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Investigation into the Natural Gas Supply Market
Docket No. 1-00040103

Introduction

The Natural Gas Choice and Competition Act, 66 Pa. C. S. §§ 2201-2212 (Act), which
gave all retail customers the ability to choose their natural gas supplier, required the Commission
to conduct a review five years after the law became effective to determine "whether effective
competition for natural gas supply services exists on the natural gas distribution companies'
systems in this Commonwealth."” 66 Pa.C.S. § 2204(Q).

The Commission opened its investigation in May 2004, and asked natural gas distribution
companies (NGDCs), natural gas suppliers (NGSs) and interested parties to comment on the
level of competition in the market. On September 30, 2004, the PUC held an en banc hearing for
further exploration. After an extensive review of the investigation’s evidence, the Commission
determined that there is not effective competition in the retail natural gas supply market at this
time.

The Commission submitted its report to the General Assembly on competition in
Pennsylvania’s retail natural gas supply market with its conclusions on October 6, 2005. The
Commission determined that “effective competition” does not exist in the retail natural gas
supply market statewide, and that it should reconvene the stakeholders in the natural gas industry
to examine avenues, including legislative, to increase competition in Pennsylvania’s retail
natural gas supply service market. Investigation into the Natural Gas Supply Market:
Investigatory Order and Report to the General Assembly, Docket No. 1-00040103, order entered
October 6, 2005 at 4.

As directed by the Act, the Report to the General Assembly on Competition in
Pennsylvania’s Retail Natural Gas Supply Market was issued to the Governor, the General
Assembly, the Office of Consumer Advocate (OCA), the Office of Small Business Advocate
(OSBA), the Energy Association of Pennsylvania (EAPA), all jurisdictional natural gas
companies, licensed natural gas suppliers and other participants to the investigation proceeding.

In its investigation, the Commission found that:

The record demonstrated a lack of participation by natural gas suppliers and buyers in the
retail natural gas supply services market on a statewide basis;

According to suppliers, substantial barriers to entry in the retail natural gas market exist
because of differing security requirements among natural gas distribution companies
(NGDCys);

According to suppliers, substantial barriers to entry and continued participation by natural
gas suppliers (NGSs) exist as the result of the omission of procurement, administrative
and other costs from the NGDC'’s price to compare;

According to suppliers, substantial barriers to supplier participation exist because of
penalties placed on suppliers that vary among NGDC systems which are not cost-based
and



The marketplace lacks accurate and timely price signals. As a result, the market cost of
natural gas supply service offered by natural NGDCs is not communicated immediately
to customers.

Since the investigative report concluded that natural gas competition does not exist at this
time, the Commission reconvened a stakeholder group in the natural gas industry to explore
avenues, including legislative, for encouraging increased participation in Pennsylvania’s retail
natural gas supply service market. Referred to as Stakeholders Exploring Avenues for Removing
Competition Hurdles (SEARCH), the collaborative consisted of representatives of consumers,
NGDCs, NGSs (sometimes referred to as suppliers or marketers), wholesale suppliers, and
pipelines. SEARCH examined the barriers and identified changes to the market structure and
operations that would facilitate the development of competition in the retail supply market in
Pennsylvania.

The initial meeting of SEARCH was held March 30, 2006. Four subgroups were
established to study related issues.

Inter-Company Activity;

Customer Interface;

Cost of Service; and

Competition Monitoring

An additional subgroup was established after the collaborative effort began. It looked at
issues surrounding the possible abandonment of the merchant function by gas utilities and the
development of a supplier of last resort model. Also, the group as a whole discussed various
overlapping issues.

The subgroups and the entire working group met a number of times at the Commission'’s
offices in Harrisburg, as well as via conference calls. Draft documents that became the basis of
this report were exchanged at these meetings.

Discussion of Possible Solutions

This report discusses possible solutions to those barriers identified in the October 6,
2005, Report to the General Assembly. It does not make recommendations as to particular
solutions to those obstacles. That will come through a policy statement or other action to be
formulated and adopted by the Commission in the near future. Therefore, this report should not
be interpreted as an endorsement of a particular course of action by the Commission itself, its
staff or the stakeholders.

For each item discussed in this report, there is a description of the issue, a summary of
the participants’ views, an explanation of what would be needed to implement the solution, an
evaluation of the impact of that measure on the development of effective competition and a
discussion of the disadvantages and costs of implementation. While the report does not fully
address all aspects of an issue that were raised during the discussions, it is an attempt to fairly
characterize the various barriers and possible solutions that were identified.



A. Natural Gas Distribution Companies Exiting the Merchant Function

1. The Issue — Based on assertions that competition will not thrive if NGDCs serve as
merchants, a small group of participants held in-depth discussions concerning supplier of last
resort (SOLR) models. During the course of the discussions, two principal issues arose. First,
the group discussed whether a NGDC procuring supply for its SOLR obligation through a least
cost procurement strategy constitutes a barrier to a fully competitive supply market. Second, the
group considered whether the SOLR model being used by the NGDC should continue to include
reconciliation for over or under-collection. Also, several participants raised the possibility of a
SOLR model in which the provider was an approved NGS (which could include a NGS affiliated
with a NGDC).

Representatives from the NGS community suggested a market-indexed SOLR plan.
Under that plan, a gas cost rate would be established using a market index formula. The index
based formula rate could be set as a:

Yearly fixed rate with a fixed delivery adder;

Three-month price with the fixed delivery adder; or

Multi-year fixed price (two or three years) with the fixed delivery adder.

The market index rate and adder would be non-reconcilable, and the full rate and its
derivation would be published in advance of the effective date to permit NGSs to market their
services knowing the SOLR rate. A second option for the market index approach is a three-
month SOLR obligation, which is auctioned off to willing NGSs who would agree to serve
customers on the basis of an established market index gas cost rate plus delivery adder. In the
second option, the actual winners would be based on the lowest delivery adder.

The group also discussed the current experimental SOLR program in Dominion East
Ohio. That program features monthly prices based on the monthly New York Mercantile
Exchange (NYMEX).

There was some discussion of removing the social obligations from the SOLR model
(whether held by the NGDC or another entity). The possibility of moving those obligations to a
governmental entity with funding generated by a pipes charge on throughput to residential
customers was explored.

Finally, the group discussed the potential for NGDCs to exit the merchant function, in
which case SOLR service would be provided by NGSs, including NGS affiliates of NGDCs.

2. Positions of the Participants - Support for some form of market-index SOLR
without reconciliation came from representatives in the NGS community. These participants
noted that reliability would be maintained because the NGDC remains in control of distribution
and system operations. The non-reconcilable price gives customers a transparent price to
compare and promotes competitive alternatives.

NGS representatives pointed out that when Section 1307(f) of the Public Utility Code, 66
Pa.C.S. § 1307(f), was written and a least cost procurement policy became the standard, there



was no wholesale gas market. NGDCs were buying gas combined with transportation under
long-term contracts. The current market structure, which has significant volatility, has numerous
commaodity purchase options and requires price risk mitigation strategies, is far different than the
limited bilateral market that existed when Section 1307(f) went into effect.

Consumer representatives and NGDCs were opposed to the short term or indexed market
models and to the suggestion that the NGDCs should exit the merchant function. Consumer
representatives were concerned that changes to the current system of least cost procurement
would necessarily either raise rates, increase consumer exposure to market volatility or both.
NGDCs expressed concerns that the non-reconcilable nature of the proposed model placed
extraordinary risks on the NGDC as the SOLR provider. It was suggested that an 8 percent
change in the market price of gas could either eliminate or double a NGDC’s earnings in a year.
Both consumer representatives and NGDCs believed that the Dominion East Ohio SOLR pilot
was in the early stages of operation, and was not a useful model to examine at this time.
Consumer representatives also suggested that the Dominion East Ohio model exposed SOLR
consumers to volatility on a monthly basis, which was particularly harsh for low-income,
moderate-income and fixed-income households.

While the NGS community maintains an interest in modifying the current Section 1307(f)
process, particularly with regard to reconciliation, consumer representatives and NGDCs support
retention of that model. One modification that NGSs suggested was that, if reconciliation is
maintained, there should be no interest collected on under-collections and no interest paid on
over-collections. NGSs believe that this may provide an incentive to NGDCs to more accurately
predict gas costs and mitigate some of the negative impacts reconciliation has on competitive
pricing by NGSs.

Some participants thought that the concept of NGDCs exiting the merchant function
needed to be examined, but other participants disagreed with the entire concept. All participants
agreed that the market is simply too immature to move to that construct at this time. It was
generally agreed that the best approach was to provide market improvements that would
eliminate or reduce other barriers to entry. One participant suggested that the best approach was
to improve the market to such an extent that NGDCs would voluntarily exit the market function
as part of their own business plan.

Although some participants suggested that removal of social obligations from the SOLR
would create a more favorable environment for the creation of non-NGDC SOLR provider, this
concept did not receive general support. In particular, consumer representatives opposed the
concept, consistent with their view that the NGDC must retain the SOLR function for the
foreseeable future.

3. Requisites for Implementation - If the Commission were to determine that a market-
indexed, non-reconcilable approach for SOLR models was in the public interest, Section 1307(f)
would need to be examined and modified. That examination would necessarily include a review
of what a least cost procurement policy means in today’s market. It was suggested that if a
NGDC voluntarily adopted a market indexed SOLR model with Commission approval, there
would be no need for legislative change. However, it appears that absent consensus by all



participants, Section 1307(f) would be a barrier to a non-reconcilable SOLR rate. In addition,
Sections 1317 and 1318, 66 Pa.C.S. 88 1317 and 1318, connect a least cost procurement strategy
to the actual rate to be charged. Accordingly, if a market-indexed approach were to be adopted
wherein gas cost rates are set based on some index (NYMEX prices being the one most often
referenced), there is a question of whether the market index would actually be tied to a least cost
procurement strategy as mandated in Sections 1307(f), 1317 and 1318. Finally, the
Commission’s regulations at 52 Pa. Code 88 53.61 — 53.69 would have to be reviewed to
determine whether changes would be required.

4. Impact on Effective Competition - The NGS community holds firm opinions that the
current structure of annual rates based on least cost procurement strategies and reconciliation
with interest shields the actual price to compare from consumers. NGSs argue that this model
prevents NGSs from competing for market share based on price. NGSs assert that regardless of
whether a NGDC intentionally undercuts pricing in a Section 1307(f) proceeding or not, the
effect is that the NGDC is guaranteed recovery of any losses (with interest) while a NGS is
forced to compete at the stated price with no chance to recover any losses. NGSs argue that
elimination of at least the reconcilable nature of the NGDC rate would provide for a more level
playing field and, presumably, improve the competitive landscape. NGSs also argue that moving
to a full market based approach would further improve the competitive landscape by placing
SOLR service on the same platform as competitive alternatives.

5. Disadvantages and Costs — Consumer representatives, NGDCs and the EAPA hold
equally firm opinions that either shifting to a full market indexed rate or elimination of the
reconcilable nature of gas cost rates would merely serve to increase rates for consumers for no
reason other than to improve market opportunities for suppliers. According to these participants,
the Section 1307(f) methodology with reconciliation produces the lowest possible prices for
consumers. It is up to the suppliers to beat that price through better procurement strategies,
product differentials or other marketing strategies. These participants argue that if the current
Section 1307(f) procedure produces the best prices, there is no reason to change. In addition,
consumer representatives advanced substantial concerns that several market-indexed models
subject consumers to significant market volatility which adds to the downsides of these models.

B. Price to Compare — Quarterly/Monthly Adjustments

1. The Issue — Marketers assert that the quarterly adjustment of the “price to compare”
makes it difficult to compete since a NGDC’s price often changes quarterly and sometimes
includes significant adjustments. They claim that this approach produces a natural incentive for
the NGDCs to under project natural gas costs and place an artificially low annual rate into effect,
which they will then reconcile through an upward adjustment in the first quarterly filing. The
NGDCs are not harmed since they are permitted to claim interest on under-recoveries. This
practice is viewed by marketers as a barrier to competition because there is a three-month
window of opportunity for the NGDCs to lock customers into one-year contracts.

The issue involving the price to compare and the quarterly filings is complicated and has
evolved over the years through litigation and settlements of the Section 1307(f) filings. In
addition, the Commission has not directed a particular formula as to the components of the



quarterly filings and none of the NGDCs calculate the quarterly filings in an exact format. Based
upon the C-factor (gas cost projections) and E-factor (reconciliation of projected gas costs to
actual gas costs), establishing a projected annual price to compare for the NGDCs is difficult at
best.

Several possible solutions were discussed. They include: 1) establishing a particular
formula for the quarterly filing so that it is more consistent and predictable; 2) eliminating the
quarterly adjustment, except when the rate differs by more than 2 percent, with consumers who
prefer an adjustable rate seeking that from the market; 3) eliminating interest on under-
recoveries, which would remove one of the incentives for NGDCs to under project gas costs in
the annual filing; and 4) using a monthly variable price, which would be similar to the NYMEX
settlement price that has been adopted in Ohio and minimizes the need for reconciliation.

2. The Position of the Participants - Marketers support a change that eliminates
quarterly adjustments. Their preference is for the NGDC price to reflect, to the extent possible, a
timely, market based price, such as the NYMEX settlement price.

OCA opposes frequent rate changes. It further states that programs should be tailored to
individual companies.

EAPA said NGDC commodity prices should not be made higher simply to promote
competition. Attempts to manipulate NGDC gas cost pricing to facilitate a price to compare
amount to an exercise in futility and may actually result in promoting customer migration back to
NGDC commodity service from NGSs. Regarding interest on under-collections, one NGDC
asserted that borrowing short-term debt to fund undercollections is more costly. Moreover, the
NGDCs’ under-recovery of current gas costs benefits its customers with lower current gas bills.
The elimination of quarterly adjustments to the NGDCs’ gas costs would be a financial disaster
and possibly bankrupt many NGDCs.

3. Requisites for Implementation - Any of these solutions would require statutory
changes and revisions to Commission regulations.

4. Impact on Effective Competition - If the price to compare is a monthly price such as
the NYMEX settlement price or if the quarterly adjustment process is eliminated, consumers
would receive more accurate price signals and more may opt to participate in the competitive
market.

5. Disadvantages and Costs. With a monthly market price, consumers’ rates would be
changed frequently, and price spikes in the market would be felt more immediately and
significantly than when they are spread over a longer period of time. If the quarterly adjustment
process is eliminated, consumers would sometimes pay more than the actual cost of gas.

C. Price to Compare - Consumer Education

1. The Issue - NGSs express several concerns about the “price to compare” from a
consumer education standpoint. If consumers do not understand what the price to compare



represents, they are unable to make informed decisions about whether the offers presented by
NGSs are competitive. For instance, when the price to compare is provided to the customer, it is
not accompanied by any explanation. Even the term itself has been criticized as misleading and
as possibly too “utility-oriented” by always inviting comparison to the utility.

NGSs further note that timeliness is a concern since the price to which the consumer is
comparing the NGS offer is not necessarily a current price, but rather one that will change at
least quarterly. Consumers may think that what is being compared is a utility’s “fixed” price
with a suppliers’ variable rate, when in fact both rates are variable. Some have suggested
changing the label to something like “utility current offer” or “utility current natural gas supply
offer” as a more accurate reflection of pricing realities.

Some stakeholders, particularly NGSs, propose the use of explanatory labels to
accompany the “price to compare” that would assist consumers in fully understanding what it is
and how to use it. It could be qualified by noting that that it is not a fixed price, or by noting the
effective dates of the price or perhaps it should just be noted that it is subject to change.

2. The Position of the Participants — NGSs believe that consumers are confused by
rates and pricing, and that they will not shop. Therefore, they view these issues as presenting
serious barriers to competition.

NGDCs in general do not object to the idea of modifying the term to “current price to
compare” or “current quarterly price to compare.” They state, however, that they do provide
explanations of the price-to-compare and the gas cost rate along with other terms on the back of
bills and in consumer education brochures. In addition, utility call center staff can discuss and
explain these things to consumers. NGDCs question how practical the suggestions are about
including more explanation about the price to compare when it is furnished, especially from the
standpoint of how much information will fit onto a bill.

NGDCs further insist that any consumer education programs that are mandated should be
considered and implemented on a utility-specific basis as opposed to a general statewide
requirement. Consumer representatives believe that a true benefit has to be shown before
customers are asked to shoulder any additional consumer education costs. Commercial and
industrial consumer representatives likewise insist that since the consumer education efforts
would not be aimed at or benefit commercial and industrial consumers, the costs of such should
not be allocated to these consumers.

3. Requisites for Implementation. Section 2206(d) of the Public Utility Code already
provides that NGDCs implement consumer-education programs that provide customers with
information necessary to help them make appropriate decisions about their retail natural gas
service. See 66 Pa.C.S. § 2206(d) (relating to consumer protections and customer service;
consumer education). Section 2206(e) also provides for funding of consumer education by a
non-bypassable competitively neutral cost recovery mechanism that fully recovers the reasonable
costs of the program. See 66 Pa.C.S. § 2206(e) (relating to consumer protections and customer
service; consumer education cost recovery). No amendment of the Natural Gas Choice and
Competition Act is required if future consumer education would be deemed warranted.



4. Impact on Effective Competition — Educated consumers are an important component
of a structure that facilitates competition. As to any broad consumer education efforts, the
stakeholders agree that they should be commensurate with the scale of changes that result from
the SEARCH process. If the changes to the competitive gas market are substantial with
significant impacts on how consumers participate in the market, then the education efforts will
likewise have to be more significant and visible. Also, it has been noted that consumer education
should inform people about changes in the competitive market and how to benefit from these
changes. Consumer education should not attempt to stimulate competition alone especially in the
absence of competitive offers being available to the consumer.

5. Disadvantages and Costs — Consumer education necessarily causes costs to be
incurred even if it is done effectively. Changing the term for “price to compare” to something
more understandable would be fairly easy to implement.

D. Gas Procurement Costs Contained Within Base Rates

1. The Issue — Base rates contains costs attributable to gas procurement. These costs
include salaries, benefits, administration, equipment, marketing and other related costs utilized in
the gas procurement function. As a result, these costs are not included within the cost of gas
calculations and therefore are not embedded in the price to compare. Base rates that contain costs
attributable to gas procurement are viewed by some participants as an impediment to
competition.

An option to address this problem includes 1) directing Section 1307(f) NGDCs to file a
fully allocated customer class cost of service study that removes rate base and operation and
maintenance expenses related to natural gas procurement from base rates and 2) creating a
separate gas procurement surcharge to include these elements. In effect, through this process,
the distribution rate would be unbundled. The gas procurement surcharge would be designed to
be rate neutral, in that base rates would be reduced by a corresponding amount equal to the
surcharge. In addition, the Section 1307(f) rate and the new surcharge would be added together
to create a “price to compare.”

2. The Position of the Participants - Gas marketers commented that customers who
choose an alternative supplier currently pay twice for certain items because of the inclusion of
gas procurement-related costs in base rates. As a result, they support the removal of gas
procurement costs from base rates, but do not believe that a surcharge is necessary to do this.

OCA stated that it must be made clear that only avoidable, or incremental, procurement
costs should be considered for inclusion in the price to compare, and argued that including a
wide range of costs in the price to compare may simply artificially increase the cost to customers
and not foster genuine competition. OCA agrees that these unbundled cost elements cannot be
included in the purchased gas cost rate under Section 1307(f), but the use of a separate
reconcilable surcharge is also not appropriate for recovery of these costs if any avoidable costs
are shifted to the price to compare.



The NGDCs did not oppose the development of a reasonable price to compare by shifting
non-SOLR gas procurement costs from the delivery charge to gas costs so long as those costs
would be tracked and recovered. However, the NGDCs caution as to the degree to which such an
unbundling should occur. It must be acknowledged that some level of gas procurement costs
currently in delivery charges may be necessary for NGDCs to maintain basic SOLR functions
which benefit all customers, whether they are customers of NGS or NGDC commodity service.
One NGDC commented that the complete separation of costs exclusively related to gas
procurement would be difficult, if not impossible. The proposed development of a gas
procurement surcharge would be administrative challenging and would add to the NGDCs’ cost
of operation and rate charged to customers by creating yet another rate to be regulated and
monitored by the Commission.

3. Requisites for Implementation - This proposal would require legislative amendments
if the surcharge were to be included within the Section 1307(f) process. Alternatively, the gas
procurement surcharge could be separate from the Section 1307(f) rate and the distribution
charge. A mechanism would have to be designed for the NGDCs to change the rate whenever it
was needed.

4. Impact on Effective Competition - This measure would remove an impediment to
competition by ensuring that the “price to compare” contains all elements of gas procurement
and enabling NGSs to offer consumers a competitive price for that supply service.

5. Disadvantages and Costs - The unbundling of the distribution rate to remove costs
related to gas procurement would be administratively burdensome and time-consuming. Further,
development of an additional surcharge for procurement costs would increase regulatory
oversight.

E. NGDC Cost Recovery of Competition-Related Activities

1. The Issue - NGDCs should be able to recover reasonable costs that are prudently
incurred in connection with the implementation of any changes designed to promote the
development of effective competition. Such costs might include those associated with
modifications to billing systems or consumer education activities.

2. Positions of the Participants - NGDCs support this concept and marketers are neutral.
Consumer representatives expressed concerns about the level of any such costs, as well as
resulting rate increases, and would need to be assured of receiving benefits from the measures
being implemented. Any cost recovery outside the context of a base rate case is problematic for
consumers.

3. Requisites for Implementation - At a minimum, NGDC recovery of reasonable costs
prudently incurred as a result of competition-related activities would require a tariff filing by
NGDCs. A Commission directive, followed by a regulation, would facilitate the filing of
requests for recovery. It does not appear that a statutory amendment would be necessary.



4. Impact on Effective Competition - This measure should have a positive effect on
competition in that it would provide the funding needed by NGDCs to implement certain
measures to increase competition in the natural gas supply market.

5. Disadvantages and Costs - Allowing recovery of costs for competition-related
activities may result in rate increases for distribution service and for supplier of last resort
service (bundled supply and distribution service) offered by NGDCs.

F. Off-System Sales and Capacity Release

1. The Issue - The interplay among NGDCs and the interstate gas pipeline/gas storage
system was suggested as a possible barrier affecting competition. For several years, the NGDCs
have been participating in sharing mechanisms related to off-system sales and capacity release.
Initially, these programs were created through Federal Energy Regulator Commission (FERC)
Order 636 to commence a more economic distribution of unused capacity and were implemented
by this Commission as temporary incentive programs that would assist in the reduction of
demand costs. Over the years, incentives for the NGDCs have been added to enhance the usage
of these programs. The incentives were designed so that the utility would retain a portion of the
revenues received, while the remaining revenues would be used to offset the cost of gas.

Some participants view the off-system sales and the capacity release sharing programs as
lucrative and having grown beyond their initial intent of developing a mechanism to reduce gas
costs through the sale of unused capacity. The NGDCs' Section 1307(f) filings for 2007 indicate
that during the prior year the NGDCs received $20 million as their share of the off-system sales
and capacity release, which is below the line revenue that flows directly to the stockholders. The
NGDCs’ revenue share could be considered an impediment to competition since the NGDCs are
using Section 1307(f) capacity (capacity that is paid for by the gas cost customers) to enhance
their revenues. In addition, the off-system sales programs are competing directly with marketers
for the same load, in that the NGDCs are bidding in the market for the same pipeline capacity
that the marketers are bidding for and using to service their customers.

One suggestion is to eliminate the sharing mechanisms for off-system sales and capacity
release and use the revenues received from off-system sales and capacity release to offset natural
gas costs in the Section 1307(f) filings. Section 1307(f) ratepayers would see an immediate
decrease in the cost of gas through the crediting of 100 percent of the off-system sales revenue
and capacity release revenues.

2. The Position of the Participants - Marketers generally support this concept, claiming
that NGDCs can use more expensive assets to serve sales customers and less costly assets for
profitable off-system sales. OCA and NGDCs maintain that this approach is not worthy of
further consideration, in the absence of concrete evidence or specific examples to support the
view that off-system sales and capacity release programs are impediments to competition. The
NGDCs argue that the return of retained revenues from off-system sales would produce no
meaningful bill impact, and that the discussion did not consider that a sufficient level of pipeline
capacity is needed to serve the peak demands of the residential and commercial customers in the
winter months.
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3. Requisites for Implementation - This measure would not require a statutory
amendment, but would necessitate Commission orders and possibly regulatory changes.

4. Impact on Effective Competition - It is unclear whether this concept would enhance
the development of competition.

5. Disadvantages and Costs — At this time, this approach has not been fully developed,
and an assessment of disadvantages and costs has not been performed.

G. Standardization of NGDC System Operations

1. The Issue - Differences among NGDC systems in regard to their organization and
operation have been identified as a barrier to supplier entry and full participation in
Pennsylvania’s retail natural gas market. For purposes of this report, interactions related to
system operations (at times, asset management) involve the exchange of information between
NGSs and NGDCs. These interactions entail the day-to-day activities necessary to assure reliable
delivery of natural gas to customers on the system.

The “choice market” is comprised of shopping residential and small business customers*
generally below a threshold of 6,000 MCF a year and is backstopped by SOLR service provided
by NGDCs. The “independent market” is presently comprised of shopping large volume
commercial and industrial customers and in most NGDC service territories is not backstopped by
SOLR service; rather, SOLR service is rendered by the NGDCs on an “as available” basis to
independent market customers. Historically, statewide, more than 90 percent of large volume
industrial customers and 50 percent of the large volume commercial customers are served by the
independent market suppliers.

Both choice and independent markets require certain interactions between the NGS and
NGDC in order to assure natural gas delivery to customers on the system. The number of
interactions required is dependent on the number of NGS customers served and the business
relationship established between the NGDC and NGSs operating on its system. Fewer
interactions are required between the NGDC and the NGSs in providing service to large
industrial and commercial customers than would be required when serving a number of
residential and small business customers.

Besides customer numbers affecting the frequency of interactions between the NGDC
and the NGSs operating on its system, the asset management model or transportation program
design adopted by the NGDC influences the business relationship between the parties, and
thereby also affects the number of interactions between the parties. At present, the business
relationship between the NGDC and the NGSs operating on its system can vary from NGDC to

! Section 62.72 of the regulations defines a small business customer as a person, partnership,

corporation, association or other business entity that receives natural gas service under a small
commercial, small industrial or small business rate classification, and whose aggregate maximum
registered annual consumption with the NGDC was less than 300 Mcf, or equivalent, over the last 12
months. 52 Pa. Code § 62.72.
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NGDC and from market to market on the same system. These business interactions involve the
management of system assets in regard to gas supply in the system. The purpose of asset
management is to ensure reliable system operation and to support the delivery of the natural gas
supply, provided by the NGSs at the city gate, to customers on the NGDC system.

In regard to the management of system assets, there are three general models. In one, the
NGDC acts as a “parent” to the NGSs, performing all the functions necessary to ensure delivery
of supply to the NGS customers. In the second, the NGDC and NGSs interact as partners, with
varying degrees of responsibilities vested in each player. And, in the third model, the NGDC has
exited the merchant function and acts as a common carrier for suppliers operating on its system.

In a parent relationship, the NGDC expects only one level of activity from the NGS, i.e.,
a fixed level of day-to-day delivery of gas by a NGS. The NGDC handles all other
responsibilities of asset management to assure reliable service to the customer. The parental
relationship is also characterized by:

The NGDC taking responsibility that storage is filled and deliverable to the system;

Balancing on the interstate system being limited to a single element; and

Reconciliation of gas volumes taking place only at specific times.

In the second model, the partnership relationship between the NGDC and the NGSs is
characterized by daily business interactions between the two regarding nominations, delivery,
balancing, penalties, system operational forecasts, customer requirements forecasts and outlooks.
There is an expectation that a NGS will respond as needed to stabilize conditions on a NGDC
system. This relationship grows over time and is built upon trust.

Under the third model of system operation, the NGDC functions solely as a common
carrier and possess no upstream assets for capacity or commodity.” Except for the delivery of
natural gas from the city gate to burner tip, the NGSs are responsible for all asset management,
which includes a shared liability to assure the firm supply of all NGSs operating at the city gate.
This model is not currently in use in Pennsylvania.

As long as these responsibilities are well understood by the NGS and NGDC, either the
parent, or the partner system is capable of assuring reliable service for customers. The asset
management responsibility given to the NGSs determines the risk potential of the interaction,
and can thereby affect the level of security that must be posted in order for a NGS (or the
NGDC) to be deemed creditworthy.

2. Positions of the Parties - Both NGSs and NGDCs have demonstrated that they can
operate in either the partner or parent environment and have expressed preferences for both
systems depending upon their experience. In particular, the size of the NGS, its pool and its
business plan could determine its individual preference for an asset management business
interaction model. Even at the current level of interaction and responsibility, some marketers are
willing to accept greater responsibility for managing assets and assuring service to their

2 Establishing the NGDC as a common carrier would be consistent with the NGDC exiting the

merchant function.

12



customers. A broader concern expressed by marketers is that the differences in operation among
NDGC systems act as barrier to their entry and participation in multiple NGDC systems, and that
some level of standardization would be helpful.

3. Requisites for Implementation - Requiring all NGDCs to migrate to a preferred
model for managing system assets, including the scenario whereby the NGDC exits the merchant
function and becomes a common carrier, would require comprehensive legislative changes and
subsequent Commission proceedings to ensure due process related to property rights. Business
practices governing interactions between the suppliers and the NGDC can be tailored to operate
within the preferred model.

Alternatively, it may be possible to streamline and/or standardize certain interactions
between the NGSs and NGDCs involving gas supply management on the NGDC system. These
best business practices could be defined and memorialized in a generic supplier’s tariff or
promulgated in Commission regulations.

A subgroup of NGDCs and NGSs (including pipeline operators) considered the
possibility of conforming NGDC-NGS business practices to those recommended by the North
American Energy Standards Board (NAESB).* Participants of this subgroup reviewed each
standard and business practice and identified areas of agreement and disagreement on eight
operational issues that were being reviewed by the working group and are discussed in detail
elsewhere in this report. These issues included NAESB wholesale gas nomination standards as
well as retail business practices in nine areas:

Market participant interactions;

Creditworthiness;

Billing and payments;

Distribution company/supplier disputes;

Electronic Data Interchange and Internet Electronic Transport;

Quadrant-Specific Electronic Delivery Mechanism;

Contracts;

Customer Information; and

Customer Enrollment, Drop and Account Maintenance.

The NAESB subgroup reviewed each set of standards/business practices of each of these
categories to determine if the standard or practice is already addressed by Pennsylvania rules,
regulations and/or statute, is appropriate for consideration as a Pennsylvania business practice,
may or may not be appropriate for Pennsylvania, or is not applicable.* The members of this

3 NAESB standards are federally mandated for the wholesale natural gas industry and some

NAESB principles and related definitions are federal requirements while others serve as guidelines or are
implemented on a voluntary basis.

4 For example, the NAESB Nominations Related Standard 1.1.17, relating to the confirmation
process, was identified as being appropriate for consideration as a PA business practice. Another area that
was deemed appropriate for Pennsylvania relates to the features and functions of the NGDC Electronic
Bulletin Board.
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subgroup have differing levels of agreement as to whether certain standards or practices should
be considered. This issue would require more exploration if it is to be pursued.

4. Impact on Effective Competition - Greater consistency of business interactions and
supplier responsibilities among multiple NGDC systems, may make it easier to enter a NGDC
market and secure customers on one or more NGDC systems. Further, the more that a NGS can
rely on known standards and protocols for the expected interactions, the less chance there is for
errors.

One way to create a competitive environment would be to require all NGDCs to adopt a
preferred model with system operation and other business practices standardized across the state.
A more workable solution may be to adopt certain NAESB procedures/rules to bring uniformity
to NGS and NGDC interactions.

5. Disadvantages and Costs - Mandating that all NGDCs revise their system operations
and business practices to one preferred asset management model would be a monumental task
requiring the expenditure of considerable time and financial and political capital. Allowing
NGDCs the option to exit the merchant function falls into this category. Large consumers
expressed concern that any standardization must ensure continued benefit to large volume
commercial and large volume industrial customers, and not detrimentally impact these
customers.

Some NGDC business practices could be standardized through the adoption of NAESB
practices in Commission regulations, or through their incorporation by reference in a generic
suppliers’ tariff. Such changes to NGDC business practices would require less time to implement
and would incur lower costs because of previous work on NAESB that has already been
completed.

H. Purchase of Receivables

1. The Issue - The NGDC'’s purchase of NGS receivables was examined as a way to
increase supplier participation and expand customer participation in the retail natural gas market.
In a Purchase of Receivables (POR) program, the NGDC purchases a NGS’s accounts
receivable, most often at a discount. The discount may be attributable to uncollectible expense,
i.e., bad debt of the NGS’s customers, and the NGDC’s administrative costs for billing and
collection. NGDC implementation of these programs may be mandatory or voluntary. Terms of
the programs, including purchase discounts, may be uniform across the state or individually
negotiated by each NGDC.

Controlling the costs of bad debt could permit a NGDC to offer an undiscounted or low
discount POR program. Strategies for reducing bad debt could include the NGDC’s timely
termination of service to customers whose accounts are in arrears, including the NGS gas supply
costs, the restriction of customers permitted to shop for retail supply to only those that are
creditworthy, and the implementation of a bad debt tracker and cost recovery charge separate
from the purchased gas cost rate.
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2. Positions of the Parties - The NGSs support the use of POR programs. The purchase
of NGS receivables by the NGDC promotes efficiencies, reduces costs to customers, and reduces
barriers to entry into the retail market, thus encouraging market participation by both marketers
and all socio-economic groups of customers. The purchase of receivables creates greater
consumer access to alternative supplier offers. Normally, only those customers with the highest
credit ratings will be most attractive to alternative suppliers. In a POR program with low or no
discount, credit rating is not a significant issue.

States with successful choice programs like Ohio and New York owe at least part of their
success to the purchase of receivables programs. If the NGDCs are allowed to recover 100
percent of their costs either through their base rates or a bad debt tracker coupled with a cost
recovery mechanism, marketers should not need to incur a discount on the purchase of their
receivables. The NGDCs should be allowed to terminate non-paying customers when they buy
the marketers’ receivables. Limiting bad debt exposure should decrease or eliminate any
discount that the utility would make in its purchase of receivables.

With the volatility in the natural gas market, moving from an average of approximately
$2/MCF in the late 1990s, to over $10/MCF today, uncollectible expenses have changed
significantly so that NGDCs may not be currently recovering the full amount in the purchased
gas cost (PGC) rate. In the event that the NGDCs cannot recover 100 percent of their
uncollectibles, it is the marketers’ alternative recommendation that these uncollectible expenses
be transferred from base rates to inclusion into their gas commodity costs and be recoverable
through this mechanism.

The marketers propose the creation of a mechanism to track bad debt, outside of both the
PGC and the base rates. Identifying the true total amount of uncollectible expenses would allow
for the establishment of a cost recovery mechanism to recover costs from all customers. Since
bad debt will be recovered through a recovery mechanism, the NGDC can offer a POR program
without a discount for this expense.

One NGDC agrees with the marketers' proposal for a bad debt tracker. If a bad debt
tracker cannot be established, the marketers' proposal for unbundling the PGC to create a
merchant function charge is a reasonable (and achievable) alternative. A POR program without
a bad debt tracker would require the application of a discount equal (at a minimum) to the
NGDCs' projected level of uncollectible expenses if NGDCs are not permitted to discontinue
service for non-payment to all customers. The NGDC states that the marketers' suggestion for an
arbitrary discount (i.e., 1 percent) coupled with enrollment restrictions based on a customer's
creditworthiness w