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When the Natural Gas Choice and Competition Act was signed into law in June 1999, the Independent Oil and Gas Association of Pennsylvania (IOGA) was optimistic about the future of competition in the natural gas supply market.  There were concerns by many of us that certain provisions of the Act and the conservative, “go-slow” approach would not yield all the results that were intended.


IOGA has long advocated a free market approach to the natural gas business.  We were not driven only by the altruistic realization that competition was good for consumers, but by the recognition that it was good for producers also – a true win-win situation.

When IOGA was formed as the Pennsylvania Natural Gas Associates in 1979, the nation had experienced the second “oil shock” in the aftermath of the Iranian revolution.  Producers were then optimistic about the changes brought about by the Natural Gas Policy Act toward a total deregulation of gas prices at the wellhead.


The Pennsylvania natural gas producing industry would not have benefited, however, if the Pennsylvania PUC had not made the first steps toward a competitive marketplace by allowing industrial and commercial markets to transport third party gas supplies on utility pipeline systems.  The PUC actions changed the traditional relationship between the Local Distribution Companies (LDCs) and local producers of natural gas.  Likewise, actions by the Federal Energy Regulatory Commission had the same effect.


Prior to these actions producers were “trapped” with one and only one practical market in any given area.  We could sell our gas to a regulated monopoly at whatever price that entity chose to offer.  With interstate pipelines exiting the merchant function and LDCs transporting gas, our gas production could be sold to multiple customers at market-based prices.  These deals could be made directly between producer and customer, or through an independent marketer.


The evolution brought on by FERC’s unbundling of the interstate pipeline merchant function from the delivery function led to a true wholesale market for the  natural gas commodity.  Every player – producer, consumer, and merchant – could see a true market-based price for the commodity at Henry Hub in Louisiana.  The value of gas to the Pittsburgh market, for example, would be a city gate price equal to the Henry Hub price plus the cost of transportation to the city gate.


IOGA believes that transparency of prices through a national market best approaches the definition of pure competition, assuming all else is equal.  Unfortunately, this is false assumption.

CURRENT STATE OF COMPETITION


A quick review of the percentage of customers on each LDC (or “NGDC” under the Gas Competition Act) who have taken advantage of the freedom to choose a provider is sufficient to judge the success or failure of customer choice in Pennsylvania.  Add to that review an examination of how many marketers are active on these systems, and how large a percentage of each LDC’s residential choice participation is dominated by the utility’s “independent” affiliate, it becomes quite clear that the results under the Act have not met the hope and expectation.


We are sure it can be argued, and will be argued quite piously by the NGDCs and their affiliates, that the failure is a result of customers’ total delight and satisfaction with their utility supplier and/or its affiliated supplier.  Perhaps I am somewhat cynical, but I seriously doubt the truth of that contention.


Where are all the marketers?  Why have they not been aggressively pursuing residential customers?  Why aren’t customers shopping for natural gas?  WHAT COMPETITION?

HOW DID WE GET HERE?


The failure of FERC to take the action(s) required to create a viable pipeline capacity market to compliment the free market of the commodity gas is certainly one cause of the lack of success of customer choice.  FERC remains bound to the traditional regulatory method or model of pricing capacity.  A century of familiarity, habit and self-perpetuation in the regulatory game may be responsible.  Perhaps fear of the unknown or unseen problems that could occur if the FERC ventured outside of its comfort zone may be a reason.  Perhaps the resistance of the various players – attorneys, rate consultants, FERC’s staffers – has held up this logical next step.  Or finally, perhaps FERC’s detour to electric competition placed gas too far on the back burner to proceed.

The implosion of Enron and difficulties to the entire energy trading market as a result of this implosion certainly has been damaging to Choice.  Price volatility resulting from this, as well as price speculation and the disappearance of the infamous “gas bubble,” have also been factors damaging to Choice.


Price transparency is a good thing, but it also has a drawback.  Because market clearing prices are so transparent, competition forces buy/sell margins to decline quickly.  For the consumer and producer, this is the beauty of competition.  For the middle man – marketer or broker – thin margins force extreme efficiencies, shake-outs, or other efforts to gain a competitive edge.  Many marketers and brokers took perilous positions in the financial marketplace, gambling on derivatives or other speculative hedging positions that were aggravated by price volatility.


These, however, are national problems not specific to Pennsylvania’s Act.  There are problems that this Commission and the General Assembly could address and fix if they are of the mind to do so.  These are Pennsylvania-specific problems relating to Customer Choice, utility regulation and free markets.


There are several problems in Pennsylvania’s Customer Choice model.  Like FERC, the regulatory players in and around the Commission have never fully understood or dealt effectively with free market players in a regulated environment.  One glaring example was the Commission’s insistence that NGSs should shoulder a portion of the cost of operating the Commission.  Although the law was specific in establishing that NGSs were not to be treated as utilities for any reason, the Commission apparently had difficulty grasping this concept, and the valid reasons the marketing community had for opposing the Commission’s position – until an IOGA funded lawsuit successfully overturned the Commission’s effort in Commonwealth Court.


There are other problems with the Pennsylvania model that various commenters will address, I am sure.  However, there is one overriding concept that the legislation ignored which ultimately will doom Customer Choice to failure until it is indeed addressed.


Competition must be fair.  That is a pretty simple statement.  Every player must operate on a “level playing field,” a concept and term thrown about often during the collaborative effort to draft the Act.  As basic as this principle is, and as widely touted as it was during the collaborative process, there remains one problem – the 800 pound gorilla of a problem with the Pennsylvania model.


There can be no fair competition between an unregulated NGS and a regulated monopoly.   A monopoly cannot, nor will not, ever accept a level playing field and fairly compete with any other supplier on its system.

The same can be said about an unregulated affiliate of the incumbent utility.  The opportunity for “mischief” between the two entities is too tempting and too easy to disguise.  The myth that some effective “China Wall” is or can be erected between these entities is just that – a myth.  There are too many anecdotal stories from customers and marketers about “sweetheart” deals between sister companies and between the sales and delivery functions within the utility.  Proving the existence of these special deals is next to impossible.  A customer receiving a special deal on transportation is not going to jeopardize his advantage by providing the Commission or another supplier with written support to prove the deal’s existence.  It is clearly not in the customer’s best interest to do so.


There is also a cross subsidy problem in which employees of the regulated monopoly are actually providing services to the nonregulated affiliate at ratepayers’ expense.  On the other hand, the NGS must actually pay its staff out of any meager profit it he can make on supplying gas.


The utilities may also leverage their regulated delivery systems to “extort”

or extract concessions and financial benefits from the producing community.  IOGA members are currently experiencing this from two separate NGDCs.  Further discussion of these types of efforts must be avoided at this time due to potential legal action that may be forthcoming.


The cold reality of the situation is that as long as the utilities continue to serve customers through their regulated activities and/or “compete” with NGSs through their unregulated affiliates, their will never be true competition and Choice in Pennsylvania.
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