THE FUTURE OF GAS ENERGY

Dauvid J. Muchow*

INTRODUCTION

The purpose of this article is to examine, from the regulated! gas? industry
perspective, two questions. First, what potential contribution can the gas industry
make to future national energy needs? Second, what legal, policy and other barri-
ers must be overcome to make ihis potential contribution a reality?

Part I of this article deals with the first question. As background, it provides a
brief forecast of total United States energy supply and demand through the year
2000. Supply and demand forecasts for gas also are reviewed for the same time
frame. While natural gas production from the lower forty eight states is likely to
decline slowly over the next 20 years, this decline can be more than offset by gas
supplies from supplemental sources. Thus, the gas industry has the potential to
continue to provide 25% or more of the nation’s total energy supply well into the
twenty-first century. Part I concludes with a summary of some attributes of gas to
be considered in developing future energy policy.

Part IT deals with the second question. This part discusses {ive barriers the gas
industry is likely to face in the future and provides suggestions for overcoming
them. The first barrier is the lack of support by the public and certain policymak-
ers. Second, there are specific legal and other barriers to the development of each
potential gas supply source such as domestic conventional natural gas and sup-
plemental supplies such as Alaskan gas, Canadian and Mexican imports, lique-
fied natural gas, coal gasification, synthetic natural gas from liquid hydrocarbons
and unconventional gas. The third barrier is the difficulty of raising the addi-
tional capital to finance over $400 billion (in 1980 dollars) of new facilities
between now and the year 2000 to produce new gas supplies and provide adequate
gas utility service. The fourth barrier consists of marketing restraints on gas sales
such as the threat of marginal cost pricing,? the incremental pricing provisions* of

*General Counsel and Coporate Secretary of the American Gas Association, Arlingion, Virginia; B.S., George-
town University School of Foreign Service; attended Cornetl Law School; and ].D., Georgetown University Law
Center. This article presents the views of the author and not necessarily those of the American Gas Association. 1t is
adapted from a chapter in Regulation of the Gas Industry to be published in 1981 by Matthew Bender and Co., Inc.
The author gratefully acknowledges assistance received by George H. Lawrence, Richard A. Rosan, William A.
Mogel and Richard M. Merriman in providing suggestions (o various sections of the article.

'{.e., gas transmission (pipeline) and distribution companies. For a list of pipelines which have been found 1o be
within the Federal Energy Regulatory Commission’s (FERC's) jurisdiction, see FERC News Release (Feb. 13. 1981).
There are approximately 1,476 gas distribution companies in the United States. For statistics on distribution compan-
ies, including service territories, customers served and income, see Brown's Directory of North American Gas Com-
panies 10 (91st ed. 1977). Both gas transmission and distribution companies are regulated industries. On occasion
they are called the “‘gas utility industry.”” Whether or not they technically or legally are uiilities depends upon the
particular legal question involved, because the “‘term [utility] has not been exactly defined.”” Wichita Falls v. Kemp
Hotel Operating Co., Civ. App., 162 S.W. 2d 150, 153, (Tex. Civ. App. 1942), aff’'d., 141 Tex. 90, 170 S.W. 2d 217
(1943). Usually, however, distribution companies are utilities for most purposes, while Lransmission companies,
though regulated, generally are not considered utilities because, inter alia, they have no exclusive franchise area and
no obligation to serve all who desire service.

2For the purposes of this article the words ““gas" or “methane’’ (CHy, the chief constituent of gas) will be used to
describe the product which the gas utility industry sells. As described in part I B of this article, gas or methane can
come from many sources such as “‘natural gas” (found in porous geologic formations beneath the earth’s surface), or
supplemental sources. For various definitions, see American Gas Assoctation, Glossary for the Gas Industry (1975).

3See Part 11D 2a infra for a discussion of marginal cost pricing.

+The incremental pricing provisions of the NGPA are set forth in Tide I, 15 U.S.C. §§ 3341-3348 (Supp. 11
1978). See Section IID 2b infra for a discussion of incremental pricing.
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the Natural Gas Policy Act of 19785 (NGPA) and certain provisions of the Power-
plant and Industrial Fuel Use Act of 1978% (FUA). Problems in the regulatory
structure in which gas utilities operate constitute the fifth barrier.

PART I. THE GAS INDUSTRY’S POTENTIAL
CONTRIBUTION TO FUTURE ENERGY NEEDS

A. Future United States Energy Supply and Demand

Even assuming continued efforts to conserve energy, future primary energy
demand in the United States is projected to reach as high as 90-110 quadrillion
Btu’s (quads) by the year 2000 as shown in the chart below.’

FIGURE 1

ALTERNATIVE PROJECTIONS OF PRIMARY ENERGY
CONSUMPTION IN THE UNITED STATES: 1980 - 2000

Tow) Energy

B-D—B8ehr-Davenport
EIA—Energy Information Administration
ElA-H—High Price Case
EIA-M—Mid Price Case
ElA-L—Low Price Case
Exxon—Exxon Company, USA
Meilon—Energy Productivity Center of the Mellon institute
MITRE—The MITRE Corporation
NEPP—National Energy Policy Plan, U.S. Department of Energy
NEPP-H—High Economic Growth Case (3% GNP growth)
NEPP-M—Meadium Economic Growth Case (2.5% GNP growth)

1978

} + } +——  NEPP-L—Low Economic Growth Case (2% GNP growth)
ORNL—OQak Ridge National Laboratory
Year Low Demand, High Domestic Supply Case

These demand requirements vary depending upon the energy mix and the
nation’s success in improving efficiencies of energy conversion. In 1980, United
States energy consumption was approximately 76 quads.? Thus, an increase of
between 18% (14 quads) and 45% (34 quads) more energy must be made available in
the next nineteen years to meet anticipated demand.? All sources of energy should

215 1.5.C. 8§ 3301-3432 (Supp. 11 1978).

642 17.S.C.. §§ 8301-8183 (Supp. 11 1978). See Section 11D 2¢ infra for a discussion of the FUA.

"American Gas Association, Energy Analysis, Comparison of Recent Long-Range U.S. Energy Forecasts: 1981
Update (September 18, 1981). Despite differences in various forecasts, generally they are consistent for scenarios
assuming a 2.5% 10 3% annual growth in Gross National Product (GNP)—widely accepted for estimating purposes as
a full employment growth rate. American Gas Association, The Gas Energy Supply Outlook: 1980-2000, at 9 (October
1980) [hereinafter cited as Gas Supply]. See U.S. Dept. of Energy, Securing Americas Energy Future, The National
Energy Policy Plan, at 81 (July 1981) which forecasts 90-110 quads of energy consumption in the year 2000,

8Deparument of Energy, Monthly Energy Review, 4 (August 1981).

91d. Some, however, believe that solar, wind energy and other factors will result in significantly less energy
demand. See, e.g., Audubon Rallying Cry: 80 Quads in the Year 2000, 9 The Energy Daily 68, at 2 (Apr. 8, 1981). For
an analysis of the Audubon and other energy demand studies, see American Gas Association, Comparison of Recent
Long Range Forecasts, 1980-9 (Aug. 23, 1980).
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contribute to these needed additional quads, including coal, gas, oil, nuclear, and
solar.

The total economic demand for gas energy is forecast to range from 25.2
trillion cubic feet (Tcf) to 27.7 Tcf per year by 1990 in traditional gas markets.10
Residential consumption of gas should remain fairly stable as new customer
growth is offset by conservation.’' However, the demand for gas compared to other
fuels in the commercial sector should rise, driven by the increased availability of
more efficient gas equipment.’? Some observers believe that the industrial gas
market can double by the year 2000.!* Increased gas consumption would result
from oil displacement and new industrial growth. Electric power plant demand
for gas, however, is expected gradually to decline as gas-fired electric generating
plants are retired at a rate of 2% to 3% per year.!

Gas demand would be higher still—over 30 Tcf by 1990 in traditional
markets—if (1) environmental and other restrictions continue to impede coal
use;!® (2) federal policy continues to discourage oil imports; and (3) marketing
restraints on gas use such as incremental pricing!® and certain anti-gas use provi-
sions!’ of FUA are repealed. Further demand for gas energy may develop in non-
traditional markets such as expanded gas air-conditioning, the select use of gas in
conjunction with coal burning,'® increased use of gas with high-sulfur residual oil
to meet clean air standards,®use of gas in strategic energy storage,?® for automotive
fleets ,2! and in gas-fired cogeneration units.??

1°American Gas Association, Energy Analysis: A Forecast of the Economic Demand For Gas Energy in the U.S.
through 1990, at 2 (Feb. 9, 1979).

"'Address by George H. Lawrence. President, American Gas Association, Future Developments in the Natural
Gas Industry, The National Oil and Gas Policy Regulation Institute, Washington, D.C. (January 22, 1981) [hereinaf-
ter cited as Lawrence Address].

12/d.

s/d.

"d.

51d.

81d. See Part-11 D2b infra for a discussion of incremental pricing and other marketing restraints.

V71d. See Part 11 D2a(3) for further discussion of the FUA.

¥/d.

"See EPA Approval and Promulgation of Implementation Plans, Revision, 48 Fed. Reg. 5980 (1981) (to be
codilied in 40 C.F.R. § 52.2070). This rulemaking provides a variance from EPA’s Regulation 8, “'Sulphur Content of
Fuels,” which requires fuel oil burning sources to use fossil fuels containing 0.55 pounds or less, of sulphur per
MMBtu of heat released. The revision allows an alternate emission reduction option for control of sulfur dioxide for
Narragansett Electric Company, Providence, R.1., to increase its sulphur content from 1% t0 2.2% during such times as
it burns natural gas at its electric generating station.

2Lawrence Address, supra note 11. For a strategic energy storage proposal, see Consolidated Natural Gas Co. and
Texas Gas Transmission Corp., A Proposal for a Contingency Gas Reserve 1 (1980).

#1d. For adiscussion of methane in automobiles, see American Gas Association, Prospects for Using Natural Gas
in Light Transportation Vehicles (Dec. 1478).

*1d. For a discussion of cogeneration (the burning of certain waste products of an industrial process to generate
power; or the recycling of energy in a sequential power generation process to produce power so that both electric
energy and useful thermal energy are produced), see Drennan, Considering the Cogeneration Commitment: Do
Government Incentives Tip the Scales? 1 Energy L.].2, at 297 (1980).
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Dr. Henry Linden, President of the Gas Research Institute (GRI),2 has
observed:

The answer to the question “What really limits gas supply?” may simply be: ignor-
ance! Clearly, the public interest is best served when essential energy services are provided
to the customer in a manner which allows him to choose those of greatest utility to him and
which allowing for form value, are provided—

@ at the lowest total cost;

¢ from the most abundant domestic sources, supplemented by foreign sources

promising the greatest security of supply and the greatest price and monetary

stability;

@ in the most environmentally benign manner.

On this basis the demand for gas based on the requisite hierarchy of supplies is likely
to be substantially higher than in all government projections.?!

A comprehensive study? of future gas supply undertaken by the American
Gas Association’s (A.G.A.’s) Gas Supply Committee indicates that adequate gas
supply can be provided to meet anticipated demand. While natural gas produc-
tion from the lower forty-eight states is likely to decline slowly over the next
twenty years, this decline can be more than offset by increasing gas supplies from
supplemental sources. Total gas supplies are estimated to range between 23 to 33
Tcf per year by the year 2000 as shown in the following chart.?6 Thus, the gas
industry has the potential to continue to provide a 25% share of the nation’s total
energy supply well into the twenty-first century. With proper policies, this supply
could increase to the 33% level achieved in the 1960s.

B. Some Advantages of Increased Gas Use

While many energy sources must contribute to future energy needs, increased
gas use should be given careful consideration in national energy planning because
it has several advantages. First, increased gas use can improve the United States’
national security. Approximately 44% of the oil consumed in the United States is
imported (in return for which the United States transfers to OPEC countries
approximately $80 billion per year).?” Thus, the United States is vulnerable to

2The Gas Research Institute is a non profit organization which manages gas research, development and demon-
stration programs. Such programs are funded by applying a funding unit to specilied gas sales and transportation
services of members including interstate pipelines, distribution company and municipal utility members. See Opin-
ion and Order Approving the Initial Research, Development and Demonstration Program of Gas Research Institute,
FERC Order No. 11, Docket No. RM77-14 (Mar. 22, 1978).

24Address by Dr. Henry R. Linden, President, Gas Research Institute, What Really Limits Gas Supply?, Ameri-
can Gas Association Annual Meeting (Oct. 22, 1979) (emphasis added). See also ]J. Miller, Bonanza! America Strikes
Gas, Readers Digest (April 1981) (emphasis added); Gas Research Institute, 1981 Scenario for Future U.S. Energy
Demand (1981).

25The results of this 2 year study, undertaken by the Gas Supply Committee of the American Gas Association,
were reported in Gas Supply, supra note 7. See also American Gas Association, Fact Book: Importance of Gas Energy
to Industry (Dec. 16, 1980) [hereinafter cited as Fact Book].

% American Gas Association, Gas Facts 1979, 66-67 (1980) [hereinafter cited as Gas Facts 1979]; see also Gas
Supply, supra note 7. See also Bert and Davenport, API/AGA Pipeline Report 79 Qil and Gas Journal 79 (June 15,
1981); The Mitre Corp., U.S. Energy Strategies: Some Options for Eliminating Oil Imports by the Year 2000, at 12
(April, 1981); and Gas: What's Undetground? The Energy Daily, May 26, 1981, at 4.

27American Gas Association, Energy Analysis: Potential of Increased Gas Supply Capability to Reduce Impacts
to the U.S. Economy of a Major Oil Supply Disruption, 1980-8, at 1 (June 27, 1980).
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POTENTIAL GAS SUPPLIES
Year 2000
North Moderate World
(TCF) Selt American World Conventional
Actuat Sufficiency Focus Imports Gas Emphasis
1979 Scenario' Scenario? Scenario® Scenario*
tional
C(:-r:’v::r-gga 199 12-14 12-14 12-14 12-14
SNG 0.2 0.3 0.3 0.3 0.1
Alaskan Gas - 3.0 3.0 1.5 3.0
Canadian 1.0 1.0 2.0 2.0 2.0
Mexican - 0.1 20 2.0 2.0
LNG 0.2 0.7 0.7 25 4.0
Coal Gas - 35 35 1.5-25 1525
Tight Formations - 1.5-5.0 1.54.0 1.5-3.0 1.5-3.0
Nonconventional Sources - 1.0-2.5 1.0-2.5 1.0-25 1.0-2.5
Total Supply 213 23.1-31.0 26.0-32.0 | 24.3-30.3 27.1-33.1

1Assumes a strong national policy of minimizing energy imports.

2Assumes a national energy policy which emphasizes development of North American sources of gas and other fuels.

IAssumes a national energy policy of maintaining a broad mix of fuels from diverse sources.

1Assumes emphasis on development of world conventional gas resources and the transmission of that gas to wherever
itis needed

Source: The Gas Energy Supply Outfook: 1980-2000 (Ariington, VA, American Gas Association, October 1980).

economic and other pressures from major oil exporting countries.?® In the event of
a major supply disruption in the Persian Gulf, the United States not only would
lose this supply but also could be required under the International Energy Agency
(IEA)? oil shortage sharing agreement®® to share part of its remaining oil supply
with other importing nations.?!

Replacing a substantial portion of these oil imports with a secure domestic
energy source should be a matter of high national priority. Gas is an appropriate
substitute for imported oil. It could contribute to reducing dependence on OPEC
oil by supplying most stationary residential, commercial and industrial markets
that currently use oil. It is a secure, domestic resource—95% of the gas consumed
in the United States is domestically produced.??

Second, gas has certain financial and economic advantages over other energy
sources. On a Btu basis, the capital investment costs for new gas are forecast to be
lower than for most other new domestic energy supplies.

28The U.S. depends directly on the Persian Gulf Region tor 25% (2.0 million bbls./day) of its total petroleum
imports and indirectly (through imports of products refined in the Caribbean from the Persian Gulf oil) for an
estimated additional 6%. (.5 MMbbls./day of such imports). Energy Analysis, supra note 27. See also address by David
J. Muchow, General Counsel, Corporate Secretary, American Gas Association, Third Annual Regulatory Conference,
Washington, D.C. (October 1980).

®For details on the Internauional Energy Agency see the International Energy Agreement of 1974, 25 U.S.T. 223,
T.S.I.LA. No. 7791, at Chapter IX {Nov. 18, 1974). The International Energy Agreement provides for a prearranged
system of energy allocation in the event of an oil shortall by any IEA member. If such a shortfall should occur each
party to the wreaty will decrease its oil demand through demand restraints by 7% and any remaining shortfall will be
shared by all parties at pre-import demand levels.

30

g

32Fact Book, supra note 25.
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AVERAGE CAPITAL INVESTMENT ESTIMATES FOR NEW DOMESTIC ENERGY

{1980 BILLION DOLLARS PER ADDED QUAD)

RESIDENTIAL/COMMERCIAL PREMIUM INDUSTRI
DELIVERS FUEL SPACE HEATING UM INDUSTRIAL USE

NATURAL QA8
ANaskan LNG
Alaskan Pipeline

e
3

COAL GASIFICATION
High Btu Gas

—&
B

COAL LIQUIOS
Electric 101 1134
Liquid 1108 —le8

COAL ELECTRICITY ’ |7 I |
Power Plant Near End-Users 81 191

Power Plant Near Coal Miners 194 r i T J106

Combined Cycle \F’__r” 143
OIL SHALE | | l |

Electricity C] 127

Distillate 83 57 | [
NUCLEAR ELECTRIC 84 97

SOLAR X Tos7

Thermal

BILLIONS 25 50 75 100 25 50 75 100

“AnAGA analysis based on govemment and indapendent studies GAS ﬁ ALL OTHER ENERGY

As the above chart®® shows, domestic energy supply and utilization systems based
on gas (natural or synthetic) require from 36 to 65% less new capital investment
than the equivalent nuclear, coal and solar electric systems or synthetic liquids-
based systems. All steps from source to use (extraction, processing, transportation,
and end-use equipment) are included in this analysis. On a national average basis,
supplying added quantities of gas energy from domestic resources for direct use in
residential and commercial space heating will require from 18 to 40% less capital
than electrification to produce the same amount of useful energy.’* Supplement-
ing priority industrial requirements with domestic gaseous and liquid fuels
requires about one-third less capital than developing new electric power for this

market.%>
In residential and commercial markets, gas costs less per Btu delivered to the

point of use on a nationwide average basis than oil or electricity. In 1980, for
instance, residential users paid $3.52 for gas, $7.64 for oil and $15.71 for electricity
per MMbtu’s.36 This gas cost advantage is expected to narrow in the future. How-
ever, even assuming gas is deregulated pursuant to the NGPA, it is estimated that
by 1990 gas for the residential market still will cost 37% less than oil and about 66%
less than electricity.?’

3Gas Supply, supra note 7, at 49.

3 American Gas Association, Fact Book: Synthetic Pipeline Gas From Coal, Part E, (Oct. 1979).

ss1d.

¥%Department of Energy, Monthly Energy Review 77, 89, (May 1981); American Gas Association, Quarterly
Report of Gas Industry Operations, 4th. Quarter (1980).

3 American Gas Association, Energy Analysis: Consumer Cost of Natural Gas and Alternative House Heating
Fuels 19 (Nov. 21, 1980).
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The third advantage involves the role of gas in the “least-cost energy stra-
tegy.”” In 1979, the Energy Productivity Center of the Mellon Institute conducted a
study concerning the “‘least-cost energy strategy’'3 i.e., a strategy which concen-
trated on the most economical way of obtaining essential services (heat, light and
mechanical motion). This study compared the actual United States energy use
patterns in 1978 with a hypotheucal case representing what the energy use patt-
erns would have been if energy supply and end-use equipment were reconfigured
to minimize consumer cost.

ENERGY SERVICE MARKET SHARES'!)
OF VARIOUS TECHNOLOGIES

Actual 1978 Least-Cost
Situation 1978 Case
Total Energy Cost/ Total Energy Co;lJ
Service Demand Capita Service Demand Capita
ACTUAL /[ IMPROVED |
1973 /" | erpiciency @ 1% 17%
simuation® /| € - IMPROVED
-7 S~ EFFICIENCY
- 32%
ol Tl
oiL 36% R
43%
$1146
ol
COAL 4% - 26%
COAL 7% NATURAL P~ Il
GAS Tl CTOAL 3% $948
NATURAL 19%
GAS NATURAL
5% BRREES GAS
. 1%
PURCHASED R
ELECTRICITY -
PURCH. 0% PURCHASED
ELECT. ELECTRICITY "'
24%  [oTHER OTHER 7%
1% —1L\ 1% — 1% —|

(1) THE PRIMARY FUEL EQUIVALENT OF SERVICE DEMAND IN 1978 WAS 79.0 QUADS,
PLUS 9.2 QUADS OF IMPROVED EFFICIENCY (CALCULATED AGAINST A BASE OF STOCK
AND EQUIPMENT IN PLACE IN 1973). OR A TOTAL OF 88.2 QUADS. ACTUAL SERVICE
DEMAND DEPENDS ON THE CONVERSION EFFICIENCY OF THE FUELS AND EQUIPMENT
UTILIZED.

{2} IN TERMS QF PRIMARY FUEL

(3) PRIMARY FUEL DEMAND IN 1973 WAS 746 QUADS.

As the above chart®® shows, if the United States had been following a least-
cost strategy for the last 10 to 15 years, consumer costs for energy services in 1978
would have been about 17% less than actually experienced. Annual per capital
energy costs would have been reduced from $1,146 to $948, with accompanying
benefits to the nation’s security (from less imported oil) and the environment.
Furthermore, (1) gas use overall would have to be 10% greater, but 27% less oil and
43% less electricity would have been used; (2) industrial gas use would have been
68% greater (its market share would have increased from 22% to 37%) while far less
use of 01l (39% less), coal (30% less) and purchased electricity(58% less) would have
occurred (this conclusion was developed belore oil prices increased in 1980-81);

*#The Energy Productivity Center, Mellon Institute, The Least Cost Energy Strategy (1979).
91d, a1 29.
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INDUSTRY ENERGY SERVICE MARKET SHARES(
OF VARIOUS TECHNOLOGIES

Actual 1978 Least Cost
Situation 1978 Case
Total Energy Cost/ Toual Energy Cost/
Service Demand Capita Service Demand Capita
IMPROVED } 10%
EFFICIENCYY! IMPROVED
22% EFFICIENCY'?
33%
oiL [
18% T
o
COAL Tt s2s7 e % 5232
10% COAL
_____________________ %
NATURAL
GAS NATURAL
22% ' GAS
3%
PURCHASED T
ELECTRICITY? T~
26% T
. PURCHASED
Other ELECTRICITY ' Other
2% {--- 1% —- 1%
. B yd

(1) THE PRIMARY FUEL EQUIVALENT OF SERVICE DEMAND WAS 28 2 QUADS, PLUS 79
QUADS OF IMPROVED EFFICIENCY AND 0.8 QUADS OF BIOMASS (CALCULATED
AGAINST A 1973 BASE). OR A TOTAL OF 369 QUADS.

{2) IN TERMS OF PRIMARY FUEL

and (3) the use of all fuels in buildings (spaceheating, etc.) would have been 25 to
38% less if more efficient technologies had been in use.*® As depicted in the chart
infra this study suggests that gas saved though enhanced residential efficiency
should be redirected toward the industrial sector where increased gas use could
displace oil and electricity.*!

A fourth advantage of gas is the already existing | million mile pipeline and
distribution system which runs continuously from the point of production to the
point of use. This pipeline/distribution system is a part of the most efficient
major energy delivery system in the United States.#2

‘o/d. at 30.

417d. at 32. For discussion of the costs of the Least Cost Energy Strategy, see Least Cost Energy Strategy Carries A
Hefty Price Tag, 9 The Energy Daily 1 (March 5,1981).
12Fact Book, supra note 25.
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A fifth advantage of gas is its “‘system efficiency”. Total comparative system
efficiencies for major fuels are as follows:

® Gas is over twice as efficient as electricity in providing residential space
heating with conventional end-use equipment, and is estimated to be
from 25% to 100% more efficient using advanced end-use equipment such
as electric heat pumps and high efficiency gas furnaces.

® Gas and oil have approximately the same total system efficiencies when
used for residential space heating, assuming conventional end-use equip-
ment. When advanced gas equipment is used, gas heating is expected to be
between 33% and 50% more efficient than oil heating.*!

® (Coal gasification is between 29% and 56% more efficient than coal electri-
fication when used for residential space heating (depending upon the type
of advanced end-use equipment assumed). Total system efficiency for a
coal gasification energy cycle is approximately 53%. A comparable coal
electric cycle is estimated to be approximately 43% efficient.*

Another advantage of gas over coal or electricity is that vast amounts (6.1 Tcf)
are stored in 400 underground storage fields near large markets to meet seasonal
demands. Such gas can be transported from storage quickly when needed.*6

As the following chart* indicates, gas is the cleanest of all fossil fuels. Proper
gas combustion yields, almost exclusively, two naturally occurring by-products,
carbon dioxide and water vapor.

POUNDS OF EMISSION PER 10° BTU COMBUSTED

Air Pollutants Gas ail _ Coal Select Use-
Sulfur Oxides 0.6 160-1,080 450-3,020 280-1,870
Particulates 515 140-720 60-9,440 40-5,860
Carbon Monoxide 17-20 40 44-88 34-62
Hydrocarbons 1-8 7 13-44 8-30
Nitrogen Oxides 80-700 130-760 670-2,440 450-1,780

Sources: Environmental Protection Agency

Mixture o! 62 percenl coal and 38 percent gas by BTU content n this exampie U'S. Department of Energy

Note: The lower end of the range for coal and oil emissions represents best available control Hittman Associates. Inc
technology and therefore is well below average emissions lrom most existing sources. American Gas Association
$34d.
“Id
ld.

**Over half of this (3.5 Tcf) is “cushion” gas required for field pressure maintenance. Of the remainder. 2.8 Tel ol
“working” gas, is available for winter peak requirements. American Gas Association, Gas Facts, 45 (1978). Some gas
transmission and distribution companies have proposed increasing storage 10 meet expanding heating load require-
ments, reduce industrial customer vulnerability to gas service interruptions and (o meet strategic needs. American Gas
Association Monthly 1, 2 (1980). Additional storage is necessary particularly in areas such as New England which
have high winter peak demands.

7Fact Book, supra note 25, at 17.
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Because of its low level of pollutants, a select use of gas can allow more oil or coal
to be burned in compliance with the Clean Air Act.*® Because of its ‘‘cleanliness”’,
gas can be used in critical process uses, such as food processing or in bakeries
where oil or coal could not be used directly.*® Finally, because gas equipment
(such as furnaces and boilers) generally produces less pollution, it usually requires
less maintenance than oil or coal fired equipment.?

Gas can make a significant contribution to the nation’s future energy needs.
Because of its inherent advantages, national policies should be charted which
permit gas to fulfill a significant role.

PART II. MAJOR BARRIERS TO REALIZING
THE POTENTIAL GAS CONTRIBUTION

There are five obstacles which must be overcome for gas to achieve its poten-
tial future contribution—attitudinal, supply, financial, marketing and regulatory.

A. The Attitudinal Barrier

One problem the gas industry faces in the future 1s attitudinal—insufficient
public appreciation of and support for having gas achieve its potential contribu-
tion.”! The gas utility industry is regulated at Federal, state and sometimes local
governmental levels from the well-head®? to the burner tip.’* Thus, it faces criti-
cally important governmental policy control on all sides. For instance, in its first
message to Congress on energy in 1977,5¢ the Carter Administration believed that
there was little hope for continued gas supplies beyond the year 2000. Thus, it
de-emphasized gas and focused on developing nuclear energy and coal. Under this
approach, tax penalties were proposed as a disincentive for the use of gas and
petroleum in industrial and powerplant applications. Wellhead prices for gas sold
interstate would have received only marginal increases, while intrastate market
prices would have been reduced.*> However, because of Congressional reaction to
the original Carter Administration proposals, the Administration gradually
shifted to a position supporting phased deregulation of new natural gas. There-
after, Congress provided price incentives to encourage gas production in the
NGPA as part of the National Energy Act of 1978.5¢ These price incentives have

“]d. The Clean Air Act is found at 42 U.S.C. §§ 7401-7642 (1976).

YE. Oppenheimer, Natural Gas: The New Energy Leader 76 (1980). [hereinalfter cited as Natural Gas]. As to
cleanliness, proper gas combustion yields primarily two products found naturally in the environment, carbon
dioxide and water vapor.

s01d.

S'For example, see discussion in Part IB infra regarding the ratio of [ederal research and development expendi-
tures for electricity vs. gas.

s2[n Phillips Petroleum Co. v. Wisconsin, 347 U.S. 672 (1954), the Supreme Court held that the Federal Power
Commission had jurisdiction under the Natural Gas Act, 15 U.S.C. § 717-717w (1976), over the rates charged by
producers for gas sold in interstate commerce for resale.

»3See discussion in Part 1ID2 infra.

SPresident’s Message 1o Congress, Transmitting a Draft of Proposed Legislation to Establish a Comprehensive
National Energy Policy (April 29, 1977).

51d. at 6, 7, 69.

%These incentives are discussed at Part IIB1 infra. The National Energy Act is not a separate public law; rather it
consists of 5 laws: Natural Gas Policy Actof 1978, 15 U.S.C. §§ 3301-3342 (Supp. I 1978), National Energy Conserva-
tion Policy Act, 42 U.S.C. §§ 8201-8278 (Supp. II 1978), Powerplant and Industrial Fuel Use Act of 1978, 42 U.S.C.
§§ 8301-8483 (Supp. 11 1978), Public Utility Regulatory Policies Act of 1978, 16 U.S.C. §§ 2601-2645 (Supp. 11 1978),
and the Energy Tax Act of 1978 (codified in various sections of 26 U.S.C.).
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led to record gas exploration and production efforts. This mistaken belief that the
Nation rapidly is exhausting its gas resources has been a constant attitudinal
barrier to the development and marketing of gas supplies.®’

Second, unlike the electric industry, the gas industry generally is not verti-
cally integrated. Rather, it is composed of three distinct segments: production,
transmission and distribution. Thus, it frequently is not homogenous in its
approach to public policy issues. This results in some confusion about the indus-
try and its goals and makes it more difficult to achieve them.

Finally, the attitudinal barrier manifests itself in changing emphasis and
direction in energy policy based upon temporary situations. The nation’s energy
policies must be developed and followed with a long range view of objectives and
means. Long lead times and vast financial commitments are required for major
gas energy projects.

B. Gas Supply Sources
Gas or methane energy potentially is available from many sources. The
development of each source faces different problems. A summary of each major

source, its resource base (shown in the following chart)*® and significant barriers
(e.g., policy, legal, and technological) to its development follows:

Total Potential Energy Resource In-Place!’

2000 4000 §000 8000 10,000
: i i " s n N i

740-1,500 (quads)

Conventional Natural Gas
Western Tight Sands

Devonian Shale 230-2,000
Geopressured Methane 860-100,000 N
Natural Gas From Coal Seams ]400'500
Synthetic Methane Sources’
@ Coal Gas 10,000
e Urban Wastes and
Animal Residues Renewable
¢ Biomass Renewable
o Peat [ ]1.440
® Oil Shale | 7860

Note. Estimates asof 1 1.80 For purposes ofscale. total U.S. energy consumption in 1978 was 78 quadrillion Btu's (quads)
'Recovery and conversion factors range from as high as 85 percent for conventional gas wells (with a national average of
approximately 80 percent) to around 10 percent for some of the unconventional sources
2Estimates assume 100 percent of the potenhal resource utilized to produce methane
Sources. American Gas Association

Gas Research Institute

U S Geological Survey

>"For a discussion of gas exploration and production developmenis see American Gas Association, A.G.A. News
(May 5, 1980).
Fact Book. supra note 25, at 11.
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1. Domestic Conventional Gas

Estimates of conventional United States natural gas resources (including
Alaskan reserves) range from 700 to 1200 Tcf.5% Thus, at the current U.S. consump-
tion rate of about 20 Tcf/year, there are between 35 and 60 years of conventional
gas supply remaining to be produced.

As a depleting resource, the exploration and development of new conven-
tional gas generally involves higher costs than those incurred to find and produce
existing supplies. This problem of higher costs has been exacerbated by the recent
impact of inflation.

Title I8 of the NGPA provided necessary new pricing incentives to new con-
ventional gas supplies:

® [t mandated phased deregulation of “‘new’’ natural gas from 1977 through
1985. An initial ceiling price of $1.75/million Btu’s was set for April 20,
1977. That maximum price was to escalate monthly at an annual rate of
3.5% until April 20, 1981 and thereafter at 4%, in addition to inflation.®
Other categories of gas were accorded escalating maximum ceiling and
other price provisions which varied with each category.

® Section 107(c)? of Title I provided further incentives to “high cost’’ gas
such as new gas below 15,000 feet, geopressured gas, occluded gas from
coal seams, gas from Devonian shale and “‘gas produced under such other
conditions as the Commission determines to present extraordinary risks
or costs.”’8 The first four categories were deregulated in 1979, while the
fifth was allowed special incentive prices to be determined by FERC.54

These NGPA price incentives have had a beneficial impact on new gas explo-
ration and development. From 1979 to 1980 seismic activity reached record levels
with a 32% increase, while additions to proved reserves in 1979 were 14.3% Tcf, an
increase of 35% over 1978.55 These numbers signaled a slowdown in the rate of
decline of United States natural gas reserves. Gas production from 1978 to 1979
increased 3.1% from 19.3% Tct to 19.9% Tcf.%6 Currently, it appears that Title I
phased deregulation is working.

Title I was designed to bring gas prices into parity with oil prices, estimated
10 be $15/bbl. in 1985. With the decontrol of domestic oil and the OPEC oil price
increases coming much faster than expected,’’” some have suggested that the
NGPA price incentives may need revision so that in 1985 when much of the gas is

59Gas Supply, supra note 7, at 6.

615 U.S.C. §§ 3301-3333 (Supp. 11 1978).

81Section 102(b), 15 U.S.C. § 3312 (Supp. II 1978).

62Section 107(c), 15 U.S.C. § 3317(c) (Supp. 11 1978).

8]d.

64]d. This part specilies the maximum lawful price for natural gas which is defined therein as new natural gas
and certain natural gas produced from the outer continental shell, gas [rom new onshore production. natural gas
committed or dedicated to interstate commerce, sales under existing intrasiate contracts, high cost natural gas,
stripper well gas or other categories of natural gas, 18 C.F.R. 271 (1980).

85A.G.A. News, supra note 57.

s61d.

’Domestic oil prices were decontrolled by President Reagan on January 28, 1981 by Executive Order No. 12287
issued pursuant to the Emergency Petroleum Allocation Act of 1973, 15 U.S.C. § 751 (1980).
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deregulated, the price spread between new gas and oil will not cause a “price
spike.”’ 68

Some policy makers have suggested that all gas immediately be decontrolled
to encourage further production.®® One basis for this is that the price of oil has
increased more than anticipated and the NGPA ceiling prices are falling behind,
thus making gas exploration and development relatively less attractive than oil. It
appears, however, that immediate decontrol may have an unacceptable effect on
inflation. One estimate shows that deregulating all gas (both currently flowing
gas and new discoveries) in the Fall of 1981 would double gas prices for all
customers, increase inflation by 3.4% in the first full year of decontrol and result in
10% less gas being used in the United States. This would increase oil imports
nearly one million bbls/day resulting in an additional $12 billion in foreign oil
import payments.’®

Even with existing NGPA price incentives, however, conventional natural
gas supplies in the lower 48 states are projected to decline from annual current
levels of 19 Tcf to about 14 Tcf by the year 2000. If total gas supplies required by
the year 2000 range from 23 to 33 Tcf/year,”! then, supplemental and unconven-
tional gas supplies of from 9 to 19 Tcf/year must be developed in just 19 years.

2. Alaskan Gas

Alaskan gas 1s the single largest concentration of United States’ gas resources,
with proved reserves of 31.9 Tcf and potential reserves of well over 100 Tcf,
approximately 10% of the United States estimated conventional resource base.”? A
pipeline transportation system is needed to bring these Alaskan reserves to lower
48 state markets.” An Alaskan gas pipelne also will help Canadians develop their
northern gas resources, some of which can be exported to this country. Such a
pipeline is a most costly project (over $30 billion), yielding expensive gas ($8-9 per
Mcf if deliveries begin in 1985).7¢ Thus, the major problem in developing Alaskan
gas supplies is a financial one..

Basic to the financing problem are the price of the gas and meaningful
participation by the Alaskan producers in an equity or other position in the
project. The price issue has become intertwined with several questions including
responsibility for the costs of constructing, processing and conditioning facilities.”

68See discussion in The Wall St. J., Mar. 17, 1981, at 1, col. 1; Berry, Reagan Will Try to Hasten Decontrol of
Natural Gas, The Wash. Post, Mar. 7. 1981, at 3, col. 1; McClure Says Oil Price Hike Rules Out Chances of 1981 Gas
Decontrol, Inside FERC 1, Mar. 16, 1981. price spike concern has been expressed over indeflinate price escalation
clauses in gas contracts, see American Gas Association, Analysis of natural Gas producer Interstate Pipeline Con-
tracts, 9 Gas Energy Review,9, at 5 (Sept. 1981).

8Jd.

"American Gas Association, Cost of Immediate Total Wellhead Price Decontrol of Natural Gas to Low Income
and Disadvantaged Groups 1981-5 (April 9, 1981).

"iSee Part 1A, supra; see also Gas Supply, supra note 7, at 3.

2Supra note 7, at 14, 15.

3Gas Supply, supra note 7, at 21.

American Gas Association, Energy Analysis: A Forecast of Capital Requirements of the U.S. Gas Uulity
Industry to the Year 2000: 1980 Update 4, 5 (Oct. 17, 1980). Some suggest that the delivered price may be as high as "a
delivered price at the Chicago city gate of $15/Mcf.” The Wall St. J., Mar. 16, 1981, at 4, col. 1.

5 As to price, § 109(a)(4)(b) of the NGPA, 15 U.S.C. § 3319(a)(4)(b) (Supp. II 1978), established a statutory ceiling
price for Prodhue Bay gas at $1.45/MMBtu as of April 1977, adjusted for inflation thereafter. Section 110 (a)(2) of the
NGPA, 15 U.S.C. § 3320(a)(2) (Supp. II 1978}, permits (to the extent allowed by the FERC) that the § 109(a)(4), 13
U.S.C. § 3319(a)(4) (Supp. II 1978), ceiling price shall not be considered to be exceeded 1o the extent necessary to
recover costs of compressing, gathering, processing, treating, liquefying or transporting such nawral gas or other
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The ownership of the proposed Alaskan Natural Gas Transportation System
(ANGTS) has been a subject of considerable controversy. In 1977, a report of the
Department of Justice recommended that an ownership interest, or participation
in any form in the Alaskan Pipeline System by producers and their subsidiaries or
affiliates, should be prohibited.’® Subsequently, the Department of Justice stated
that its opposition was limited to any financial participation by producers which
would enable them to engage in anti-competitive conduct, such as the restriction
of pipeline throughput, the denial of access to non-owners, or the resistance to or
denial of future expansion of pipeline capacity. This recommendation assumed
that in certain circumstances, producers would have incentives to prevent expan-
sion of the ANG'TS or to restrict access to it.”?

The Department of Justice’s recommendation was adopted in the President’s
Decision,” which was subsequently approved by a joint resolution of Congress.”
The President’s Decision provided that Alaskan producers must be excluded from
ownership of the ANGTS, except that they may provide guarantees for project
debt. Further, such producers may not be equity members of the sponsoring
consortium, have voting power in the project, have a role in the management or
operation of the project, have any continuing financial obligation in relation to
debt guarantees associated with initial project financing after the project is com-
pleted and the tariff is put into effect, or impose conditions on the guarantees of
project debt which may give rise to competitive abuse.80

With the costs of the project continually increasing, it appears that private
financing of at least the Alaskan segment of the project may not be feasible
without further participation by the Alaskan producers. Etforts are continuing to
structure a meaningful participation by the producers within the parameters of
the President’s Decision. A step was taken in this direction when in June, 1980, the
Alaskan producers and the pipeline sponsors of the Alaskan segment of the proj-
ect agreed jointly to fund and manage the remaining design and engineering
activities of the project and jointly to develop a financing plan. The Department
of Justice has approved this arrangement.®! In February, 1981, the United States
and Canadian governments exchanged letters on the occasion of the ceremony

similar costs incurred by the seller. Thus, determining the maximum lawtul price for the Prodhue Bay gas requires
the FERC (o determine which allowances should be allowed under § 110. See, e.g., Treatment of Certain Production-
Related Costs For Natural Gas to be Sold and Transported Through the Alaska Natural Gas Transportation System,
FERC Order 43, Docket No. RM79-19, Aug. 24, 1979, on conditioning gas. While producers are responsible for
conditioning, their allowance for doing so is limiled 1o removing carbon dioxide to levels below 3% by volume, Order
15. at 2; see also Order Granting Rehearing for the Purpose of Further Consideration and Further Staying of Order
No. 45 and Order No. 31-A, Docket No. RM79-19, Nov. 30, 1979. For a discussion ol this, see 1. Bindra, chapter on
Canadian, Mexican and Alaskan Supplies, from Regulation of the Gas Indusury (1981). See also Report of the
Commuttee on Natural Gas Imports and Exports (Federal Energy Bar Association), 1 Energy L. ]. 165-174 (1980).

Report of the Attorney General, 1. Impact on Competition: Summary of Recommendations of the Federal
Power Commission and the Department of Justice, United States Department of Justice, filed pursuant 1o Section 19
of the Alaskan Natural Gas Transportation Act (ANGTA), 15 U.S.C. § 719 et seq. (1976), (July 1977).

TLetter from Hugh P. Morrison, Jr., Acting Assistant Attorney General, to Leslie J. Goldman, Assistant Admin-
istrator, Energy Resources Development, (Aug. 9, 1977).

#Decision and Report 1o Congress on the Alaskan Natural Gas Transportation System, Executive Office of the
President (Sept. 1977).

“H. R. J. Res. 621, 95th Cong., Ist Sess.. P.L. 95-158, 91 Stat. 1268 (1977).

8Decision and Report, supra note 78,

s etter from John H. Shenetield, Assistant Attorney General, to Charles W. Duncan, Secretary, Deparrment of
Energy, (June 18, 1980).
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marking initial construction in the United States of the Western leg of the
ANGTS. In that exchange the United States repeated that it ““is firmly committed
to the completion of ANGTS” and stated, “We expect the United States sponsors
and producers will soon reach an agreement on a tentative financing plan.”’8?

3. Imports of Natural Gas

Until recent years natural gas import volumes were relatively minor.# How-
ever, as imports increase (currently they are 1.2 Tcf out of a total of 21.3 Tcf of
total gas production)® the governmental role, as implemented by the Economic
Regulatory Administration (ERA) and the FERC, becomes more important.

The authority over regulation of imports (and exports) of natural gas is
contained in Section 3% of the Natural Gas Act (NGA).# Section 3 provides that
natural gas may be imported into the United States unless such importation “will
not be consistent with the public interest.” Under the Department of Energy
Organization Act (DOE Act),®” Section 3 authority is vested in the Secretary of
Energy. The Secretary has, in turn, delegated this authority to both FERC and
ERA. The nature and scope of their authority depends upon the issues to be
decided.®®

ERA is responsible for deciding whether the proposed import is consistent
with the public interest.89 This judgment is based upon various factors including
security of supply, balance of payments, price of the import or export, and
national and regional needs for gas. ERA also may impose conditions on the
import price, escalation clauses or any other import terms.%

FERC is responsible for import functions under Section 3 of the NGA which
have not been delegated to ERA, which ERA chooses not to exercise, or which are
reserved to FERC.?! FERC considers the site, construction and operation of par-
ticular facilities, and the place of entry of an import (Section 792 of the NGA); the
rates and charges for jurisdictional gas sales (Section 4% of the NGA); and whether
such rates are “‘unjust, unreasonable, unduly discriminatory or preferential” (Sec-

82] etter from James B. Edwards to H. A. Olsan (Feb. 6, 1981); letter from Peter M. Towe to James B. Edwards
(Feb. 18, 1981). released in DOE News (Feb. 19, 1981). See Hallelujah! Deal Struck on Alaska Pipeline, 10 The Energy
Daily, May 26, 1981, at 2, col. 1.

83For example, in 1962, net imports were still less than .5 Tcf. By 1963, they had almost doubled. Gas Facts 1979,
supra note 26, at 45.

83Gas Facts 1979, supra note 26, at 31.

815 U.S.C. § 717b (1976).

815 U.S.C. § 717a-w (1976).

8742 U.S.C. §§ 7101-73852 (1976).

88/d. see DOE Delegation Order No. 0204-4 (Oct. 1, 1977), 42 Fed. Reg. 60726 (Nov. 29, 1977); DOE Delegation
Order No. 0204-54, 44 Fed. Reg. 56735 (Oct. 2, 1979); DOE Delegation Order No. 0204-55, 44 Fed. Reg. 56735 (Oct. 2,
1979). See also Report of the Committee. supra note 75; Grenier and Clark, The Relationship Between DOE and
FERC: Innovative Government or Inevitable Headache? 1 Energy L. J. 825, 346-352 (1980); Order Granting Applica-
tions, Pacific Alaska LNG Co., FERC Docket Nos. CP 75-140, at 6-11; Order on Rehearing Modifying and Clarifying
Order Granting Applications; Pacific Alaska LNG Co., FERC Docket Nos. CP75-140, at 2-4, (Dec. 12, 1979); Findings
and Order, Border Gas, Inc. Docket No. CP80-93, (Dec. 21, 1979); Order Authorizing the Importation of Natural Gas,
Northern Natural Gas Co., a Division of InterNorth, Inc., Docket No. CP80-22, at 4-6 (June 27, 1980); Order
Authorizing the Importation and Exportation of Natural Gas, The Brooklyn Union Gas Co., FERC Docket No.
CP81-105-000. at 2,3 (Dec. 19, 1980).

89Delegation Order No. 0204-54, supra note 88.
old.

9 Delegation Order No. 0204-55, supra note 88. .
215 U.S.C. § 717((b) (1976).

$15 U.S.C. § 717¢ (1976).
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tion 5% of the NGA). If FERC authorizes an import, it must include in its order
any terms or conditions previously attached by the ERA.% Originally, the FPC
had jurisdiction over both Section 3 and Section 7 authority. Even then, there was
controversy over the interrelationship of these sections.%

In Distrigas Corp., a U.S. Court of Appeals held that the FPC’s Section 3
authority was “‘at once plenary and elastic.”’®” Further, the court reasoned that the
FPC may authorize imports of LNG under Section 3 and impose on them the
“equivalent of Section 7 certification requirements’’ even when (1) certification
itself could not be required because interstate commerce was not involved; and (2)
the Commission had previously disclaimed jurisdiction over the same facilities.9

With the jurisdictional split between ERA and FERC it is even more likely
that some of the issues tried in a Section 3 proceeding will be tried again in a
Section 7 proceeding and thus delay import projects. Legal authority exists to cure
this problem. Section 402(e)*® of the DOE Act allows the Secretary of Energy to
delegate its Section 3 authority to the FERC. The Secretary currently is studying
this problem to see if such delegation would be appropriate.!?°

(a) Canadian Imports

Currently, the United States imports about 1 Tcf of gas per year trom Canada.
This volume could increase to 2 Tcf by the year 2000.1°! The Canadian National
Energy Board estimates that ultimate marketable gas resources in conventional
producing areas at year end 1978 range from 127 to 157 Tcf, not including Cana-
dian Geological Survey estimates of frontier potential gas of up to 300 Tcf.102

However, there are recurring problems with gas imports from Canada. Cana-
dian gas exports help to offset the cost of Canada’s oil imports. Thus, Canada
seeks gas export prices at parity with world oil. At such prices, however, it appears
that Canadian gas supply may exceed the United States’ demand for 1t.!®® The
ERA has had reservations about approving prices based on parity with Canadian
imported oil prices.'** The ERA also has suggested that the question of over-
reliance on Canadian gas should be explored.'®> The FERC has questioned the
take or pay terms of certain contracts in view of the increasing costs of gas and has
required that take or pay terms be keyed to a dollar amount and not volume.!% In
one case, the California Public Utilities Commission denied a California gas
utility its purchased gas costs for Canadian gas on the grounds that it was impru-

9415 U.S.C. § 717d (197b).

9Delegation Order No. 0204-55, supra note 88.

%Distrigas Corp. v FPC, 495 F.2d 1057 (D.C. Cir.); cert. denied, 419 U.S. 834 (1974).

971d. at 1064.

9B1d. a1 1059.

915 U.S.C. 717(f) (1976).

100Address by R. Tenney Johnson, General Counsel Designate, DOE to Federal Energy Bar Association Annual
Meeting, Wash., D.C. (May 14, 1981).

101Gas Supply, supra note 7, at 17; see also Canada’s National Energy Program: An Update, 1GT Encrgy Topics
(Chic., I11.) (Mar. 30, 1981).

102Gas Supply, supra note 7, at 17.

lOS]d.

111 0Opinjon and Order Authorizing Payment of an Increased Border Price for Natural Gas Imported from
Canada, ERA Opinion No. 29, at 3 (Mar. 27. 1980).

lOS]d'

106Northern Border Pipeline Co., FERC Docket No. CP74-290, Order Authorizing the Importation of Natural
Gas (April 26, 1980.)
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dent to import certain quantities of gas when lower cost domestic gas was
available.1?

The barriers to increasing Canadian imports are primarily pricing and policy
ones. It is suggested here that contracts for purchases of imported gas by United
States companies, once approved by appropriate federal authorities, should be
honored and the costs for such gas be allowed. A key question is how to arrive at
import pricing formulae which will allow gas price escalation at reasonable rates
which will be honored by all parties and are flexible enough to vary with rapidly
changing market conditions. The U.S. and Canada are buying and selling gas at
close distance across a friendly border, which has security advantages to the Uni-
ted States over other import alternatives such as importing oil over sea lanes from
the Middle East. Both economies can benefit from a dependable gas market at
appropriate prices and terms.

(b) Mexican Imports

New imports of Mexican gas began in 1980 at the rate of 300 MMcf per day.198
Mexican reserves currently are estimated at about 84 Tcf of proven reserves and 400
Tct of potentially available reserves. It is estimated that Mexican exports will
range from .1 Tcf to 2.0 Tecf from 1981 through the year 2000.19

The policy barriers to increased Mexican gas imports generally are similar to
Canadian import barriers. However, there are some differences. Mexican gas
resources appear to be larger than Canada’s and are state owned.!'® Mexico also
may be reluctant to reach the same export levels as Canada because of (a) the
internal political problems of selling too much gas to the United States; (b) the
greater inflationary impact of exports on the Mexican economy; (c) Mexico’s
desire to use gas and oil reserves to build its own industrial base; and (d) the
linkages between gas export policy and other Mexican/U.S. problems such as
immigration policy which provides a further complication.’! In addition, Mexico
is likely to continue to seek price parity with other exporters. ERA already has
recognized this problem by allowing Mexican gas the $4.94/MMbtu price allowed
for Canadian gas in 1981 but, ERA also noted that both countries’ exports may be
restricted to discourage United States’ over-dependence on imports.!'?

The answers to these problems may be similar to those for Canadian export
policy—recognition of the mutual benefits of a North American energy policy on
an equal partner basis, establishing contractual arrangements mutually satisfac-
tory to all partners and steady adherence to such contracts.

197The Public Utility Commission of the State of California denied Pacific Gas and Electric Company an increase
in rates to cover costs for purchased Canadian gas. Application for Authority 10 Revise Gas Rates and Tariffs Effective
July 1, 1980, Under the Gas Adjustment Clause, Cal. P.S.C. Dec. No. 92304, at 13015 (filed May 28, 1980); Cal. P.S.C.
Order Modifying Dec. No. 923042 and Denying Rehearing, Cal. P.S.C. Dec. No. 92642 (filed May 28, 1980). Gas
Supply, supra note 7, at 18, 19.

1%8Gas Supply, supra note 7, a1 18, 19.

109ld_

llDld‘

11See generally Joint Committee Print, Mexico's Oil and Gas Policy: An Analysis, 96th Cong., Ist Sess. (1978);
Energy Users Rept. 20 (Mar. 8, 1979), B. Netschert, Mexican Oil and Its Implications for United States Energy Policy,
Aware 2 (April 1979); T. J. Stewart-Gordon, Mexico's Giants Enter Their Second Decade, World Oil 61 (Feb. 1, 1981).

12Syupra note 104; Opinion and Order Authorizing Payment of an Increased Border Price for Natural Gas
Imported from Canada, ERA Opinion No. 31 (Apr. 21, 1981).
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(¢) Liquefied Natural Gas (LNG)

LNG is conventional natural gas which has been liquefied by reducing its
temperature to minus 260°F. and its volume to 1/600 of that of gas in its vaporous
state. This permits the transportation of large volumes of natural gas over great
distances across oceans or other terrain unsuitable for pipelines as well as its
efficient storage near markets.!!3

The United States has been importing LNG from Algeria with a contracted
capability of slightly over 400 Bcf/year. On a worldwide basis, 6 countries with
1978 reserves of 199 Tcf currently trade LNG; and the 1978 esiumated world-wide
LNG resource base is 1955 Tcf located in some 22 potential exporting countries.!!4

LNG EXPORTING NATIONS: RESERVES & PRODUCTION

Commercial
Reserves— Production— Flared—
) 19781 19782 19772 1978
Current Exporters Tet Tet Bcef R/P
U.S., South Alaska* 6 A8 75 56
Algeria 114 3 174 242
Libya 27 4 60 59
Abu Dhabi 20 A 38 145
Brunei 8 25 35 34
Indonesia 24 6 30 38
Potential Exporters
Middle East
Qatar 50 .05 94 500
Saudi Arabia 81 A 1,320 57
Iran 436 1.7 986 162
Pakistan 198 — — —
Far East/Oceania
Malaysia 23 .15 63 141
Australia 30 2 5 146
New Zealand 6 .06 2 97
South America
Trinidad & Tobago 7 2 79 25
Venezuela 42 4 100 84
Colombia 5 A 26 40
Chile 4 3 100° 10
Ecuador 2 A 30 15
Mexico 60 .9 143 58
Africa
Nigeria 47 6 740 35
Soviet Union 862 13.1 665 62
Canada® 82 23 46 35
ml & Gas Journal, World O and international Pefroleum Ency- “Reserves and production dala from A.G.A. reserves dala.
clopedia. SEstimated based on above references.
2Based on Oif & Gas Journal, February 26, 1979, p. 166. SResarves and production based on data from the Canaian Petroleum Association.

3U.S.,DOE, EIA,"Worlg Natural Gas:1977,"Energy Dala Reports (DOE/EIA-01333/77),1979.

13Gas Supply, supra note 7, at 20, 21.
1414, For further information on LNG trade for these countries see 6 LNG Digest 10 (Oct. 1980).
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The United States gradually should expand LNG imports for baseload and
peak shaving purposes to 3-4 Tcf/year by the year 2000. This modest increase
should not result in overdependence on foreign gas. At 4 Tcf/year, imports would
be only 13% of the 30 Tcf/year of United States gas usage estimated by the year
2000 and such imports can come from diverse countries which provides substan-
tial political stability of supply. While LNG 1s a foreign source of supply it has a
number of advantages over other foreign sources of energy.

First, supply interruptions may be less likely with LNG than with oil
because: (1) exporting countries must pay substantial debt service on expensive
liquefaction facilities; this debt service creates financial pressure for continued
LNG exports; and (2) world natural gas consumption rates are presently less than
half of world oil consumption rates on a Btu equivalent basis. If this difference in
consumption rates continues, world natural gas resources would be only about
20% depleted while world o1l resources would be about 50% depleted by the year
2000.1'3> Thus, the future availability and price stability of imports may be greater
for LNG than for oil.

-Second, LNG has a more favorable balance of payments impact than
imported oil. Typically, for each dollar of imported LNG, almost half (about 45
cents) is returned to the United States in payments for shipping, capital and other
costs because United States’ companies own some of the LNG tankers and share
eithe in the ownership of the foreign LNG plant and equipment or participate in
its financing. For oil, the amount returned is only 15 cents per dollar expended.!1

Third, on a marginal (full) cost basis, LNG costs about one-third the price of
electricity: ie., generally no more than number two fuel o1l refined from foreign
crude o1l at world price levels. 7 Fourth, air, water and solid waste pollution from
domestic LNG operations are relatively negligible.!!8

There are a number of export barriers to increased LNG imports: (1) some
countries may wish to use LNG reserves for uses other than export such as for
domestically consumed petrochemical feedstocks; (2) the United States must com-
pete with other {oreign buyers; (3) there are enormous capital costs associated with
liquefaction— liquefaction facilities for the proposed South Alaska to Point Con-
ception, California project, for example, are expected to cost $770 million;'!% and
(4) gas reserves or excess gas production capacity may not be sufficient in some
countries Lo support a project over its economic lifetime.'? Barriers on the import
side also are numerous. First, pricing formulae which are fair and acceptable to
buyers and sellers alike must be established and recognized by all parties to pro-
vide reliable service. This can be difficult. In 1981, for instance, after many months
of negotiations, the United States and Algeria failed to-find a common pricing
formula for the continued 1mport of certain Algerian LNG. The Algerians were
seeking a gas price at Algeria of parity with world oil—approximately $6/Mcl.

"*American Gas Association Energy Analysis. A Comparison of U.S. and World Remaining Gas and Qil
Resources, 1979, at 1, 2 (January 19, 1979).

"6American Gas Association, Energy Analysis, A Comparison of Foreign Energy Payments Resulting From
Importation ol LNG Versus Oil 1 (February 3, 1978).

Il71d'

185ee Part IB(7) supra. for chart on relatve fossil fuel pollution levels. Generally, LNG produces the same
polluton as natural gas.

American Gas Assoctation, Gas Energy Review 12 (December 1980).

BeGas Supply. supra note 7, ar 21
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This price did not include the cost of transporting the gas to the United States and
terminal and regasification costs—an additional $1.50-$2.00. The United States
sought a price for LNG delivered 1o East Coast terminals comparable to alterna-
tive fuels available in the United States—such as Canadian gas imports at
$4.94/MMBuu or oil imports in the range of $6.00/MMBtu.!?! The price gap was
too wide to close and negotiations temporarily were terminated.

The Algerian experience illustrates probably the greatest barrier to LNG
imports, i.e., the difficulty of arriving at a pricing formula acceptable to all parties
to be applied over the life of the trade. Basically, the issue is one of proper
escalation of price for a product being sold on the world market. If this problem
can be resolved, LNG imports can increase modestly because the technical aspects
of LNG trade are well proven.!??

Government policies toward LNG are another problem. In 1978, then DOE
Secretary James Schlesinger discussed supplemental gas sources and concluded
that long haul LNG (such as from Algeria) was ‘‘at the end of the priority line’ of
all of them.!23 A few days later, in two almost simultaneous decisions, the El Paso
Eastern Company and Tenneco Atlantic Pipeline Company cases, ERA denied
LNG import applications for Algerian “long haul’”’ LNG.!2* In denying El Paso’s
import certificate, ERA appeared to promulgate a new standard of proof for LNG
not contemplated by existing law. ERA found that the project failed the statutory
test of being consistent with the public interest because it was unable to “find an
overniding national or regional need for this gas.”1?> ERA reasoned that the 1985
projected supply of domestic gas was adequate to meet firm national gas needs of
around 12 Tcf.126 This 1985 ““adequate” supply, however, was significantly below
the 1979 marketed gas supply of 19 Tcf. Thus, ERA limited its test to firm gas
demands for high priority uses and made no allowance for expanded gas demand
for the next six years—1979 to 1985. ERA’s forecast was made despite the Depart-
ment of Energy’s own estimate that total United States energy demand would rise
from 75.7 quads in 1977, 10 94.6 quads in 1985, an increase of 24.9%.1%

4. Coal Gasification

United States coal reserves are estimated at some 458 billion tons (10,000
quads), one-half of which can be recovered under present technological and eco-
nomic conditions. If only one half of that recoverable coal (2,500 quads) were used
for gasification, it could supply current total U.S. gas consumption of approxi-
mately 20 quads (Tcf) annually for 124 years.!?® Gas made from coal could dis-

121See Stuart, E{ Paso Comes in From the Cold, Fortune 55, 56 (Mar. 23, 1981); Randal, Collapse of Natural Gas
Deal is Costly Despite U.S., Algerian Boasts, The Wash. Post, Mar. 26, 1981, at A19. If rolled in rather than
incremental pricing is used for LNG, the price impact on consumers is less and administering the pricing scheme is
less burdensome. Columbia LNG .Corp., Opinion No. 622-48 F.P.C. 723, 729-730 (1972).

122Gas Supply, supra note 7, at 21.

128Brief of American Gas Association in Support of Application for Rehearing In The Matter of El Paso Eastern
Co., at 2, ERA Docket No. 77-006-LNG (Jan. 19, 1979).

124E] Paso Eastern Co., ERA Docket No. 77-006-LNG, FERC Docket No. CP77-330 (Dec. 21, 1978); Tenneco
Atlantic Pipeline Co., ERA Docket No. 77-010-LNG, Opinion No. 3 (Dec. 18, 1978).

'3Emphasis added, El Paso Eastern Co., supra note 124, at 64.

126ERA, No. 77-006-LNG, supra note 124, at 45; see Brief, supra note 123, at 6, 7.

127Brief, supra note 123, at 5, 6.

128Gas Supply, supra note 7, at 22.
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place oil in many stationary uses and thus make more oil available for transport
purposes.

Coal gasification has a number of advantages over the use of coal to generate
electricity. For example, (a) a high-Btu coal gasification process could produce
10% to 20% less carbon dioxide emissions than principal coal use alternatives—
coal liquids and coal-fired power generation; coal gasification reduces carbon
dioxide emissions because the concentrated carbon dioxide waste stream from a
coal gasification plant can be captured for various uses including enhanced oil
recovery;'2? (b) gas from coal can be transported efficiently and with minimal
environmental impact through the existing gas pipeline/distribution system; (c)
“in situ’’ coal gasification methods can be used (in which coal is “‘burned” under-
ground, producing gas) which eliminates mining and minimizes environmental
problems;!3° and (d) gasification requires lower capital costs per Btu of usable
energy produced.!®! Coal gasification technology has been known for many
decades. But the United States has yet to operate its first high Btu coal gasification
plant.

The immense cost of a coal gasification plant—nearly $2.02 billion for the
Great Plains project!3? for instance—requires rolled-in pricing and assurance that
pipelines can recover the cost of coal gas in their rates. These can be accomplished
‘in any number of ways, butdelays in finding proper solutions have been excessive.
The Great Plains project, for example, has been involved in regulatory review and
litigation since 1975.

In 1979, in Order No. 69, the FERC reversed an Initial Decision'?? by Admin-
istrative Law Judge Zimmet and issued a certificate of Public Convenience and
Necessity under section 7 of the NGA to a partnership called “Great Plains Gasifi-
cation Association’’ for the construction and operation of a coal gasification plant
in Mercer County, North Dakota. This plant was to produce approximately
125,000 Mcf of coal gas per day, with a heating value of approximately 970 Btu per
cubic foot (high Btu, pipeline quality gas).!** The facility would utilize lignite as
the fossil fuel for conversion to synthetic gas. This plant was to be a demonstra-
tion project within the definition of research, development and demonstration
promuligated by FERC’s Order No. 566,135

129Fact Book, supra note 25, at 16. Some have raised the possibility of environmental dangers {rom by products ot
coal liquids and coal gasification. See Oak Ridge Research Uncovers Hidden Danger in Coal Liguids, The Energy
Daily, Apr. 11, 1981, at 4, col. 1.

130Gas Supply, supra note 7, at 22.

1311d. at 49.

132This project is described in Great Plains Gasification Assoc., FERC Opinion No. 69, Doc. No. CP78-391, at 1-6
(Nov. 21, 1979); rehearing denied, FERC Opinion No. 69-A (Jan. 21, 1980). See also 'I".Bindra, in chapter on Pipeline
Gas Supplies, in Regulation of the Gas Industry (1981).

133/d. Great Plains Gasification Assoc. FERC Opinion No. 69. Great Plains Gasification Associates, FERC
Docket No. CP 78-391 (Nov. 21, 1979).

34Pipeline quality gas typically is in the range of 1000 Biu- Mcf. Because gas made from coal is not “‘natural gas"'
under section 2(5) of the Natural Gas Act, 15 U.S.C. § 717a (5) (1976). it is not subject to FERC jurisdiction until it is
commingled with natural gas, and such mixed gas is transported for resale in interstate commerce for ultimate public
consumption. 15 U.S.C. § 717a (1976). See El Paso Natural Gas Company FPC Docket No. CP73-131, Opinion No.
663 (Sep. 4, 1973), Transwestern Coal Gasification Co. FPC Docket No. CP73-211, Opinion No. 728 (Apr. 21, 1975);

.Henry v. FPC, 513 F.2d 395, (D.C. Cir. 1975), Pub. Serv. Comm'n of New York v. FPC, 543 F.2d 392 (D).C. Cir. 1976).

1330rder Prescribing Changes in Accounting and Rate Treatinent for Research, Development and Demonstration

Expenditures, FERC Order No. 566, Docket No. RM 76-17 (June 3, 1977).
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One of the major goals of the Great Plains coal gasification project is to
demonstrate the technical, environmental and economic feasibility of producing
high Btu gas from coal. Because this project is the first of its kind in the United
States, it faces various uncertainties. For example, techniques for producing gas
from coal may prove less efficient than estimated and the project could have
unanticipated impacts on the environment or incur cost overruns., The FERC
recognized that such uncertainties may deter entrepreneurs from undertaking coal
gasification investments by approving the following special tariff provisions for
the Great Plains project (but cautioned that such provisions may not be approved
for future coal gasification projects):136

1. Ratepayers of the project sponsors would guarantee the repayment of and
interest on the debt in all circumstances and guarantee return on equity in
most circumstances except where management was imprudent. The debt
costs could be recovered from the rate payers on an accelerated basis of five
years if the project were never completed.

‘2. Pipeline purchasers of gas from Great Plains would be permitted to pass
through the costs of such gas.

3. The gas may be priced on a rolled-in basis.

4. The project sponsors would be permitted to levy a surcharge during con-
struction to recover interest and financing costs on debt, a return on
equity and related taxes and similar carrying charges incurred by Great
Plains under a coal purchase agreement. The purchasing pipelines would
be allowed to recover the surcharge in their respective rates during
construction.

5. The FERC reduced the project sponsors’ requested return on equity from
15% to 13% and required a periodic rate of return with a review commenc-
ing one year after the in-service date and then every three years thereafter.

6. Great Plains specifically was required to seek federal loan guarantees and
file appropriate tariff amendments.!'%?

On appeal of FERC’s Order 6938 by General Motors Corporation, various
state agencies and others, the United States Court of Appeals for the District of
Columbia Circuit held that FERC has exceeded its jurisdiction in issuing Order
69 and remanded the case to FERC for further proceedings (if necessary). In doing
so, the court stated:

In short we are dealing with an attempt by FERC to utilize its certification and rate setting
power to make possible financing for the prospective construction of a non-jurisdictional,
commercial-size coal gasification plant.'*

136Great Piains Gasification Associates, FERC Opinion No. 69, supra note 132, at 62-77; FERC Opinion No. 69A,
supra note 132, at 5-6. Other proposed coal gasification projects have suffered financial hurdles as well. See Texas
Eastern Unit Denied Permission to Recoup Planning Expenses From Customers, X1 IGT Highlights No. 7, 2 (Chic.,
I1l.) (Mar. 30, 1981).

197Great Plains Gasification Associates, FERC Opinion No. 69, supra note 132, at 62-77.

1380ffice of Consumers’ Counsel v. FERC, Nos. 80-1303, 80-1316, 80-1321, 80-1326, (D.C. Cir. Dec. 8, 1980).

19]d. at 22,
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The court went on to say that FERC also had exceeded its statutory authority
in “regulating its [the plant’s] construction and operation (or non-operation),”
and that a review of legislative history confirmed this conclusion.!40

In August 1981, President Reagan approved a $2.02 billion loan guarantee for
the Great Plains Project, thus insuring that adequate financing will be provided
to construct the first United States’ high Btu coal gas facility.!4!

5. Synthetic Natural Gas (SNG) from Liquid Hydrocarbons

The processing of liquid hydrocarbons such as naphtha or natural gas lig-
uids (NGLs) to provide synthetic natural gas (SNG) takes place in fourteen U.S.
facilities which operate either as base-load facilities or as a seasonal “peak shav-
ing”’ supply source.!42 Peak shaving is the supplying of fuel gas for a distribution
system from an auxiliary (i.e., not the usual pipeline) source during periods of
maximum demand, when the primary source is not adequate, such as on the
coldest days of the year. Such peaking facilities near the point of consumption
allow distribution companies to contract for primary gas supplies at lower peak
day volumes, thus reducing gas purchase costs.

The total daily design capacity of all SNG facilities is ‘roughly .14 Tcf.
Because most SNG plants are not designed for year-around operation, actual
operating levels produced only about .1 Tcf in 1980.43 Although the total world-
wide resource base of NGLs which provide feedstock for these plants is likely to
grow during the 1980s, U.S. production estimates of SNG range from .1 Tcf to .5
Tcf through the year 2000 because of its higher cost compared to some alternate
sources of gas such as conventional lower 48 state gas production.!#*

In Algonquin SNG, Inc.,'*> the FPC held that SNG 1s not “natural gas”
under Section 2(5)!%6 of the NGA. Thus, FERC has no direct jurisdiction over
SNG or the facilities which produce it. FERC jurisdiction attaches to SNG, how-
ever, once it becomes mixed with natural gas flowing in interstate commerce.!'¥? At
that point those facilities used to transport it, the rate at which it is sold and
matters relating to the transportation and sale for resale of such gas in interstate
commerce are subject to the FERC'’s control.

19014, at 23. Sponsors of the project petitioned FERC for approval of a settlement offer, see Motion of Applicants
for approval of Offer of Settlement, FERC Docket Nos. CP78-391, CP75-278 and CP77-556 (Apr. 10, 1981), approved
by FERC, Opinion No. 119, Opinion and Order Approving Rate Settlement with Modifications (Apr. 30, 1981).

1414 The Energy Daily, August 6, 1981, at 1, col. 1.

2Gas Supply, supra note 7, at 35. Naptha is any one of various volatile, often flammable, liquid hydrocarbon
mixtures used chiefly as solvents and diluents and as raw materials for conversion to gasoline and substitute or
synthetic natural gas (SNG). For various definitions see American Gas Association, Glossary for the Gas Industry
(1981).

143Gas Supply, supra note 7, at 35.

HlId‘

1450pinion No. 637, 48 FPC 1216, 1221 (1972); See also Algonquin SNG, Inc., Opinion No. 6374, 49 FPC 345
(Feb. 6, 1973), regarding SNG cost pass-through; see also Henry v. FPC, 513 F. 2d 395 (D.C. Cir. 1975).

1615 U.S.C. § 717a (1976). Section 2(5) reads as follows: ““Natural gas’ means either natural gas unmixed, or any
mixture of natural gas and artifical gas.” See note 134, supra, for cases involving at what point FPC/FERC jurisdic-
tion attaches to manufactured gas.

l171d'
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Prior to January 28, 1981, price regulation of NGLs used to produce SNG was
authorized under the Emergency Petroleum Allocation Act of 1973 (EPAA)'48 and
administered by ERA. On January 28, 1981, however, President Reagan signed
Executive Order 12287,14% which exempted all crude oil and refined petroleum
products (including NGLs) from EPAA price and allocation controls.

A major barrier to further development of SNG is its higher cost compared to
other supplemental supplies of gas. In considering increased SNG energy sup-
plies, the advantages of SNG should be compared to oil imports. SNG currently
offers substantial environmental advantages and may, in the long run, provide a
worldwide energy supply alternative to OPEC oil.}%0

6. Unconvential Sources of Gas

There is a very large potential resource of unconventional gas. It can come
from such renewable sources as biomass (plant life including aquatic and land
wastes and crops)'®! or non-renewable sources such as western tight sands!>2, Dev-
onian shale,’*® and geopressured brine.'>* At this stage in the development of gas
from unconventional sources, the primary barrier to further supply is lack of a
sufficient research and development (R&D) effort. For example, research is neces-
sary for Devonian shale and western tight sands to determine the extent of the
resources, extraction methods and cost projections. But adequate support for such
R&D effort has not been forthcoming. Although the gas industry continues to
provide about 25% of the total energy consumed in the United States and approx-
imately 33% of domestic U.S. energy production, gas received only 5.1% of the
DOE FY 81 research and development budget. Electricity, by contrast, supplies
less than 8 quads of energy but received 42.5% of this budget or a ratio of over 8 to 1
compared to gas; in the FY 82 budget this ratio rose to 13 to 1.1%°

a. Tight Formation Gas. Tight formation gas is produced from low permea-
bility formations such as western tight sands and eastern Devonian shales. The
total resource base for tight sands is vast, perhaps over 400 Tcf. Recoverable
resource estimates range from 30 Tcf with existing technology at a market price of
$3.12 in 1979 dollars to 150 Tcf with a market price of $6.00 and advanced tech-
nology.'*® Total current production is about .9 Tcf. Its low flow capacity means
that further research and development will be necessary to make tight sands gas
production more efficient, which will increase its attractiveness as a gas supply
source.!?’

1815 U'.S.C. § 751 (1976). There were limits, however, to FEA/ERA's authority. See, ¢.g., Consumers Power Co.
FEA, 413 F. Supp. 1007 (E.D. Mich. 1976), in which FEA was denied authority (o0 directly condition SNG feedstock
allocations on limitations of load growth and incremental pricing.

WExecutive Order No. 12287, 46 Fed. Reg. 9909 (Jan. 30, 1981).

130Gas Supply, supra note 7, at 85, 36.

1d. a1 37, 38.

1521d‘

133]d. See also 18 C.F.R. § 271.703 (1981).

lSlId‘

1> American Gas Association unpublished staff analysis of FY 1981 DOE research and development budget. For
1982 budge! figures, see American Gas Association, X1V Washington Letter | (March 27, 1981).

1%6Gas Supply, supra note 7, a1 31.

1577
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The FERC has taken steps to raise prices for gas from tight formations. In
August 1980, the FERC set a maximum special incentive price for tight sands at
$4.55 (200% of the Section 103!58 new onshore ceiling price under the NGPA).1%9
The Devonian shale definition was changed by the FERC in 1981 to allow gas
produced in sandstone or silt stringers to qualify as higher cost gas under Section
107 of the NGPA 160

b. Gas from Biomass. Biomass includes all growing plant life. It is of two
types, aquatic (such as giant kelp, water hyacinths and algae) and land biomass
{such as from pines and hardwoods, grasses and crops, and wastes from forestry
operations and crop harvesting and processing). While there currently is no com-
mercially available gas from biomass projects (due to the need for research into
efficient harvesting and conversion techniques), by the year 2000 the total U.S.
potential resource is estimated at from 35 to 110 Bcf/year.!8!

¢. Urban Waste and Animal Residue. Urban waste and animal residue
include urban refuse, industrial waste, sewage, and animal manures. Current
production capability is approximately 1.9 Bcf/year, and by the year 2000 could be
from 230 to 800 Bcf/year. Currently, there are 11 landfill methane recovery proj-
ects in operation. Three produce pipeline quality gas.!6?

One of the questions faced for each new gas source is whether it will be
classified as “natural gas” under Section 2 (5) of the NGA and thus become subject
to FERC'’s jurisdiction. In Natural Gas Pipeline Co. of America,'s’ the FPC held
that unmixed gas produced through the anaerobic processing of animal waste was
not “natural gas”. Thus, the gas and the facilities used for its producton were
non-jurisdictional. This decision followed the FPC's reasoning in earlier cases
such as Algonquin SNG, Inc.,'%* (in which gas produced from the reformation of
naphtha was held not to be ‘‘natural gas”); and E! Paso Natural Gas Co.'% (in
which “coal gas” was held not to be “‘natural gas’ because while it contained trace
elements of methane, it underwent a basic change in molecular structure).

Other potential sources of methane and a summary of their potential produc-
tion estimates by the year 2000 are listed infra.1%6

The maximum production of unconventional sources by the year 2000 is
probably limited to the midpoint in the range of from 635 Bcf to 4200 Bcf, or
approximately 2400 Bcf/year.

15815 U.S.C. § 3303 (Supp. IT 1978).

15FERC Regulations Covering High-Cost Natural Gas Produced From Tight Formations, 18 C.F.R. § 271, 273,
274, (1980).

160Section 107 is found at 15 U.S.C. § 3317 (Supp. II 1978). Final Rule on Defining and Deregulating Certain
High Cost Gas, FERC Docket No. RM79-44, Order No. 78 (1980), 45 Fed. Reg. 28092 (Apr. 28, 1980).

1%1Gas Supply, supra note 7, at 37, 38.

162For a list of these sites, see American Gas Association, 8 Gas Energy Review 7, at 11 (Apr. 1980).

1$Natural Gas Pipeline Co. of America, FPC Docket No. CP 75-147, Opinion 763 (May 24, 1976).

¥4Supra note 145.

'$E| Paso natural Gas Co., supra note 134.

1%6Gas Supply, supra note 7, at 42,
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SUMMARY OF PRODUCTION
ESTIMATES FOR
NONCONVENTIONAL
NON-RENEWABLE SOURCES

(Bef)

Year
Source 1990 2000
Gas From Coal Seams 60-240 290-1,400
Geopressured Gas 5-100 20-1,000
SNG From Peat 30-180 180- 900
SNG From Qil Shale 25- 90 100- 720
In situ Coal Gasification 0- 45 45- 180
Total Range 120-655 635-4,200
Maximum Probable Supply 350 2,400

C. The Financial Barriers

To provide the country’s gas supply needs of from 25 to 32 Tcf by the year
2000, the gas industry must spend about $400 billion (in 1980 dollars). That is over
six times the total gross gas industry plant investment of $60 billion.!6? Approxi-
mately 30% of this amount ($124 billion) will be needed for traditional utility
pipeline/distribution construction and maintenance activities. The rest ($277 bil-
lion), will be for major gas supply projects.

1o attract and generate that capital is a major challenge. Such capital must be
raised in an environment of inadequate utility company earnings, substantial
inflation, higher gas prices, loss of gas sales volumes, restrictive advertising laws
and inadequate depreciation allowances.

1. Inadequate Utility Company Earnings

Most of the funds which gas utilities will need to finance new facilities must
come from the sale of new security issues (debt and equity). Such sales cannot be
accomplished without adequate earnings to attract investors. “Earnings” or
“return,” is the amount of money a regulated gas company is allowed to earn over
and above its operating expenses, depreciation expenses and taxes.!68 Rate of
return is expressed as a percentage of the company’s ‘“‘rate base,” which is the
legally determined net valuation of its property.'6®

167 Address by Robert H. Willis (Chairman and President, Connecticut Natural Gas Corporation and Chairman
A.G.A.) before the National Association of Regulatory Utility Commissioners 92nd Annual Convention, Houston,
Texas (Nov. 12, 1980.)

168See generally W. Gallagher, chapter on Rate of Return; and chapter on The Specifics of Regulation, General
Principles Applicable to Utility Rates in Regulation of the Gas Industry (1981).

169Id.
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Unless earnings on its securities are competitive in currenmt market conditions,
a utility cannot attract the necessary investors to raise sufficient capital. A 1980
survey of 50 gas distribution companies showed that common stocks of 88% of the
utilities were below book value. Thus, if additional common stock were issued to
raise capital, existing stockholders would find their stock diluted; indeed, one
Public Service Commission has referred to this as “confiscation.”!’® For those
surveyed, profits averaged about 5% of revenues. Typical average actual return on
common stock equity was 11.7% tor these companies compared to 13.5% allowed
in their most recent rate case.!'’!

This difference between what was “allowed” and actually “‘realized” is a
major problem for utilities during periods of rapid inflation. Inadequate regula-
tory treatment of incurred costs contributes substantially to the low esteem in
which the marketplace holds common stocks of many gas distribution companies.
The difference in return required to correct this problem is not great. For a typical
hypothetical company it comes to 38 cents per customer per month.!7?

~ However, even if the “allowed” return on equity were realized 1t probably
would not cure investors’ lack of enthusiasm for gas utility stocks. Higher rates of
return on equity also are essential, especially as applied to an original cost rate
base. Executives surveyed said that a 15%-16% return was the minimum necessary
to maintain supply and service programs.!”® This would require an additional 37
cents per customer per month.!'’ Thus, a total of only 75 cents per customer per
month (38 cents plus 37 cents) represents the difference between a financially
sound gas utility and one with serious future problems. This 75 cent increase
would add only 1-3% 10 the customer’s bill but would keep the gas distribution
company financially sound.

As one unlity executive has stated:

The result of poor earnings is an increased cost of capital for utilities because: it
encourages debt financing over equity financing (companies are inclined to borrow rather
than sell new stock below book); and weakens the company’s capital strueture by raising
the debt-equity ratio and reducing the interest coverage ratio (ratio of earnings to interest
on debt). This tn turn tends o lower the utility’s bond rating which requires the utility to
payv higher interest rates which result in increased capital costs to stockholders and
ratepayers.3?

Thus, while providing lower utility company rates may be appealing to
regulators in the short run, in the long run it may increase costs to ratepayers and
can reduce the quality or adequacy of service. If a utility’s capital costs are greater,
constructing new facilities is more expensive and rates must rise. “For example, if
a typical class A utility ... is financing $1 billion in new plant capacity, a two

179An unpublished survey by the American Gas Association, 1980. See also Re Public Service Co. of N.M., 8 PUR
4th 113, at 128 (1975); see also Smartt, 4 Problem in Equity and a Proposed Solution, 106 Pub. Util. Fort. 2, at 4 (July
17, 1980), and Progress of Regulation, 92 Pub. Util. Fort. 4, at 73 (March 1, 1979).

""'American Gas Association survey, supra note 170. See also remarks of Robert H. Willis re “creeping expropria-
tion” of gas utility stocks in 4.G.A4. Chairman Charts Utilities’ Decline, The Energy Daily, at 2 (June 11, 1981).

1721d. Address of Robert H. Willis, supra note 167.

1134

73

"5 Testimony of John J. Curus, Director of Taxes, Pacific Lighting Corp., on behalf of the American Gas
Association, on 1980 Tax Cut Proposals, at 7, before the House Committee on Ways and Means, 96th Cong. 2d Sess.
(July 31, 1980). See also The Cost of Not Raising Utility Bills, The N.Y. Times, Mar. 19, 1981, at 26, col. 1.
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percentage point increase in its cost of capital will amount to a rate increase of $20
million a year for the next thirty years—well into the next century.”’'76

(a) The Price Squeeze: Higher Rates and Uncollectables.

Higher gas prices significantly have hurt some gas companies’ earnings.
When producers raise prices and pass them on to the pipeline and distributor it is
the distributor who must collect them. The difficulty in collecting higher gas bills
revolves around two groups of people—those who are unable o pay and those
who are unwilling to pay. For those who are unable to pay, some federal and state
government aid programs have been developed to assist needy customers.!??

The problem of customers who refuse to pay their bills is a fast-growing
phenomenon. There are substantial numbers of people who believe that utility
service should be free or that bill-paying is a game to be played with the utility.!?8
They have been aided by governmental rules requiring notices and other proce-
dures before gas service can be terminated. For example, such rules may prohibit
the utility from requiring security deposits.!”® More recently, gas distributors have
been faced increasingly with rules prohibiting winter shut-offs of residential gas
service. It should be recognized, that these rules can lead to postponement of
payments by large segments of the population to the point where, when Spring
arrives, they are faced with bills totalling hundreds of dollars which they cannot
pay. For example, Michigan Consolidated Gas Company’s uncollectable accounts
in Detroit rose to over $15 million annually in 1980—some 7.7% of their
accounts.!8¢

(b) Conservation and Other Sales Volume Losses.

A second factor contributing to inadequate earnings is a reduction in sales in
many ‘“mature’”’ market areas. The industrial base of some areas of the North and
East is being eroded. In addition, there are substantial load losses due to conserva-
tion. According to a 1981 survey, gas conservation (defined as the perceniage

17%6Navarro, Electric Utility Regulation and National Energy Policy, Regulation of the Gas Industry Vol. IV
Regulation 20 {Jan.-Feb. 1981).

17Address by Arthur R. Seder, Jr., Chairman, President and C.E.Q., American Natural Resources Company,
before the A.G.A. Third Annual Legal Forum, Colorado Springs, Colorado (July 1980) [hereinafter cited as Seder
Address.] For an example of the energy assistance programs, see the Home Energy Assistance Act of 1980, 42 U.S.C.
§ 8601. Also the Low Income Energy Assistance Program, 45 C.F.R., Part 260, 45 Fed. Reg. 36810 (1980) authorizes
Federal grants 1o states “to provide assistance to eligible households 1o offset the rising costs of home energy that are
excessive in relation to household income.” The funds for this program are to come from revenue produced by the
“windfall profits” tax, 26 U.S.C. § 4986 (1980). See also the Energy Crisis Intervention Program, administered by the
Community Services Administration, which provides funds to conduct community activities, i.e., mobilization and
organization of community energy conservation education programs and direct services such as providing blankets,
temporary shelter and clothing. See also Funding Requirements for FY81 Energy Crisis Intervention Program, 45
Fed. Reg. 73054 (1980). Also, a number of states, such as Kentucky, Michigan, Nebraska, New Jersey and Ohio, have a
low income fuel assistance program.

178Seder Address, supra note 177.

119]d. Sections 303 and 304 (15 U.S.C. §§ 3203, 3204) of the Public Utility Regulatory Policies Act of 1978
(PURPA) required each state regulatory authority to conduct a hearing to consider gas service termination standards
set forth in § 3204. In an order unrelated to PURPA standards, the Michigan Public Service Commission instituted a
Winter Protection Plan. Under this plan, the Michigan Consolidated Gas Co. was prohibited from requiring a
security deposit from new residential customers. Mich. Pub. Serv. Comm'n, Order No. U-1240 (Oct. 28, 1980).

180Mjch, Publ. Serv. Comm’n Order No. U 4240 (Oct. 28, 1980).



Vol 2:241] GAS ENERGY 269

decline in gas use per customer adjusted for weather from a 1973 baseline) has
increased nearly every year since the 1973 oil embargo. In the residential sector, for
instance, gas use declined at a rate of 2.7% per year, resulting in 15% less gas
consumption during 1979 compared to the 1973 base line.!®! In the Detroit area,
residential consumption in 1980 was about 17% less per customer and industrial
consumption about 30% less since gas usage peaked in 1973. And these figures do
not include the effects of prospective furnace efficiency retrofit programs that
could reduce residential usage in that service area by another 20%.182

In this decade, conservation is expected to continue to increase but at a slower
rate. From the standpoint of the public interest, sales volume reductions from
conservation should be applauded. In theory, if rate regulation were prompt and
precise, these reductions in sales should not adversely affect earnings. It is diffi-
cult, however, to convince regulatory authorities that reductions in usage should
be projected forward as a part of the cost of service. However, any lag in recogniz-
ing declines in sales may adversely affect earnings.

Another consequence of declining market demand is that distributors may be
unable to take all of their required minimum volumes of gas from pipelines.
Typically, contracts for the purchase of gas between producers and pipelines and
large distributors served include ‘‘take-or-pay-for’” clauses.!® Unless utilities are
permitted to reflect the cost of take-or-pay-for provisions in their rates, their
earnings will suffer. One industry leader has suggested that:

[Plipelines simply cannot continue to contract for gas on the basis of taking a high
percentage of the open-flow of the wells. We must return to a practice of contracting in
which takes are based upon reserves, with Jonger periods allowed for depletion of the fields
or ... if a distributor’s decline in market requirements is permanent, a reduction in its
pipeline contract obligation might be negotiated. '8¢

2. Overcoming the Regulatory Dilemma

Federal and state regulators of gas utilities face a difficult challenge. They
must develop regulatory formulae fair to both utility company investors and to
ratepayers. On the one hand, utilities can demonstrate their need for higher rates
of return. On the other hand, rate payers naturally resist increased energy costs.
Edward P. Larkin, past Chairman of the National Association of Regulatory
Utility Commissioners (NARUC)!85 has pointed out:

If the investor-owned utility complex is to survive in the 1980s, regulators will have to
come to grips with the realities of the marketplace. Beyond question, they are going to find
themselves caught between a rock and a hard place. Public outrage against regulators
caused by high rates will not be any more virulent than the wrath which will be visited

1American Gas Association. Energy Analvsis: A Survey of Actual and Projected Conservation in the Gas Utility
Industry: 1973-1990, at 1, 2, 1981-3 (March 20, 1981).

1825eder Address, supra note 177.

!83For a discussion of take-or-pay clauses, see Howell, Gas Purchase Contracts, Southwestern Legal Foundation
Fourth Annual Institute on Oil and Gas Law and Taxation 151, 170 (1953); Treaties § 724.5; cited in Williams and
Meyers, Manual of Otl and Gas Terms 454 (4th ed. 1971).

1818eder Address, supra note 177.

1NARUC is a trade association, located in Wash., D.C., which represents Federal and state regulators.



270 ENERGY LAW JOURNAL Vol 2:241

upon them for lack of service. All across the nation, utility companies are currently defer-
ring plants, cutting back on construction, cutting maintenance costs, and pushing hard for
increased productivity.'36

In examining this investor-ratepayer dilemma, there appears o be a gap
between what leading energy forecasters and utilities are saying about energy
prices, and the public’s perception of such prices. There is a growing consensus
among experts that energy prices will rise and take a greater proportion of dispos-
able personal income and living standards may fall. In summarizing common
themes in recent leading energy forecasts, one commentator stated:

[T]here are no ‘quick fixes’ and there are no free lunches. The challenge is for the
United States to adopt policies that can most cheaply and cleanly lead producers and
consumers to adapt to the inevitable increases in the cost of energy. Conservation plays an
important role ... but it alone cannot solve our energy problems. Nor can solar energy be
counted upon to make up the difference.!®’

The public, on the other hand, is skeptical of the need for utility rate
increases. Rate hearings, spread over many months with thousands of pages of
technical documents, do not clearly explain the reasons for allowing or rejecting
such increases.

As one possible solution to this regulatory dilemma, it has been suggested
that public utility commissions in each state or regulatory jurisdiction open a
dialogue with ratepayers and utlities by creating a Public Understanding Advi-
sory Committee consisting of representatives from gas utilities, the media, consum-
er groups, environmentalists and others and chaired by a commission official.188
Such committees could hold informal sessions to explain basic facts covering past
(not present) rate cases and the reasons for the regulators’ decisions.This could
improve public understanding of the regulatory process.

3. Advertising Expenses as a Cost of Service Component

Laws or policies that prevent a gas utility from including advertising
expenses in the utility's cost of service should be re-examined. Utility advertising
is regulated at both Federal and state levels. Under Section 303189 of the Public
Utility Regulatory Policies Act of 1978 (PURPA)!9 for example, each state regula-
tory authority with jurisdiction over gas utilities was required to conduct a public
hearing by November 1980, to consider approving the following advertising
standards:

(2) Adverusing.—No gas utility may recover from any person other than the share-
holders (or other owners) of such utility any direct or indirect expenditure by such utility
for promotional ... advertising ...

188 arkin, A4 Debt to Tommorrow, 107 Pub. Uul, Fon. 3, 15 (Jan. 29, 1981).

187 fJoskow, Book Review, America’s Many Energy Futures—A Review
of Energy in America’s Future, The Bell Journal of Economics 377, at 398 (Spring 1980).

188Address by C. C. Ingram, Chairman, Oklahoma Natural Gas Co., a Division of Oneok Inc., to NARUC
Executive Committee (February 28, 1980).

8915 U.S.C. § 3203 (Supp. 11 1978).

19016 U1.S.C. §§ 2601-2645 (Supp. 11 1978).
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Section 304(b)(1)(C) of PURPA defines promotional advertising as follows:

The term “promotional advertising” means any advertising for the purpose of encou-
raging any person to select or use the service or additional service of a gas utility or the
selection or installation of any appliance or equipment designed to use such utility’s
service.

However, section 304(2) provides that: ‘“‘promotional advertising” does not
include—

(A) advertising which informs natural gas consumers how they can conserve natural
gas or can reduce peak demand for natural gas,

(E) adverusing which promotes the use of energy efficient applicances, equipment or
services .. .19

Such advertising standards, which have been adopted by some states,!92 pre-
vent utilities from recovering as a part of their cost of service certain useful promo-
tional advertising. One example is advertising informing potential consumers of
the advantages of gas service including lower costs compared to competing fuels.
Advertising furthers the use of more efficient appliances which can yield many
years of energy savings. It also can help increase the number of customers served,
thus spreading a gas systems’ fixed costs across a wider base, resulting in lower
fixed costs per customer. As residential usage declines as a result of conservation
efforts, the volumes of gas so saved should be sold to new residential customers
who can benefit from the use of a more efficient energy. Otherwise, existing
customers may fail to reap sufficient financial benefit from their conservation
efforts.

While a gas distributor is a monopoly in the sense that it has exclusive legal
rights to market gas utility service in an area, it still must compete vigorously with
another monopoly, the electric utility, and unregulated competitors, such as fuel
oil, coal, and liquefied petroleum dealers. When a gas utility is prevented from
advertising it can be placed at a disadvantage compared to other fuels. For
instance, electric utilities benefit from the continual promotion of their product
by large manufacturers of thousands of electrical devices such as General Electric
Corp. and Westinghouse Electric Corp. Gas appliance manufacturers generally
are not of comparable size. Fuel oil dealers benefit from the advertising of large
national and international companies. As Justice Cardozo said in West Ohio Gas
CO“~193

The suggestion is made that there is no evidence of competition. We take judicial
notice of the fact that gas is in competition with other forms of fuel, such as oil and
electricity. A business never stands still. It either grows or decays. Within the limits of
reason, advertising or development expenses to foster normal growth are legitimate charges
upon income for rate purposes as for others.!%

1115 U.S.C. §§ 3203, 3204 (Supp. II 1978).

192According to a survey by the National Association of Regulatory Commissioners, STATE COMMISSION
PROGRESS UNDER PURPA OF 1978, 6 (Dec. 1980), 24 states have adopted such standards. See, e.g., Miller Gas Co.,
Docket No. 770496 - GU(CR), Order No. 8304 (May 10, 1978) in which promotional adverusing was disallowed in
Florida; National Fuel Gas Distribution Corp., 28 PUR 4th 42, Opinion No. 79-8 (1979), in which promotional
advertising was disallowed in New York.

13%West Ohio Gas Co. v Public Utilities Comm’n, 294 U.S. 63 (1935). Another prablem is whether a public service
commission legally may bar a utility from discussing controversial public policy issues in billing envelopes. See
Consolidated Edison Co. of N.Y., Inc. v. Pub. Service Comm’n, 447 U.S. 557 (1980); Central Hudson Gas and Electric
Corp. v. Pub. Service Comm’n, 447 U.S. 557 (1980).

194West Ohio Gas Co., 294 U.S. 63, at 72.
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4. Regulation of Non-Jurisdictional Activities of Gas Utilities

Gas utilities are diversifying into non-utility or quasi-utility areas to lessen
risks, increase profits, develop their own gas supply sources and improve their
corporate image.'%

At the federal level, public utility diversification is regulated by the Public
Utility Holding Company Act of 1935,19 which provides for registration, limiting
of holding companies to “a single integrated public-utility system, and to such
other businesses as are reasonably incidental, or economically necessary or
appropriate to the operations of such integrated public-utility system,"” and other
requirements.!%7

At the state level, public utility commissions generally review utility com-
pany diversification to prevent utility company earnings from being used to
finance unrelated ventures to the detriment of utility service. Some state commis-
sions regulate diversification directly, such as in New York, where Pubic Service
Law § 107198 provides:

Except with the consent and approval of the public service commission first had and
obtained, no public utility shall use revenues received from the rendition of public service
within the state for any purpose other than its operating, maintenance and depreciation
expenses, the construction, extension, improvement or maintenance of its facilities and
service, the payment of indebtedness and interest thereon, and the payment of dividends to
its stockholders.'?

Other states regulate diversification indirectly such as by limiting approval of
security issuances to specified purposes such as a “‘proper corporate purpose”
which would serve “the public interest.”’2° Few states, however, have statutory
authority to regulate the reinvestment of earnings from utility operations or non-
utility operations.2%!

One problem some gas utilities face when diversifying is that state utlity
commissions, faced with rising rates, find it tempting to use profitable non-utility
earnings to justify what otherwise would be an inadequate return on the utility
company’s operations.20? In contrast, some commissioners have recognized the

195For a discussion of this subject, dee |. Chase and D. Cycon, chapter on Regulatory Treatment-of Non-Ultility
Functions in Regulation of the Gas Industry (1981).

19615 1.S.C. §§ 79-792-6 (1976).

1971d. Section 11(b)(1), 42 U.S.C. § 79 (1976).

198N Y. Public Service Law § 107 (McKinney).

l?gld_

200See, e.g., CAL. PUB. UTIL. CODE §§ 816, 824; CONN. GEN. STAT. ANN. § 16-43; FLA. STAT. ANN.
§ 366.04; ILL. REV. STAT. ch. 111 2-3 § 20; IND. CODE § 8-1-2-76: KY. REV. STAT. § 278.300; MICH. COMP. L.
ANN. § 460.301; N. C. GEN. STAT. § 62-160; N.J. STAT. ANN. § 48:3-7.1; OHIO REV. CODE ANN. § 1905-10; PA.
STAT. tit. 66, § 124; TENN. CODE ANN. § 65-409; W. VA. CODE § 32-2-13; WISC. STAT. ANN. § 184.01. Commis-
sion approval is not required in all states for all sources of investment funds, however. For example, while the
California commission may limit use of security-derived funds, the court has held that advisability of diverting profit
from investment dividends into other areas is a matter for the utility’s management 1o decide. not the commission.
Pacific Tel. & Tel. Co. v. P.U.C., 4 Cal. 2d 822, 215 P.2d 441 (1950). Cited in Chase and Cycon, supra note 195, at n. 32.

201" Effective regulation in this regard requires appropriate accounting procedures to segregate the non-utility
earnings. This situation is discussed in Report of the Ad Hoc Committee on Non-Utility Investment, National
Association of Regulatory Commissioners (Wash., D. C. 1972). The report also gives a good general introduction and
overview of utility investment in non-utility areas’’; cited in Chase and Cycon, supra note 195, at 32.

2028eder Address, supra note 177.
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necessity for and the value of non-utility operations to the ratepayers. The Wyom-
ing Public Service Commission, for instance, recognizes that utilities can obtain
lower cost gas by operating their own gas exploration and development compan-
ies and therefore ““‘increased the revenue requirement for one utility by the amount
of drilling and associated expenditures (without adjustments), and required costs
to be borne by each class of customer in direct proportion to use by class.”’2? Other
state commissions allow utilities to charge exploration costs to operating ex-
penses.2%% In California, on the other hand, costs associated with gas exploration
are apportioned undera “50/50"" system—half are allocated to the utility’s cost of
service and half to the stockholders. It 1s felt that “this system provides an incen-
tive for the utility to select only the most promising ventures, thus prudently
controlling costs.”'20

5. Continuity of Regulation

For a gas utility to raise capital and plan and operate a utility system, it needs
continuity of regulatory treatment. Types of costs allowed 1n one year generally
should be allowed to continue through another year. Otherwise, the utility loses
the confidence of contractors, investors and others with whom it must deal on a
regular basis. In addition, while 1t is allowed to earn a given rate of return, it
cannot achieve such a return if legitimate costs incurred are disallowed in a rate
decision.

The average term served by a typical state utility commissioner is short—only
4.42 years compared to 7.25 years in 1968.206 Thus, more rapid changes in commis-
sion policy due to personnel changes are becoming an increasing concern.

6. Forward Looking Test Years

Typically in rate cases, a cost of service must be determined for an annual
period.2? Usually this is the most recent preceding 12 month period for which
data is available. This is called the base period. When certain adjustments are
made to the base period (to reflect anomalies and subsequent developments) the
result is a “‘test year.”” Using this test year, an estimated ‘‘cost of service’ is devel-
oped to reflect anticipated sales revenues, operating and depreciation expenses,
taxes and a fair return on plant and equipment (rate base).

In inflationary times, basing revenue requirements on historic costs means
that the utility will not recover its actual costs. Thus, a forward looking test year
or some other system by which anticipated costs are projected is essential to a
utility’s revenue needs. Only 13 states currently use forecast test years and many of
those are only partial forecast test years.208

23Chase and Cycon, supra note 195, at 18; Kansas Nebraska Natural Gas Co., 100 PUR 3d 129, 135 (Wyo. 1973).

204See, ¢.g.. Re Mountain Fuel Supply Co., 23 PUR 4th 346 (Utah 1977); but of. Re Tampa Elecuaic Co., Docket
No. 73604-EV, Order No. 6131 (May 2, 1974), where the Florida commission disallowed coal exploration expenses to
an electric uulity. Michigan also allows drilling expenses as operating expenses. Michigan Consolidated Gas Co., 78
PUR 31d 321 (1968). Cited in Chase and Cycon, supra note 195, at 19, n. 53,

205]d. Chase and Cycon, supra note 195, at 19; Southern Califomia Gas Co., 100 PUR 3d 401 (1973).

26NARUC Bulletin 46-80, a1 17 (Nov. 17, 1980).

27FERC, Filing of Iniual Rate Schedules, 18 C.F.R. 35.12 (1980), and Filing of Changes in Rate Schedules, 18
C.F.R. 35.13 (1980).

208National Association of Regulatory Utility Commissioners, 1979 Annual Report on Udlity and Carrier Regu-
lation, at 405 (1980).
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Long delays in rate cases or delaying the effective date of a rate increase (such
as by an automatic 6 month suspension) also can prevent the utility from earning
its authorized rate of return and should be discouraged. As one utility executive
has stated, ““The easiest way for a regulatory agency to deny rate relief without
appearing to do so is to condone, even encourage, regulatory lag.”’299

7. Inadequate Depreciation Allowances

Depreciation is an important factor in gas utility company earnings. In 1979,
for example, depreciation expenses for gas transmission and distribution compan-
ies totalled $2.3 billion compared with $2.1 billion of interest on debt and $3.9
billion of net income on equity.?!® Accrued depreciation in 1979 for transmission
companies totalled $13.3 billion or 48% of gross plant, while for distribution
companies accrued depreciation totalled $11 billion or 31% of gross plant.2!!

Because of the long physical life (20 or more years) of most utility company
plant and the rate of inflation, currently allowed depreciation rates generally fail
to provide enough capital to permit the company to replace existing plant.
Indeed:

® Typically, the investment is recovered at only original cost and after many
years.

® Frequently, the capital required for replacement of existing facilities is
many times the depreciation reserve accumulated on the retired plant
item.

® Because the lives of debt securities are being reduced substantially in order
to be marketable, there is insufficient cash flow from depreciation to meet
reasonable sinking fund requirements of debt securities.?!?

® Even if adequate depreciation is allowed for tax purposes its benefits
sometimes have been required to be flowed through to rate payers rather
than retained by the gas company.

It is difficult to solve these problems under established depreciation poli-
cies.2! However, their impact can be ameliorated by accelerated depreciation pro-
vided that such accelerated depreciation is recognized in the cost of service upon
which rates are based. That means that depreciation for both book and rate pur-
poses would be synchronized. Any higher depreciation or amortization charges
would create a reserve which becomes a credit to the rate base and, therefore will
lower future levels of return below those otherwise required.?!* It is likely that
further measures will be needed to reduce the impact of inflation on capital
recovery. One option to be considered is an accounting method by which deprecia-
tion expense accruals will recognize current value or replacement costs rather than
original costs.?!®

5eder Address, supra note 177.

20Davis, in Chapter on Depreciation in Regulation of the Gas Industry (1981).

leId_

212/d. The Accelerated Cost Recovery System, to be implemented by the Economic Recovery Tax Act of 1981, will
alleviate this problem to some extent. See 26 U.S.C. § 168 (1981).

23/dThe Economic Recovery Tax Act of 1981 makes the normalization method of accounting mandatory for
public utilities that use the accelerated cost recovery system is a step in the right direction. 26 U.S.C. 168(e)(1981).

2]1ld'

ZISId'
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Changes in depreciation methods for gas distribution companies are compli-
cated by the fact that individual depreciation rates are established at the state level
in each state (except for states such as Nebraska and Texas, where municipal
bodies regulate gas utilities). In 16 states the depreciation rates are established
pursuant to statute while in others they are under the utility commission’s general
regulatory authority.?’® Thus, changing depreciation policies will require not
only state by state regulatory changes but in some instances, legislative and even
city by city changes.

8. Taxes and Other Financial Hurdles

There are other financial hurdles to capital generation. For instance, taxes as
a component of the national average price of gas to consumers rose from 15 cents
per Mcf in 1973 to 54 cents per Mcf in 1979—a 260% increase in six years.?!” Thus,
some offsetting tax relief for utilities should be considered.

One possibility would be to modify or eliminate taxation of corporate divi-
dends at the shareholder level. Currently, corporate cash and property dividends
are taxed twice. First, they are taxed as corporate earnings and second, share-
holders must pay taxes on dividends received.?!8 As one tax expert has noted, this
discourages savings and necessary investment in utilities, which are capital inten-
sive industries, in a number of ways:

First, it encourages an over-reliance on debt financing as opposed to equity financing.
Second, it weakens the company’s capital structure by raising the debt-equity ratio and
reducing the interest coverage ratio (the ratio of a utility’s earnings to its interest on debt).
These two ratios are critical to the bond rating which the company receives from the bond
rating services. Consequently, the utility’s bond rauing is lower and its debt instruments
must yield higher interest rates resulting in increased capital costs to both the company and
its ratepayers. These higher interest rates must ultimately be borne by the ratepayer.
Finally, current tax policy raises the cost of equity capital. The over-reliance on debt
financing increases the financial risks assumed by the equity investor, thus lowering the
price he is willing to pay for common stock.2!?

Other tax provisions also should be examined to provide incentives to gas
utilities to finance energy facilities. For instance, the investment tax credit,220
which provides a credit against taxes due for qualified investment in certain
utility property, should be increased from 10% to 12% and made permanent as a
further encouragement to utility company capital formation.??! It also should not
flow through to ratepayers.

In addition, a current tax deduction should be considered for feasibility and
environmental studies, certification, start-up programs, and pre-operating expenses
(including training costs) related to the development of new domestic energy

216] 4.

27American Gas Association, Energy Analysis: Impact of Rising Taxes on Natural Gas Prices Since 1973,
1980-16, at 1, 2 (December 31, 1980).

A8 Testimony of John J. Curtis, supra note 175, at 6.

291d, at 7.

20 R.C. § 46(c)(3)(E) (1980).

22'Testimony of John J. Curtis, supra note 175, at 11; see also 26 U.S.C. § 321 (1981), which will provide tax
exempt status for stock dividends received in connection with public utility reinvestment programs.
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facilities. Under current law, such pre-operating expenses often are treated by the
IRS as an integral part of the energy facility, to be capitalized over the life of the
plant.??2 Such capitalization yields slower recovery of these costs than if they were
made currently deductible.

D. End Use Marketing Restraints and Their Effect on New Gas Supplies

1. The Husbanding Fallacy

Even if the advantages of gas are recognized by the public and policy makers,
legal requirements are modified and gas utilities generate more capital, new gas
supplies will not be developed unless they can be sold. Thus, end use restraints on
gas sales which unduly limit gas markets, should be eliminated.

The relationship between gas supplies and the demand for gas is an area of
continuing policy disagreement. The gas industry believes that there is a strong
relationship between gas supply and demand—gas supplies will be developed
only if producers can identify a market for their gas. On the other hand, many
government officials, both in Congress and the Executive Branch, have followed
the “husbanding’’ theory of gas supply: “There 1s a finite quantity of gas in the
ground and if you don’t use it today more will be available tomorrow.''223 Charles
Curtis, former Chairman of the FERC, recognized the risks associated with the
“husbanding theory’” when he stated:

222]4. Testimony of John J. Curtis, at 10.

23] awrence Address, supra note 11. The price elasticity of gas supply and reserves has long been a controversial
subject. Thus, a brief retrospective view may be useful. The gas industry enjoyed rapid growth from immediately after
World War II through the 1960s. This period saw the laying of massive interstate pipelines bringing comparatively
low cost natural gas from the gas producing regions of the country, particularly in the South and Southwest, to mujor
urban areas. New markets led to increased gas produciion. Proved gas reserves increased each year from 1947 throagh
1967 when reserves reached 292.2 trillion cubic feet (T'cf). American Petroleum Institute, American Gas Association
and Canadian Pewroleum Association, Reserves of Crude Oil, Natural Gas Liquids and Natural Gas in the United
States and Canada as of December 31, 1979, 222 (June 1980) [ hereinafter cited as Reserves], cited in Gas Supply, supra
note 7, at 17.

Gas sales enjoyed a similar rise. From 1955 10 1967 the volume of sales 1o commercial and residenual gas
customers rose from 2.8 Tcf t0 5.9 Tcf and from 3.5 Tcf 10 7.0 Tcf for industrial customers. American Gas Association,
Gas Facts 1979, supra note 26, Chart 14 (1979). Toward the end of the 1960s, however, the gas supply picture changed
dramatically. In 1968, annual gas production exceeded annual reserve additions for the first ime 1n over 20 years.
Proved reserves peaked a1 292.2 Tef and have declined each year since, except for 1970 when tbe massive Prudhoe Bay,
Alaska field reserves of 26.0 T'cf were added. Gas Supply, supra note 7, at 8. From 1967 10 1979 proved reserves declined
some 30% to 195 Tcl. Reserves, supra. This steady decline in reserves was caused primarily by the Federal Power
Commission's regulation of well-head prices of gas sold in interstate commerce at levels which proved inadequaie 1o
encourage sufficient new drilling in deeper horizons and new frontier areas. As available gas supply dechined,
interstate pipelines curtailed their supplies to distribution companies and direct sale customers. For a discussion of
this, see Adair and Bloom, The Emerging Federal Role in Gas Distribution and End Use Regulation JI. | Energv L. ).
1 (1980). Customers and distribution companies responded by developing their own supplies and in some cases by
filing suit against pipelines in curtailment cases. But by 1977, interstate pipelines were encountering cnsis-level
supply shortfalls. Total supply was 25% below total interstate pipelines’ demand and individual pipelines expe-
rienced even more serious problems. Curtailment levels on some systems reached over 40%. North Carolina v. FERC,
584 F2d 1003, 1008 (D.C. Cir. 1978).

The winter of 1976-1977, the coldest in 100 years in many regions, focused nationwide attention on the gas
deliverability problem as hundreds of schools, businesses and factories were closed. Foreign oil imports meanwhile,
replaced gas in many cases and rose from 6.13 million bbls day in 1970 to 8.62 million bbls day in 1977, Encrgy
Information Agency, U. S. Department of Energy, Monthly Energy Review, (Dec. 8, 1980). These developments made
more obvious the need for a comprehensive national energy plan. The Carter Administration developed and sent such
a plan 1 Congress (Presidential Message, supra note 54) in April, 1977. This plan in tn led o the enacument in
November 1977 of the National Energy At of 1978 (NEA); see note 56, supra, for further deseription.
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Policies can sometimes he self-fulfilling. It would be sad irony if demand policies
designed to accommodate declining gas production serve instead to contribute to that
decline. The result would be a balanced gas market, but a gas market whose diminished
role within the national energy market comes at the expense of greater otl imports.2?*

-

President-Elect Reagan’s Energy Policy Task Force report noted this problem too:

In this land of energy plenty, why have we fallen with the energy poor, rather than
prospering with the energy rich ... Much has been done. But what has been done is to
impede production and curtail consumption. The government has acted on the principle
that the way to deal with energy is to do away with it. Instead of unleashing the resources of
a wealthy nation, we have, in the name of saving energy for some unspecified future time,
tucked energy away like a rare bottle of wine.??*

The husbanding fallacy has had its impact. Of the 17 industrialized gas
consuming nations in the Organization for Economic Cooperation and Develop-
ment (OECD), only the United States has decreased its gas consumption from
1974-1978. European nations in which gas consumption already was high, gener-
ally increased their gas usage between 20 and 40% over the same period.??s This
increased gas use (along with use of coal and nuclear energy) has helped to reduce

-oil imports. Unfortunately, in the United States, rigidly uniform federal market-
ing restrictions have resulted in serious problems for local utilities.??’

2. Specific Marketing Restraints

Currently, there are two primary Federal marketing restraints on the indus-
trial sale of gas: the incremental pricing provisions of the NGPA and certain
provisions??of the FUA. Marginal cost pricing (MCP) currently is more of a
threat than a restraint.

(a) Marginal Cost Pricing

Section 306?2? of PURPA requires[d] the Secretary of Energy to study and
report to the Congress on gas rate design by May 9, 1980. In its May 9 report,
entitled, ““Natural Gas Rate Design Study,”’?*¢ the DOE supported marginal cost
pricing. This is a rate design concept under which gas supplies are priced “at the
margin,” that is, at the true economic cost of an additional or marginal unit. The
DOZE’s report suggested that such an approach (rather than traditional accounting
cost-based methods in which the higher cost for new gas supplies are *‘rolled-in”
with lower cost supplies) best promotes the three purposes of PURPA: (1) end use
conservation (promoted by higher gas costs); (2) efficient use of utility resources
(promoted because *“‘the utility will be encouraged to make sensible decisions of its

24Address of Charles Curtis, Chairman, FERC, before the Annual Meeling of the Interstate Natural Gas Assocta-
tion of America, Palm Beach, Fla. (October 6, 1980).

#5Report of the Energy Policy Task Force of President Elect Ronald W. Reagan, at 1 (Nov. 5, 1980).

225Gas Supply, supra note 7.

#For a discussion of expanding Federal end-use control see Adair and Bloom, supra note 223.

28Discussed in subpart ¢, infra.

2915 U.S.C. § 3206 (Supp. I1 1978).

#9United States Department of Energy, Natural Gas Rate Design Study (May 9. 1980).
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own regarding the need for supplemental gas supplies and expensive imports’’);23!
and (3) equitable rates (promoted because utilities will “charge all customer
classes on the basis of the national consequences of customer usage decisions’’).232

Viewed from the gas utility perspective, however, there are several.fundamen-
tal problems with marginal cost pricing:

(1) First, marginal cost pricing is unnecessary. Gas customers already are
receiving adequate price signals to conserve under existing rate design
methods.

(2) As with incremental pricing (discussed infra), marginal cost pricing tends
to link gas prices to an independent high cost variable—imported OPEC
oil prices. Thus, the moderating price damper of lower priced, flowing
old gas supplies would be lessened.

(3) Recent DOE regulatory approaches to natural gas pricing (including
marginal cost pricing, incremental pricing and FUA) have not adequately
considered a key national concern—how to maintain a growing economy,
create necessary jobs, fill other domestic needs and compete with aggres-
sive foreign business. To do this, energy costs to the industrial sector
cannot be excessive and gas costs should not attempt to compete with
artifically high, unregulated OPEC oil prices.

(4) DOE has failed to recognize that marginal cost pricing would increase the
nation’s dependence on foreign oil. This is so because marginal cost
pricing will result in: (a) a decrease in the development of higher cost
domestic synthetic fuels because their price could not be rolled in with
lower cost supplies; (b) a decrease in exploration and development of
conventional natural gas supplies because, unless prices are rolled in, new
gas may be more expensive at the margin than the average price of oil or
coal which would not be subject to marginal cost pricing; and (c) an
increase in fuel switching from natural gas which would raise fixed costs
charged to gas users (for instance, reduced industrial gas load may trigger
take-or-pay-for contract provisions, increasing costs to customers); this
fuel switching (admittedly anticipated by DOE to take place under mar-
ginal cost-based rates) will be composed partially of conversions to
imported 0il.233

Finally, policy makers have not yet disclosed how marginal cost pricing

would be administered.

(5

~—

Thus, marginal cost pricing should not be implemented until satisfactory
answers to these questions are proposed and reviewed by affected parties.

211d. at 5-1, 5-2.

221d. For a discussion of marginal cost pricing, see Anderson, The Problems of Marginal Cost Pricing and Its
Progeny, 102 PUB. UTIL. FORT. 7 (Ocl. 12, 1978). For a discussion of how theoretical marginalist principles create
difficulties, see Lipse and Lancaster, The General Theory of the Second Best, 24 Review of Economic Studies 11-32
(1956); for a discussion of charging the marginal customer a marginal rate for use above a lower cost base use, see
Cicchetti and Wiener, The End-User Pricing of Natural Gas, 101 Pub. Util. Fort. 11 (Mar. 16, 1978).

23Natural Gas Rate Design Study, supra note 230, Appendix C.
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(b) Incremental Pricing

Title 11234 of the NGPA mandates a new gas rate design method called
“incremental pricing.” This incremental pricing is fundamentally different from
an earlier type of incremental pricing in which the costs for new gas supplies were
not averaged or rolled in with other gas costs, but were charged to the particular
users of the newly acquired gas, such as in Montana Power Co.%%

Under Title II incremental pricing, the FERC was required to establish by
rulemaking a procedure under which certain industrial interstate gas customers
receive the brunt of higher gas prices resulting from Title I of the NGPA. Indus-
trial users2¢ (primarily boiler fuel users and industrial facilities) subsidize lower
rates for “high priority”’27 users (residential, commercial, school, hospital and
low volume users). The price paid by industrial users is based on the price of a
competitive fuel, currently high-sulphur No. 6 fuel 0il.?38

Incremental pricing was expected to serve two primary purposes. First, it was
believed to be politically necessary to shield residential gas users from higher gas
costs. Otherwise, some thought the Congress would not enact the phased gas
deregulation provisions of Title I. Thus, it is a type of social income distribution
plan, protecting one class of users at the expense of another. Second, it was
designed to serve as a “market ordering” device. It was believed that industrial
users (who are highly fuel price sensitive), when faced with higher gas prices than
other users, would pressure pipelines and producers to reduce prices on deregu-
lated gas. Proponents were concerned that if prices for higher cost deregulated gas
could be “rolled in” to lower cost flowing gas, interstate pipelines with more older
gas to roll in would engage in bidding wars with intrastate buyers for new gas,
thus driving prices too high.

There are a number of problems with incremental pricing. First, there 1s its
high cost to the economy and consumers. One study suggests that the inflationary
impact of Title IT may result in a national annual inflation rate during the 1980s

B4Supra note 4.

#5Montana Power Co., |1 FPC 1 (1952).

26124 Cong. Rec. H.13115 (daily ed. Oct. 4, 1978) (remarks of Rep. Dingell). “Industrial users’ are defined in 15
U.S.C. § 3341(c) (Supp. II 1978} as follows: Definitions.—For purposes of this section:

(1) Industrial boiler fuel facility.—The term “industrial boiler fuel facility” means any industrial
facility, as defined by the Commission, [FERC] which uses natyral gas as a boiler fuel and which is not
exempt under section 3346 of this title.

(2) Boiler Fuel Use.—The term “boiler fuel use”” means the use of any fuel for the generation of
steam or electricity.

FERC regulauions further define industrial facilities as “any facility engaged in the extraction or processing of raw
materials, or in the processing or changing of raw or unfinished materials into another form or product.”” Regula-
tions Implementing the Incremental Pricing Provisions of the Natural Gas Policy Act of 1978, FERC Order No. 49,
Doc. No. RM79-14 (Sept. 28, 1979) 18 C.F.R. § 282.103(d) (1980). Electric utilities using natural gas as a boiler fuel in
generating electricity specifically are excluded from incremental pricing, 15 U.S.C. § 3346(c)(2) (Supp. II 1978), as are
certain agricultural users, 15 U.S.C. § 8346(b) (Supp. II 1978). FERC implements incremental pricing through its
Phase I rule, 18 C.F.R. § 282 (1979), required under § 3341. The Phase II rule to extend incremental pricing beyond
large industrial boiler fuel users, 45 Fed. Reg. 31622 (1980), was rejected by the House of Representatives by a vote of
369-34, H. Res. 655, 126 Cong. Rec. H3855 (daily ed. May 20, 1980).

715 U.S.C. 3346 (Supp. 11 1978).

BFERC Order No. 51, 44 Fed. Reg. 57778-89 (1979).
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of up to 1.5% higher than without incremental pricing.2? In addition, a $55
billion (in 1978 dollars) lower GNP and 1% higher unemployment (1.3 million
jobs lost) is forecast to result from incremental pricing.2#® This extra inflation
results because industrial gas users are more likely to pass through increased gas
costs than other users. Thus, a multiplier effect takes place adding more inflation
than if all users shared increased gas costs. While some gas customers would save
on their gas bills with incremental pricing, these savings would be more than
offset by higher overall inflation. And non-gas residential customers receive no
offsetting benefits.

Second, while it was hoped that industrial users would help keep gas prices
lower under incremental pricing, there is no evidence this has occurred, and the
Deparument of Energy has suggested that incremental pricing has failed as a
market ordering mechanism.?*! There are signs, however, that industrial users
concerned over rising gas prices have converted to foreign oil. This is inconsistent
with the energy independence goals of the National Energy Act.242

Third, there have been a number of problems in administering incremental
pricing.?*® The basic problem has been how to prevent fuel switching from gas to
o1l by industrial customers. The Congressional conferees recognized this problem
when they stated:

The Conferees urge the Commission to take whatever action it deems appropriate or
necessary ... Lo avoid any delays in reducing the substitute fuel level so as to avoid the
likelihood of conversions from natural gas by industrial users if those conversions would
result in increases in natural gas rates for any residential, small commercial and other high
priority customers.2#!

[t 15 importam io note that this study analyzed the impact of a full Phase Il incremental pricing scheme
extending incremental pricing to more users than is currently authorized. See note 236, supra, re rejection of Phase 1
incremental pricing. Wharton Econometric Forecasting Associates, Inc. (prepared tor the American Gas Association).
National Economic Impacts of NGPA Incremental Pricing: 1980 Update (Feb. 1980). See 4 New Wharton Study May
Prove That Dropping Title Il Would Benefit Residentials, Inside Ferc II (Dec. 24, 1979).

240National Economic Impacts of NGPA Incremental Pricing: 1980 Update, supra note 239; but see Loury, An
Analysis of The Elficiency and Inflationary Impact of the Decontrol of Natural Gas Prices (Apr. 1981) (study funded
by the Natural Gas Supply Association),

241See Adair and Bloom, supra note 223, at 67, citing Inside Ferc 1 (Feb. 18, 1980) and Inside Ferc 4, 5 (March 3,
1980). Congressman John D. Dingell, a proponent of incremental pricing, has stated that the Congress or FERC
should consider some of the [ollowing alternatives if the market ordering mechanisms of incremental pricing fail to
send adequate pricing signals to producers: provide a market kickout provision for distributors in pipeline service
agreements, make pipelines common carriers, 1.¢, distributors would negotiate directly with producers; make pipeline
customers third party heneficiaries in pipeline-producer contracts; implement marginal cost pricing at the pipeline
level; establish an incentive rate of return for pipelines tied 1o purchased gas costs; eliminate minimum bill require-
ments in pipeline-distributor contracts and take-or-pay provisions in pipeline-producer contracts; outlaw indefinite
price escalator provisions such as those which peg well-head prices to oil prices; and sell gas 1o the highest bidder.
Address of John D. Dingell Belore the Federal Energy Bar Association, Wash., D. C. (Jan. 29, 1981). For further
discussion of some of these proposals, see T1ano, “Market Ordering” Devices f[rom a Gas Distributor’s Viewpoint, 107
Pub. Util. Fort. 22 (Mar. 26, 1981); and Fleming and Oliver, Jr., The Gas Distributor Approaches Deregulation, 108
Pub. Util. Fort. 13 (July 2, 1981). '

“zE ¢, 15 U.S.C. § 8301 (Supp. I11978); see discussion infra, at section C re: Powerplant and Industrial Fuel Use
Act of 1978 (FUA).

23Testimony of George H. Lawrence, President of the American Gas Association before the Subcominitiee on
-Energy Regulation of the Senate Commitiee on Energy and Natural Resources (April 24, 1981).

24H R. Rep. No. 95-1752, 95th Cong., 2nd Sess. 100 (1978).
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As Congressman Dingell, a leading proponent of incremental pricing has
noted, such conversions are contrary to the purposes of incremental pricing:

The [NGPA]| will not drive industrial gas users off natural gas and onto other fuels.
Such a result would be contrary to the very purpose of the bill’s provisions ... If incremen-
tal pricing in fact drove industrial users to other fuels, the leverage these users would have
with pipeline managements would be lost and the consumer protection aspects of incre-
mental pricing would be seriously impaired. The conferees have provided several statutory
guarantees against such an unintended resul(.24

Such fuel switching cannot be prevented under the current regulatory
scheme, however, unless the FERC can track all local markets for gas and oil and
react fast enough to prevent the cost of gas in each market from exceeding the cost
of oil. It appears, however, that there are too many different local market condi-
tions to track accurately such costs. The FERC has modified 1ts alternate fuel data
gathering methodology several times but the problem remains unsolved.4

Fourth, as commentators?’ have pointed out, Title II provides a fundamen-
tally new rate design methodology with some unsettling characteristics. Public
utility ratemaking generally has been cost based.?*® Title I, however, “‘allocates a
‘cost’ to industrial customers based on another commodity, the ever increasing
cost of OPEC priced fuel oil. Thus, the subsidy to the residential market bears
little relation to the true cost of natural gas consumed by those individuals.’’24?
This results in “camouflaging” the true higher cost of gas to residential, high
priority users, and other sheltered users contrary to national conservation goals.250

Finally, incremental pricing creates severe planning, operational, and finan-
cial problems for gas utilities. For example, when gas utilities lose industrial load,
their customer growth patterns shift to more residential or commercial users
whose load is primarily space heating and therefore more seasonal. Higher winter
peak load demands require increased gas storage or peak shaving capability. This
in turn costs all system users more money. On the other hand, if new residential or
commercial load is not added to offset loss of industrial load, each remaining
customer must pay a greater share of the fixed costs of the distribution system.

In sum, even if incremental pricing could be made to work efficiently, many
believe it would result in greater harm than good to national energy and economic
goals. Thus, Congress should repeal it.

#5124 Cong. Rec. H 13114 (daily ed. Oct. 14, 1978) (remarks of Rep. Dingell).

246See, e.g., Regulations Implementing Alternate Fuel Price Ceilings for Incremental Pricing Under the Natural
Gas Policy Act of 1978 (FERC Notice of Inquiry), 15 Fed. Reg. 74505 (1980); Alwernative Fuel Price Ceilings for
Incremental Pricing Under the Natural Gas Policy Act of 1978 (Interim Rule), 46 Fed. Reg. 15498 (1981).

247Mogel and Mapes, Assessment of Incremental Pricing Under the Natural Gas Policy Act, 29 Cath U, L. Rev.
763, a1 794 et seq.

#8Southwestern Bell Tel. Co. v. Pub. Serv. Comm'n, 262 U.S. 276, 291 (1923) (Brandeis, J., dissenting).

M9Mogel and Mapes, supra note 247, at 796.

ZSDIdA



282 ENERGY LAW JOURNAL Vol 2:241

¢. Powerplant and Industrial Fuel Use Act of 1978 (FUA)

Another Federal marketing restraint on industrial gas sales is FUA. FUA was
designed to help achieve energy independence by increasing the use of coal and
other alternative fuels as primary energy sources for electric generating plants and
major fuel burning installations (“MFBIs,” which include large industrial boil-
ers, cogeneration equipment, internal combustion engines and turbines);?! reduc-
ing oil imports; conserving natural gas and petroleum for essential agricultural
uses; encouraging the modernization or replacement of existing and new electric
powerplants and MFBIs which cannot use alternate fuels; and upgrading railroad
service for coal transport.?5?

In contrast with prior law (the Energy Supply and Environmental Coordina-
tion Act of 1974, ESECAZ?%3), which allowed such industrial facilities to burn
natural gas and petroleum unless affirmatively prohibited by order, FUA auto-
matically prohibits many uses of gas unless such uses are specifically exempted by
the DOE.

Under FUA, powerplants and MFBIs are divided into three categories, “exist-
ing”’ facilities?* (those not presumed new by the Act or DOE regulations), “‘new”’
facilities®® (those concerning which construction or acquisition occurred after
November 9, 1978); and “transitional”’ facilities (an administratively created cate-
gory for those not operational on April 20, 1977, the date of President Carter’s
message to Congress on the National Energy Act,?*¢ but for which a contract for
construction or acquisition was signed before November 9, 1978%7).

Sections 2012%% and 2022 of FUA automatically bar natural gas or petroleum
as a primary energy source in new electric powerplants and new MFBIs unless
there is a formal exemption by the DOE. Formerly, section 301(a) of FUA prohi-
bited gas as a primary energy source in existing powerplants after January 1, 1990,
and banned gas use before 1990 unless it was used by a powerplant as its primary
fuel in 1977.26 If gas was used in 1977, the current level of gas use was not allowed
to exceed either (1) the average used from 1974—1976; or (2) if it commenced
operations after January 1, 1974, its average yearly proportional use during the
first two calendar years of operation.28! However, these provisions have since been
repealed by section 1021262 of the Omnibus Budget Reconciliation Act of 1981
(OBRA).

251A major fuel burning installation (MFBI) is a stationary unit consisting of a boiler, gas turbine unit, combined
cycle unit and internal combustion engine which has a design capability of 100 million Btus per hour or greater, or
(w0 or more units on the same site which have a design capability of 250 million Btus per hour in the aggregate. FUA
§ 108(a)(10), 42 U.S.C. § 8302(a)(10) (Supp. 11 1978).

2242 U.S.C. § 8301 (b) (Supp. II 1978).

25315 U.S.C. § 791 (1976).

24“Existing electric powerplant’ means any electric power plant other than a new electric powerplant.” 42
U.S.C. § 8302(9) (Supp. II 1978) and “existing major fuel-burning installation’ means any installation which is nota
new major fuel-burning installation.” 42 U.S.C. § 8302(a)(12XA) (Supp. II 1978).

255*New electric powerplant” is defined at 42 U.S.C. § 8302(a)(8) (Supp. 1I 1978} and ‘‘new major fuel-burning
installation" is defined at § 8302(a)(11) (Supp. II 1978).

26Supra note 56.

2742 U.S.C. § 8302(a)(13) (Supp. II 1978). *Transitional facility” is defined in 10 C.F.R. 515 (1980).

25842 U S.C. § 8311 (Supp. 11 1978).

2591d, § 8312 (Supp. 11 1978).

26049 U.S.C. § 8341(a) (Supp. 11 1978).

2114, § 8341(a)(3) (Supp. I 1978).

2620Qmnibus Budghet Reconciliation Act of 1981, Pub. L. No. 97-35, § 1021, 95 Stau. 357 (1981).
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In addition, Section 302(a)?6? allows the Secretary of Energy to prohibit gas
(or petroleum) as a primary energy source in any existing MFBI if it is determined
that the facility:

(1) has or previously had the technical capability to use coal or another
alternate fuel as a primary energy source;
(2) has the technical capability to use coal or another alternate fuel as a
primary energy source, or it could have such capability without—
(a) substantial physical modification of the unit, or
(b) substantial reduction in the rated capacity of the unit, and
(3) it is financially feasible to use coal or another alternate fuel as a primary
energy source in such installation.?64

The original version of FUA section 301(b)?% established identical provisions
with respect to existing powerplants. However, section 1021 of OBRA has substi-
tuted a new FUA section 301(a) which generally permits the issuance of manda-
tory prohibition orders only where an existing powerplant voluntarily certifies its
“coal capability.” In effect, only existing powerplants which “volunteer’” for
mandatory prohibition orders are subject to them under FUA although some
existing powerplants remain subject to mandatory prohibition orders under the
ESECA.

While FUA'’s goal of energy independence is appropriate, there are many
problems with its implementation. First, FUA inadvertently restricts a limited
amount of additional gas use which could help achieve such energy indepen-
dence. For example, the “‘select use” of more gas in industrial facilities could
allow more domestic coal to be burned in areas where air pollution is a potential
problem, particularly in the summer months. The use of about 1 Tcf more gas
annually, during air pollution peak periods, could enable U.S. industry and elect-
ric utilities to burn an estimated 190 million more tons of coal per year—nearly a
30% increase in U.S. coal use—in full compliance with the Clean Air Act.268

Although some sections of FUA (e.g., Section 311(a)(3))?" provide that the
Secretary shall grant an exemption where its provisions violate “applicable envi-
ronmental requirements,”'28 it 1s not clear that such select use of gas for increased
coal burning would qualify for an exemption.

Second, there have been other problems regarding both temporary and per-
manent exemptions. For instance, Section 31126 provides temporary exemptions
for powerplants and MFBIs for up to 5 years (with some exceptions) for such
reasons as lack of alternate fuel supplies, site limitations, environmental require-

%342 U.S.C. § 8342 (a) (Supp.II 1978).

?hild.

4342 U.S.C. § 8241 (b)(Supp.Il 1978). »

#¢The Clean Air Actis found at 42 U.S.C. §7401-7642 (1977). Schlesinger, Natural Gas Can Help Coal Burn
Cleaner, 14 Environmental Science and Technology 1067 (1980).

2742 11.S.C. § 8351 (a)}3)(Supp. 11 1978).

2687

26942 U.S.C. § 8351 (Supp. 11 1978).
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ments and public interest considerations. Sections 212270 and 3122"! provide per-
manent exemptions for some of these reasons and others.2’2 Prior to the 1981
repeal of FUA section 301(a), numerous temporary public interest exemptions
were granted (under FUA Section 311(e)??®) for the continued or expaunded use of
gas in existing powerplants. It appears that DOE in granting such exemptions,
has recognized that there are sufficient current supplies of gas for such use and
that gas can replace significant quantities of imported oil. In 1979, such tempor-
ary public interest exemptions allowed industry and gas-fired generating plants to
burn the gas equivalent of 300,000 to 400,000 barrels/day of oil. In 1979, gas could
have replaced an additional one million barrels/day of oil. By 1985, gas, coal and
conservation together, could displace all 5.5 MMbbls./day of oil currently used in
stationary boilers.27

While the FUA exemption authority is helpful, temporary exemptions can be
rescinded by regulatory action and have a 5-year time limit (with some excep-
tions). This makes long-range gas use planning difficult. Obtaining an exemp-
tion also can be a complex and expensive process. Examples of exemption tests
which must be met by petitioners include the requirement that a facility cannot
utilize an alternate fuel, such as coal, unless its cost substantially exceeds the cost
of imported petroleum;?’ that a mixture of an alternate fuel and petroleum or
natural gas is not “‘economically or technically feasible,””2’6 and that the petitioner
must comply with other such conditions as the Secretary determines appropriate,
including those “requiring effective fuel conservation measures.’’277

In the Anheuser-Busch case,?™ the petitioner was granted a permanent exist-
ing MFBI exemption only after agreeing to numerous conservation measures,
including modification of all present boiler control systems, the installation of
various waste-heat recovery systems, special lights and light timing controls, and a
solar energy system for hot water, heating and cooling.?’? As one commentator has
remarked, ‘“This case suggests that DOE intends to extract all reasonable and
possible fuel-conservation measures at a plant site, whether or not such measures
apply or relate to the exempt boiler.”’28¢

Finally, FUA creates uncertainty in the minds of industrial gas users concern-
ing the continuity of gas supply. Under FUA an existing M¥BI can be ordered to
switch to an alternate fuel if it has (or had) the technical capability to use an alternate

1942 U.S.C. § 8322 (Supp. 11 1978).

742 U.S.C. §§ 8352.

2721d_

2342 U.S.C. § 8351 (e)(Supp. I1 1978).

274American Gas Association, Energy Analysis: Survey of Actual and Potential Oil Offsets Enabled by Increased
Gas Use in 1980, 1980-6, at 6 (Apr. 24, 1981); American Gas Association, Energy Analysis: A Preliminary Evaluation
of DOE’s Analytical Report Entitled "Reducing U. S. Oil Vulnerability,” 1980-15, at 5 (November 21, 1980).

27542 U.S.C. §§ 8321(a)(1), 8322(a)(1)(A) (Supp. 11 1978) (new facilities); 42 U.S.C. §§ 8351(a)(1), (Supp. 11 1978)
(existing facilities).

27642 U.S.C. § 8323(a) (new facilities), § 8353(a) (existing facilities).

77E.g., 42 U.S.C. § 8324(a) (new facilities), § 8354(a) (existing facilities).

278Anheuser-Busch, Inc., order granting exemptions from the Fuel Use Act, Docket No. ERA-FC-79-001 (DOE)
(Dec. 14, 1979).

219]d. slip op., at 8.

2] ublin and M. Pickholz, Legislative Note, Introduction to the Powerplant and Industrial Fuel Use Act of 1978:
Securing Exemptions for Utilities and Major Industrial Users, 29 Am. Univ. L. Rev. 485, at 502 {1980).
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fuel without substantial physical medification or reduction in capacity, and if
such use is economically feasible.?®' DOE, therefore, can expand or contract the
number of existing end users by regulation. Further, the potential sweep of FUA is
large. Under Section 401,282 DOE may forbid the use of gas in boilers for steam
generated space heating capacity of 300 Mcf/day or more. EIA has estimated that
industrial boilers in that category account for some 95% of interstate gas used as
boiler fuel.?®3 1t has been observed:

An end-user must understand the regulations, for their prescriptions now take the
place of the economic analysis most end-users previously followed in determining their
primary fuel.

Therefore, the end-user is faced with a government determination of which fuels it can
use. Furthermore, the government can change the rules as it goes. An end-user which
comfortably qualifies for an exemption from fuel switching today may find itself the target
of a prohibition order tomorrow. End-users find themselves at the mercies of the vagaries of
national energy priorities.?%

Thus, for energy security and other reasons, it appears in the public interest
to amend FUA provisions which may cause gas marketing uncertainty and pre-
vent a reduction of oil imports, particularly the restrictions on industrial gas use in
new (Section 202) and existing (Section 302) major fuel-burning installations, and
the current restrictions on the “select use” of gas in conjunction with coal for
purposes of environmental compliance.

E. The Need for Regulatory Reform

The gas industry is one of the most extensively regulated industries in the
nation. Thus, it has a tremendous stake in regulatory reform—reform that can
allow more expeditious development and marketing of gas supplies.

1. The FERC Consistently Has Faced Caseload Management Problems

Since the 1950s the FPC and FERC have had great difficulty coping with their
caseload. At one point there was a backlog of approximately 20,000 cases causing
years of delay.?8%

In recognition of this situation, former Chairman Charles Curtis continued
and initiated certain reforms. A management control systemn was instituted to give
a monthly up-date of the status of matters. This information systemn assists the
FERC in identifying where delays are occurring with key cases. The FERC has
delegated many of its ministerial and minor matters to key staff personnel. This
has reduced Commissioner’s time on non-essential matters.28

BIFUA 8§ 301(b), 302(a); 42 U.S.C. §§ 8341(b), 8342(a) (Supp. I 1978); it should be noted, however, that the ERA
has proposed a rule that would streamline sorne—but not all—exemption procedures.

%242 U.S.C. § 8371 (Supp. 11 1978).

#3Energy Information Administration, U. S. Department of Energy Report 1o Determine 5 Percent Exemption to
Incremental Pricing (Feb. 26, 1980).

284 Adair and Bloom, supra note 223, at 20, 21.

255ee Lawrence and Muchow, The FERC's Case Load Management Problem, 103 Pub. Udl. Fort. 2 (Jan. 18,
1979). Clark, The Costs and Benefits of Regulation--Who Knows How Great They Really Are? 48 National Journal,
2023 (Dec. 1, 1970).

%6See e.g., FERC order delegating authority to grant exemptions from incremental pricing and amending
sections 1.41 and 282.206, Order No. RN80-78 (Sept. 23, 1980).
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The FERC has taken steps to encourage the settlement of cases, with a proce-
dure for a “settlement administrative law judge.”?% It also has appointed an
advisory committee to consider ways ol changing its Rules ol Practice and Proce-
dure 10 expedite the decision-making process. This Committee has recommended
many changes in procedures which the FERC now has under advisement or in
stages of implementanon. 288

2. Federal Regulatory Reform

A general consensus is emerging that vegulatory reform ol Federal agency
procedures 1s essential. A number ol approaches 10 reform recently have been
suggested or implemented. These include Executive Order 12044289 (1979) by
which President Carter attempted to exert control over agency regulatory proce-
dures and the Carter Administration’s Regulation Reform Act of 1979,29° which
proposed au “omnibus’” approach in which across the board changes in issuing
proposed rules would be made and applied equally to more than 90 regulatory
agencies (this legislation was designed o codily Executive Order 12044). This Act
also proposed new agency subpoena authority to encourage parties to comply
with agency subpoenas in rule-making proceedings or face severe penalties.?9!

2744 Fed. Reg. 17034 (1981) (to be codified in 18 C.F.R. § 385.603).

#8Subcommittee on Hearing Procedures, Federal Energy Regulatory Commission Advisory Committee on Revi-
sion of Rules of Practice and Procedure, Part 385, Rules of Practice (Nov. 21, 1980).

2893 C.F.R. § 12661 (1979). This required each executive agency 1o (1) adopt procedures to increase public
participation in the early stages of regulation development; (2) exercise agency head oversight in developing regula-
tions; (3) write regulations in plain English; (4) regulate in the least burdensome way alter considering alternatve
regulatory approaches; and (5) issue a semiannual report of upcoming regulations, a regulatory analysis of signifi-
cant proposed regulations, and a review of existing regulations. This Executive Order has no force over independent
regulatory agencies, however.

290The White House, The Regulatory Reform Program and the Regulation Reform Act of 1979, (RRA) proposed
by the Carter Administration at 1 Pub Papers 493 (March 25, 1978). [t was assumed in the RR A that all 90 regulatory
agencies have similar problems which can be solved by omnibus legislation. This is not the case, however. At the
FERC for instance, two problems aggravating the backlog of thousands of cases are: (1) lack of assigned management
respousibility for moving specific cases by specific dates; and (2) the necessity for all cases to come before the full
commission—all five commissioners. None of the pending regulatory reform proposals would solve either problem.
Instead they may make the problem worse by adding new procedural delays. One possible solution would be a
specific agency-by-agency review of the reasons for delay, as Professor Ernest Gelhorn has suggested. Gelhorn,
Reform as Totem—A Skeptical View, 3 AE] JL.. on Government and Society 3, 26 (May/ June 1979). Other procedural
reforms also are possible.

FERC, for instance, could use an applicant’s draft Environmental Impact Statement as the basis for comments
from the public and governmenial agencies. Instead, FERC prepares it own. This results in unnecessary delay. FERC
also could use panels of commissioners in certain cases; it does not currently do so. Finally, FERC could set deadlines
for each critical stage of agency action. Currently, it does not. Such delays are not just academic. In January 1981,
Robert H. Willis, Chairman and President of Connecticui Natural Gas Corporation, pointed out that FERC delays
have led to many gas cases awaiting action. In his company’s case, he has been waiting for years to receive FERC
approval for a pipeline to carry gas from a storage field in Pennsylvania 1o his service territory, gas critically needed in
the cold winter of 1980-198]. United Press wire story, Natural Gas, (Jan. 19, 1981).

#1Section 203 of the RRA would have allowed self-executing subpoenas. Administrative law judges or other
agency staff would have power to:

® prohibit allowing matters into evidence;

® infer that subpoenaed materials are adverse to the party;

@ strike pleadings and motions; and even

e dismiss the proceeding
without going to court. Presumably citizens would have to initiate suit (such as by seeking an injunction) to prevent
such a result. Giving such powers to hearing offices may be unprecedented in American law. The issuance by an
administrative agency of compulsory process is a search and seizure protected by the Fourth Amendment and
enforcement should lie with the judiciary to ensure due process. Oklahoma Press Publishing Co. v. Walling, 327 U.S.
186, 217 (1946). It is doubtful that FERC's current subpoena authority is inadequate in any event.
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Other reform measures include creation of a Regulatory Analysis Review Group
to review at the White House level, major agency regulatory proposals,?°2 a “‘pro-
competitive” standard under which Federal regulations would be required to
achieve the intended result in the “least anti-competitive way,” 2% and judicial
velo, in which on appeal, a regulatory agency would have the burden of proving
by “‘a preponderence ol the evidence shown' that the rule or standard liugated 1s
valid.?

Within 30 davs after his inauguration, President Reagan moved 1o 1ssue
Excecutive Order 12991.29 This Order mandates inter alia, that (1) Federal agencies
shall not “regulate unless the potential benelits to society for the regulation out-
weigh the potental costs to society;” (2) regulatory objectives shall be chosen o
maximize the net benelits 1o society; and (3) “among alternative approaches to any
given regulatory objective, the alternative involving the least net cost to society
shall be chosen.” Each agency is required, with every “major rule” (generally one
with an impact of over $100 million or more or with a major increase in costs or
prices or other spectlied adverse effects)?% 1o prepare a Regulatory Impaet Analysis
and tansmit it with notces of proposed rulemaking and all [inal rules to the
Dirvector of the Ollice of Management and Budget (OMB) [or review. In effect, no
major proposed rulemaking is likely to be published 1n the Federal Register
unless approved by OMB. This new approach should help to reduce the number
of or at least slow down the issuing of some 7,000 Federal regulations typically
promulgated cach year.?s

There are a [ew basic federal regulatory problems alfectimg the gas industry.
Chiel anmong these ave:

® Delavs in the FERC and the ERA in obtaining [inal agency actions on
licensing, cevtificate and rate matters. These delays occur primanrily: (1)
after lling an apphcanon and belore the beginning of the hearing; and

2This propsal, found in S. 2147, 96th Cong., 2d Sess. (1980) (Culver, Kennedy et al.), would create a Regulatory
Policy Board—an arm of the White House—to review certain regulatory actions. Without detailing the steps in the
proposal, its approach may shift responsibility for decision-making away from agencies and add another level of
White House clearance and delay to energy decisions. The challenge is to keep agency actions expeditious without
adding more layers of bureaucratic oversight which breed delay.
93See e.g., Section 642 of S.2147, 96th Cong., 2d Sess. (1980), which would preclude an agency {rom adopting a
rule in certain cases unless, “‘the agency has considered the effects on competition ... and made a finding that the
policy or rule 1s the least anticompetitive alternative legally and practically available to the agency to achieve its
statutory goals.” (Emphasis added). First, it would be inappropriate to require such a finding for a regulated
monopoly. See Northern Natural Gas Co. et al. v. Federal Power Comm’n, 399 F.2d 953, 965 (D.C. Cir. 1968); See also
United States v. El Paso Natural Gas Co., 376 U.S. 651, 659-660 (1964). Further, competition and antitrust questions
already are considered by the FERC in rendering its opinions: Otter Tail Power Co. v, United States, 410 U.S. 366
(1973). Finally, the requirement of finding the *‘least anticompetitive alternative’ opens the door to years of delay in
fact finding and appeals.
294This proposal, e.g.. $.1477, 96th Cong. 2d Sess. (1980), would strike down the presumption in court that a rule
or regulation of any agency is valid, and substitute a standard that when an agency rule or standard is challenged in
federal or state court, ““the court shall not uphold ... [its validity] unless such validity is established by a preponder-
ance of the evidence shown.” The Congress failed to act on this proposal, however.
It would:
® add (0 judicial delays;
¢ make it more difficult for rules to be made with timely finality; and require de novo trials by courts on
complicated regulatory issues that may have taken years 1o resolve; and
® ineffect, create a judicial velo power to override legitimate agency decisions. It reverses the “substantial
evidence'” and similar rules which have served administrative law well for many years. Neither the
Congress nor the courts are the best forums for complex, technical regulatory determinations. Consolo v.
Federal Maritime Comm’n, 383 U.S. 607 (1966).
25Exec. Order No. 12291, 46 Fed. Reg. 13193 (1981).
38/d. at § 1(b). See also H.R. 746, 97th Cong., lst Sess. (1981).
%7The Wash. Post, May 4, 1981, at Al, Col. 4.
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(2) from the time ol the adminiswrative law judge’s iniual decision o the
ume of a final decision by the agency ;29

® Court challenges o agency approval lor energy projects which delay such
projects; and

® Muluple and overlapping lederal and state licensing and other regulatory
requirements i applications for approvals for new facilites or services 2%

Unfortunately, the approach taken by some of the proposed reform legisla-
tion listed above does litde o solve these problems and may make them worse.
Some of these proposals require more review, more data collection, more paper-
work, more delay, and potentially greater cost 1o the consumer .39

[t 15 tempting to layer the federal regulatory problem with whole new pro-
grams rather than to examine the structure carefully and correct its faults. Regula-
tory reform proposals should focus on a few basic regulatory solutions including:

® more careful draftsmanship by legisiators of energy agency statutory char-
ters;

® bhetter agencey-by-agency oversight by congressional committees o spot
and eliminate unreasonable Federal regulatory abuses and delays;30!

® a net reduction 1 e mumber and complexity of regulations governing
energy companies; and

® careful regulation by well-managed. accountable, knowledgeable regula-
tors acting under fixed time schedules but with flexible adminisuative
procedures

While these suggestions may help in the near term, they are not sufficient.
More valuable would be a comprehensive task [orce review of the Federal legisla-
tive and regulatory scheme (rustrating the development of necessary gas and other
encrgy supplies. This could bhe an early goal ol any new Encrgy Mobilization
Board which could provide a “last track™ for important energy projects.?®? In the

298For further details, see Lawrence and Muchow, supra note 285, a1 9.

259’d'

s00President Reagan seems to be addressing these problems forcefully however, see Fact Sheet, President Reagan’s
Initiatives to Reduce Regulatory Burdens, The White House (Feb. 18, 1981); see Address by the President to a Joint
session of Congress on a Program [or Economic Recovery, The White House (Feh. 18, 1981).

301See Lawrence and Muchow, supra note 285, a1 9.

302’d_

S03E g., $.668, 97th Cong., 1st Sess. (1981) (Sen. Jackson), which creates an Energy Mobilization Board with
powers Lo consolidale energy related decision schedules, designate priority energy projects and recommend waiver or
suspension of federal, state or local laws; see also H.R. 3236, 97th Cong., Ist Sess. (1981) (Rep. Udall), which creates a
three-member Council on Energy Mobilization to designate priority energy projects for expedited licensing by
federal, state and local agencies. Unlike S. 668, this legislation does not permit waiver of state or local laws; rather, it
permits a 10-year respite from compliance with laws enacted after the start of a priority energy project.

304As Irving Shapiro recently stated when asked what he would do to resolve regulatory overkill: "It seems 10 me
the starting point is to recognize that the administrator and the industry need not be adversaries. They ought to have a
common objective. Most businessmen are sensible and rational people. They recognize that they've got to meet the
needs of our society or they’re not going to be successful. And so I would make the case that if you get rid of the
adversary approach and simply say we have a common objective—one as a representative of the public sector—the
other as a representative of the private sector—we ought to sit down and talk about how 10 get from here to there. You
very often would wind up with good answers. Once the objectives are agreed on, industry is a lot more resourceful
than government could be in finding the routes to get from here to there in the most efficient way.” The Wash. Post,
Feb. 8, 1981, at G2, col. 1.
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case of gas, the NEA, the Public Utility Holding Company Act of 1935 and other
legislation regulating the gas industry should be examined with the goal of
ncreasing energy supplies as necessary (e.g., consistent with conservation goals)
while protecting the public interest. The Departments of Energy, Interior, Com-
merce, State and other agencies important to energy policy also should be exam-
ined to see what changes can be made in their policies and procedures o reduce
delays in energy projects.

CONCLUSION

The United States can have the gas energy needed for the future of government
and mdustry will set a common goal and work to achieve 11.3% This goal should be
to reduce the attitadinal, legal, lTnaneial, marketing and regulatory barriers to the
devetopment of gas energy. This goal should receive high priority. Not just
because priority attention is essential to eliminatung these barriers in a reasonable
time frame, but also because this goal appears o be in the naton’s best mterest.






