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COMMENTS TO THE PENNSYLVANIA PUBLIC UTILITY COMMISSION

Investigation into Competition in the 

   
       Docket No. I-00040103

Natural Gas Supply Market

Comments of Shell Energy Company, LLC

I.
INTRODUCTION

Shell Energy Services Company, LLC (“Shell Energy”) files these comments in response to the Commission’s Order of May 28, 2004, requesting comments on the level of competition in the retail natural gas industry in Pennsylvania and means for encouraging increased competition.  


Shell Energy currently provides retail natural gas energy services to residential and small to mid-sized commercial customers in Georgia and Ohio.  In Georgia, Shell Energy provides natural gas service and all related billing, back-office, call center, and customer care services to its customers (as do all certificated marketers in the Atlanta Gas Light market).  In Ohio, Shell Energy provides natural gas service behind three separate local distribution companies (LDCs), and is currently the provider to about 80,000 Percent of Income Payment Plan (“PIPP”) customers in the Dominion East Ohio service area.  Shell Energy relies on the extensive supply and trading abilities of its affiliate, Coral Energy, which is a licensed gas supplier in Pennsylvania, serving large commercial and industrial load.  


As a supplier with growth aspirations, Shell Energy has an interest in the competitive retail structure of the Pennsylvania market.  Shell Energy confines its comments to a limited subset of the questions posed by the Commission.  Comments are offered as suggestions for the Commission to consider and act upon if it desires to expand the value of competitive supply for consumers in Pennsylvania and make the market attractive to potential entrant suppliers.

II.
COMMENTS ON THE QUESTIONS POSED

1. The assessment of the level of competition in Pennsylvania’s natural gas supply service market.

If a state’s market has been open to competition for a number of years, one of the best indicators of the quality of that market is the customer participation level.  A high or at least growing level of participation indicates that customers find value in participating in the market, and marketers are allowed to deliver valuable services.   In Ohio, for example, residential enrollment has reached an average of about 40% across the states’ four LDCs, and sustained participation in excess of 50% has led Dominion East Ohio to seriously consider voluntarily exiting the merchant function.  

The level of competition in Pennsylvania’s natural gas market is low and sinking ever lower.  Data from the Pennsylvania Office of Consumer Advocate show a steady decline in the absolute number and percentage of consumers participating.  This is true statewide and for each LDC with a non-trivial participation rate. 

Without any further analysis, these data tell a compelling story to a potential supplier entrant.  On the surface, the story told is a simple one – the state’s competitive retail market is failing, and there are no obvious signs of an impending turnaround. 

Percent of Residential Customers Served by Alternative Suppliers 
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	Columbia Gas
	31.4
	31.2
	24.4
	21.8

	Dominion Peoples
	35.1
	32.9
	28.6
	26.3

	Equitable Gas 
	10.3
	10.2
	8.9
	8.3

	State
	12.3
	12.0
	9.9
	7.3



2.
The effect of the price of natural gas on competition.

The single most important determinant of the level and quality of competition where the utility remains in the merchant function is the utility’s price for gas commodity service (i.e., the gas commodity rate, or “GCR”).  The methodology for determining the GCR can make or break the market.  With a proper, pro-competitive methodology for calculating the GCR, a retail market can thrive regardless of the level of wholesale natural gas prices.   Without such a pro-market methodology, it will be difficult if not impossible to establish a viable market.  

When the utility remains in the merchant function, the GCR serves as the “price to beat” and is a critical factor influencing customer choice.  However, the LDCs methodology for determining GCR is fundamentally different from the marketer’s approach to setting a competitive price.  Rules in Pennsylvania that govern GCR determination discourage choice of third party suppliers and put marketers in the position of competing against the incumbent utility rather than each other.   

There are at least three reasons why the GCR rules are discouraging competition and exercise of customer choice:

1) an annual GCR filing by a Section 1307(f) LDC creates the illusion that the customer is receiving a stable, fixed rate from the utility.  In reality, the customer is receiving a variable rate that is subject to later (upward) adjustment, sometimes long after the period when consumption occurred, to keep the utility whole for its actual costs.  By contrast, marketers offer a true fixed price that is not subject to later upward adjustment.  Indeed, the 12-month fixed price is a principal product offered by Shell Energy in the AGL market, and it is a mainstay product of all marketers in the Ohio markets.  But it is not likely to be an attractive product in Pennsylvania because customers incorrectly perceive they are getting price stability through the utility.

2) incentives exist for the utility to establish below-market GCR rates that under-estimate its actual costs, thus creating the illusion that the LDC’s price is better than the marketer’s price.  In a period of rising prices, a normal tendency will be for an LDC to under-estimate costs.  If it under-estimates costs, it avoids or minimizes customer and political consternation, and per 1307(f) it will recover its “mistake” with a premium amount of interest.   If it over-estimates costs, it risks incurring the wrath of customers and political leaders, and it must refund its “mistake” at an even higher interest rate.  

3) the competition is inherently unfair:  marketers must compete with a price reflective of fully loaded gas costs against a GCR that by rule can only reflect an LDC’s pure gas cost (it excludes non-gas cost items).  Marketers incur personnel and other costs to manage supply, address legal and regulatory issues, perform accounting, financial, and management functions, and maintain call center functionality.  For utilities, the comparable costs are recovered in base rates.  For marketers, these costs must be recovered through the price of their product, a price that consumers will compare to the GCR.  Customers that select a marketer thus double-pay non-gas costs; once to their supplier, and once to the utility through the inclusion of such costs in the transportation rates.  

A pro-competitive methodology is one where the gas cost component of the GCR is adjusted monthly and follows a formula that reflects wholesale market prices.  NYMEX futures, for example, could be used in the pricing formula for the upcoming month, one month in advance.  True-ups would be performed monthly.  A mechanism linked to market prices sends accurate price signals and avoids large after-the-fact adjustments for over- or under-recoveries that further distort the price signal.  It also minimizes or eliminates the need for discretionary forecasts of gas prices by utilities. 

Would such a mechanism expose customers to undesirable price volatility?  In our view, no.  Customers who want stable, guaranteed prices would select these products from marketers, avoiding monthly price volatility and exposure to higher than anticipated prices through utility true-ups.  Marketers can offer such products because they can align their hedging strategies with customer choices; i.e., one-year hedges are purchased for customers who desire one-year fixed prices.  In reality, the monthly, market-based GCR does not increase a GCR customer’s exposure to volatility; it simply compresses that exposure into a shorter time period rather than deferring it months into the future, as happens under the current system.   

Evidence shows monthly market-based pricing is accepted by residential customers and is conducive to expanded choice participation.  Vectren of Ohio (serving Dayton, Ohio and surrounding areas) initiated a customer choice program early in 2003, and residential participation has quickly grown to 25% in a short time period.  Vectren utilizes a monthly, market-based GCR that the Ohio PUC allowed in 2003.  Nicor Gas (serving 1.8 million customers in and around Chicago) has a monthly, market-based GCR.  Nicor’s Choice Program was made permanent early in 2002 and residential participation has grown over the past 2 years to a modest 7%.   A majority of AGL’s 1.5 million customers voluntarily elect to receive monthly variable prices, although one-year fixed prices also have a sizable market share. 

6.
The effect of natural gas distribution company penalties and other costs on competition.

For retail competition to take root and survive, a retail provider must be able to establish a direct relationship with the customer.  For natural gas suppliers, a principal opportunity for that contact occurs through the presentation of a monthly bill and related information.  Pennsylvania does not permit that relationship to take root; LDCs continue to hold that direct retail relationship and suppliers truly are a “third party”.  Suppliers are given the opportunity to present a commodity-only bill, which amounts to little more than an annoyance to the residential customer.   Suppliers are literally at the mercy of the LDC in constructing products, collecting money, and communicating to customers.  

The tariff of Peoples Natural Gas is representative of Pennsylvania LDC tariffs, and perhaps clearer than most, in conveying exactly where the supplier stands:

· “The Company shall maintain a limited amount of billing system space and accordingly, shall offer only a limited number of price plans per NGS.”

· “The Company shall not be required to make programming changes to accommodate the NGS’s rate structure.”

· “The billing envelope shall not provide space for inserts from the NGS.”

· “The Company will remit to the NGS on a monthly basis all amounts actually paid to the Company by the ratepayer relating to the charges billed to the ratepayer on behalf of the NGS” …. after deduction for current company charges.   

These practices convey a “suppliers are unwelcome” message and limit the ability of suppliers to develop a retail relationship with its customers, both of which constrain development of a competitive market.  The following reforms are needed:

· Billing services should be unbundled from the LDCs’ rate structure and made optional to the supplier.  LDC rates for billing should reflect fully allocated embedded billing costs, including bad debt and collection.  These costs should be simultaneously removed from transportation rates.  Consolidated billing by the supplier should be encouraged with LDC charges collected through the supplier’s consolidated billing.  Ultimately, billing should be made fully competitive.

· In the interim period prior to full billing unbundling, LDCs should be required to purchase marketer receivables at an appropriate, cost-based discount rate.  Receivables purchase by the utility removes the controversy over payment priority and removes the inherent unfairness of having marketers’ receivables last in the payment posting queue.  

III.
CONCLUDING REMARKS


To reverse Pennsylvania’s downward trend in residential participation in customer choice and create customer value from competition, Shell Energy recommends that the Commission initiate immediate action that will:

· Institute monthly market-based GCRs for residential customers

· Require that LDCs purchase marketer receivables as a transition step toward the full unbundling of billing services by LDCs.     

Longer term, the Commission should investigate the proper role of the utility in providing merchant gas services, with an eye toward eliminating that role once it can be determined that the competitive market is capable of providing those services in Pennsylvania.   
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