expansions work?

b. Should there be a rate cap? If yes, how should the rate cap be
applied?

c. Should there be a surcharge for ratepayers in newly expanded areas?
If yes, how should the surcharge be applied (i.e. per therm surcharge,
flat monthly surcharge, etc.)?

In addition to this discussion, the natural gas utilities also presented recommendations
for actions to enhance the expansion of natural gas into unserved areas. The natural
gas utilities’ proposals, as well as the propane industry’s written response, are attached

as Appendices A and B, respectively.

At the final June meeting, the SB 32 Work Group discussed the findings, conclusions,

and recommendations it would present to the PUC and to the legislature.

Drafts and Comments

The SB 32 Work Group circulated two drafts for comments. First, it circulated its draft
“Findings and Conclusions” among its members for purposes of discussion during its
last meeting. Portland General Electric Company (PGE) and the Northwest Gas

Association (NWGA) filed comments in response to this first draft.

Second, following its final meeting, the SB 32 Work Group circulated a draft report titled
“Study of Natural Gas Expansion to Unserved Areas.” Comments were received from
NWGA, Senator Whitsett, Lake County Commissioner Kestner, NWIGU, Consumer-

Owned Utilities, and the Pacific Propane Gas Association.

All comments are attached in Appendix F.
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SB 32 Work Group Findings

The SB 32 Work Group had a robust discussion on a variety of topics. At a very high

level, there was general agreement on the following findings:

Finding 1: The cost of natural gas expansion into unserved areas is a major

obstacle to expansion.

Case studies of recent and planned natural gas expansion efforts show that the large
amounts of additional funding is necessary to cover the costs of gas service extensions

into unserved areas.

Finding 2: Because the determination of whether expansion will benefit existing
customers is based on the comparison of costs to benefits of the expansion,

proper accounting for all appropriate benefits is essential.

Construction allowances may not reflect the full amount of benefits that an expansion of
service to unserved areas may provide existing customers. Distribution expansions
may be evaluated over too short a time period and other benefits may not be captured

in construction allowance formulas.

Finding 3: New customers located within a previously unserved area will receive
benefits from expansion (access to new service) and should be charged

accordingly.

New customers in a recently-expanded service territory should pay for project costs
commensurate with the direct and long-term benefits they receive from getting access
to natural gas service. New customer surcharges should be considered a legitimate

source of funds for service extension projects.

15



Finding 4: There are multiple potential funding sources to fill the economic gap

for natural gas service expansion.

There are many potential funding sources other than revenue from ratepayers to
support the expansion of natural gas service. Obtaining funds from these sources,
however, requires action from outside the PUC. Moreover, not all SB 32 Work Group
members agree that all the funding sources set out below should be used to fund

expansion of natural gas service.

e Economic development grants®

e Local taxes and bonds

e Utility shareholder funds

e Lottery revenue

e Community in-kind contributions

e Oregon Health Authority funds related to environmental quality

e Local and county funds to comply with federal and state air-shed standards
e Partial funding by industrial customers or pipelines

e State General Fund

Finding 5: Multiple funding sources should be bundled when possible. Best
practices for bundling multiple revenue sources should be studied and

implemented.

Because new, large pipeline and distribution extension projects will likely require a
significant amount of additional funding to cover project costs, it is important to promote
ways to identify and coordinate funding for proposed projects. Any effort to facilitate the
expansion of natural gas service should capitalize on the work of existing entities that

coordinate economic development in communities.

! One example are grants for rural development offered by the United States Department of Agriculture:
http://www.rd.usda.gov/programs-services

16
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Finding 6: If the legislature chooses to create funding sources for the expansion
of natural gas service to realize economic, societal, or environmental benefits, it

should create transparent subsidies.

Although there is no consensus that statutory subsidies should be used for the
expansion of natural gas service, any subsidies enacted to promote the extension of
natural gas service into unserved areas for social, environmental, or economic reasons

should be transparent and collected from all taxpayers—not just utility ratepayers.

17



SB 32 Work Group Potential Actions

Although the SB 32 Work Group could not reach agreement on specific legislative
recommendations to help facilitate the expansion of natural gas service, its members

identified three potential actions to encourage service expansion into unserved areas.

1. Establish more liberal distribution extension policies in which existing

customers pay for a larger share of the costs of a service extension

project.

In general, the SB 32 Work Group agrees that construction allowance formulas should
reflect the system benefits that accrue to existing customers over the life of a project.
The natural gas utilities have the ability to seek changes to their extension policies and
provide justification for those changes. These projects would not affect pipeline

extensions but could provide additional distribution-level expansion.

2. Impose surcharges on new customers commensurate with the benefits

they receive from getting access to natural gas service.

In general, the SB 32 Work Group agrees that new customers in a previously unserved
area should help pay for a distribution expansion consistent with the benefits they

receive from getting access to natural gas service.

3. Seek alternative sources of funds for projects.

Funding beyond what legitimately can be picked up by new and existing customers will
be necessary to cover the costs of large, new gas service extensions. As listed above,
the SB 32 Work Group identified a number of potential untapped sources that could be

used to help fund projects.

The SB 32 Work Group also believes that service extension projects would greatly
benefit from an individual or organization responsible for identifying and securing
external funding for the projects. Without such a coordinated effort to secure outside

funding, most projects will be shelved.

18



Although the SB 32 Work Group did not reach a consensus on possible legislative
actions to provide additional funding, its members did discuss the following possible

proposals:
1. Allocating general fund or lottery funds to natural gas system expansions.

2. Redirecting some portion of Oregon Health Authority funds to natural gas system

expansions.?

3. Redirecting funding used for air quality improvement such as reducing emissions

from wood stoves to natural gas system expansions.
4. Providing state loan or bond guarantees for expansion projects.®

5. Directing Business Oregon to identify and coordinate other sources of funding for

natural gas system expansion projects.

% This redirection of funds might be justified based on the premise that the availability of natural gas will
promote economic development, which, in turn, will reduce poverty and promote overall health in the
region. Also, because the expansion of gas service would likely reduce wood heating, the redirection of
funds might also be justified based on the purported link between air quality and health.

® These guarantees, which would result in decreased interest rates on loans or bonds, could be justified
to improve economic development. Funding sources may include local bonds, Business Oregon
loan/bond guarantees, lottery bonds, industrial development bonds, new natural gas public purpose
charge funds, general fund moneys, lottery funds, Oregon Health Authority funds, etc.

19



SB 32 Work Group Conclusions

The SB 32 Work Group reached two primary conclusions:

Conclusion 1:

Potential changes to distribution expansion policies could increase the amount of
ratepayer revenue to support the expansion of natural gas service territory. Although
the PUC could approve such changes within its current statutory authority, these
additional revenues are not likely to be sufficient to fully fund expansion to any city in

Oregon that currently does not have natural gas service.

Conclusion 2:

Potential legislative action could provide additional revenue to support natural gas
expansion. These actions include using funds from existing sources, such as the
general fund, or creating new funding mechanisms, such as a service territory
expansion surcharge on all natural gas customers. The diverse members of the SB 32
Work Group, however, do not agree on any legislative action to create this additional
revenue. If such legislative action is taken, the SB 32 Work Group agrees such

measures operate ina transparent manner.
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Appendix C
P

Goals of Regulation

* Provide safe and reliable service
* Reproduce efficiencies of competitive markets

— Utilities operate in efficient, least cost method

* Customers are responsible for the costs that
they cause (l.E. avoid subsidies)
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Prudency Review

* Promote efficient operations and investments

* Given the information available at the time,
the investment was in the best interest of

ratepayers:
— Benefits (as gas customers) exceed costs

— Existing customers are not harmed
— Does not weaken the financial stability of Utility

* Construction costs were properly managed
* Does not evaluate external costs and benefits
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