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Introduction


In June 1999, when Governor Tom Ridge signed into law the Natural Gas Choice and Competition Act (Gas Competition Act), there was a sense across Pennsylvania, and indeed the country, that competition in the electricity industry and the natural gas industry would be the wave of the future (joining with successful competitive restructuring efforts in the airlines, trucking, financial services and communication industries). Pennsylvania’s Electricity Generation Customer Choice and Competition Act was the model electricity industry restructuring act among a host of similar legislative initiatives in almost half the states in the nation. Gas competition in the industrial and large commercial market had been going on for years, and it was spreading to small commercial establishments as well. A number of well-publicized pilot programs for the offering of gas choice to residential customers seemed to be doing well. In late 1997, Governor Ridge charged the then Chairman of the Pennsylvania Public Utility Commission John Quain to form a collaborative stakeholder process that would develop in natural gas, as a similar process had accomplished for electricity, a natural gas competition act, out of which would come a competitive gas market. Of all the states, only Georgia, and subsequently New Jersey, would embark on similar journeys.


Representatives from the gas utilities, gas marketers, gas producers, gas pipelines, consumer group advocates, labor, the Legislature, and the PUC met for over a year discussing and debating how competition would come to the residential and small commercial portions of the Commonwealth’s gas market. Driven by concerns for maintaining gas industry reliability, the stakeholders (actually, a majority of the stakeholders) adopted what might be characterized as a “go-slow” approach to competition for residential and small commercial consumers over the strenuous objections of some who advocated a more precipitous “utilities-to-be-out-of-the-merchant-function-by-date-certain” approach (similar to the Georgia gas model). That hotly debated majority conclusion (certainly not a compromise or consensus position) was contained in a number of aspects of the legislation such as the approach to pipeline capacity assignment, utility business practices vis a vis the marketers, marketers’ compliance with Chapter 56 regulations, and labor’s concerns for personnel at the utilities. Another manifestation of this deliberate approach to competition was the “look-back” provision embodied in §2204(g) Investigation and Report to General Assembly see below). The majority of the stakeholders acquiesced with the concerns of some that -- just maybe  -- what was being put in place by this legislation would not yield, for one reason or another, a competitive gas market for residential and small commercial customers. No one anticipated the events that would develop in California, with Enron, and with the natural gas (and electricity) trading industries.

“Five years after the effective date of this chapter, the commission shall initiate an investigation or other appropriate proceeding, in which all interested parties are invited to participate, to determine whether effective competition for natural gas supply services exists on the natural gas distribution companies’ systems in this Commonwealth. The commission shall report its findings to the General Assembly. Should the commission conclude that effective competition does not exist, the commission shall reconvene the stakeholders in the natural gas industry in this Commonwealth to explore avenues, including legislative, for encouraging increased competition in this Commonwealth.” 

An Assessment of the Competitive Gas Market


It does not appear that there is a competitive gas market for residential and small commercial consumers anywhere in the Commonwealth. That is not to say that no such consumers are exercising their choice option. The Office of Consumer Advocate’s Pennsylvania Natural Gas Shopping Statistics of July 1, 2004 conveys that over 186,000 Pennsylvanians are shopping, about 7% of all eligible customers. However, that number has been dropping steadily (as of January, 2002, there were over 250,000 shoppers, or 12%). Despite an impressive number of PUC licensed marketers (76), very few are offering their services to residential customers. And, where there is more than one marketer on a given utility, there doesn’t appear to be much competition between them. On one utility for a number of years (if not still the case), the utility affiliate had a market share among three marketers of 99%. There are few mass-marketing efforts; there are no media advertisement campaigns; and there are but few new and competitive products being offered by marketers. The utilities’ rates change quarterly reflecting the prices being set in the wholesale market (as revealed in the futures market trading at the Henry Hub in Louisiana). The marketers are offering either one-year or multi-year fixed price offerings, or contracts with prices that change monthly. Sometimes, the marketers’ offers are lower than the utility’s, sometimes higher. But, in any event, the savings are marginal. As a result, there is no marketplace excitement. There is no buzz among consumers as to which marketer has the best prices, or which marketer has the most innovative products.


In part, the lack of competition in the residential and small commercial gas market is mirrored by what is happening in the older and more mature industrial and large commercial gas market. At one time, there were hundreds of marketers competing for this business. Now, there are but a handful on each utility system. The decline in marketer numbers seems to have ended at this point, and the percentage of customers buying from marketers has to be in the high nineties on most utility systems. Several utilities, however, continue to compete with marketers and offer bundled packages (gas and transportation) that most marketers cannot meet. On those systems, the market struggles as marketers stay away. Notwithstanding these systems, most industrial and large commercial customers in the Commonwealth can find more than one marketer competing for their business. There are also a plethora of consultants who are willing to help such users find marketers and negotiate good contracts. Thus, the competitive market for this sector of the market seems to be hanging on, yet, arguably, it could be much more robust as it once was.

Reasons for the Lack of a Competitive Market


It seems to this long-time competitive market participant that the reasons for there being no competitive market for residential and small commercial consumers and for a less than robust competitive market for industrial and large commercial customers are manifold. Each of the major players, except perhaps the consumer, has contributed to this anemic marketplace. From the Federal Energy Regulatory Commission (FERC) to the marketers, from the PAPUC to the utilities, from the regulatory players’ (the attorneys and consultants representing the various stakeholders) inability to develop the Supplier of Last Resort concept – all have contributed to the lack of a competitive marketplace for buying and selling natural gas.

FERC Responsibility


It starts with the FERC. It was its decision to unbundle the gas pipelines’ merchant function from their delivery function. This unbundling process led to the creation of a spot wholesale market for gas, where traders, and buyers and sellers could make a market. That activity allowed the New York Mercantile Exchange to create a futures market for gas at Henry Hub. Sellers and buyers then had a highly visible marketplace indicator upon which to base their sales and their purchases. Trade press publications began surveying the merchants that led to the publishing of cash prices. Another indicator of the market was born (but note that these surveys have been recently challenged for accuracy). For years, FERC nurtured this foundling market by establishing business rules for pipelines that promoted competition, e.g. monitoring and precluding certain affiliate transactions, and not allowing balancing rules and penalties (that were needed to address reliability concerns) to become too onerous. 

As a result of these FERC actions, the commodity gas market grew and flourished as did to a limited degree the pipeline capacity market. With viable wholesale markets, it was possible to build a retail market for the industrial and large commercial customers. That market did well through the late 1980’s and 1990’s. Expanding that retail market to residential customers required not only the maintenance of the commodity market but the expansion of the pipeline capacity market as well. And here, FERC faltered (or turned its attention to electricity). Rather than allowing the marketplace to set pipeline transportation rates, it succumbed to the pipelines and others who feared the market power of certain pipelines in some sectors of the country. By and large, pipeline transportation rates remain based upon the historical cost to serve regulatory model. Without the ability to actively trade pipeline capacity, the historic owners of that capacity – the utilities – hold onto it and by so doing stifle the marketers’ ability to buy and sell it, or trade it, thereby adding value to retail customers. The lack of a competitive pipeline capacity market is perhaps the primary reason for the lack of a competitive gas market for residential and small commercial customers. This conclusion is underscored by the fact that in the industrial and large commercial markets, marketers continue to obtain their own pipeline capacity, though in a much less active way since the demise (or near demise) of gas traders. 

The Role Played by the Incumbent Merchants – the Utilities


From the outset, the utilities have not been excited about giving up their merchant function for residential and small commercial customers, arguably for very valid concerns about reliability, and their (probably, very realistic) belief that they would end up “holding the bag.” However, the utilities were also reluctant participants at the beginning of  the industrial and large commercial market. For years, they fought the marketers’ “stealing” of their industrial customers with every regulatory tool at their disposal. Here in Pennsylvania, it took a resolution of the House of Representatives before the Commission established guidelines for the utilities to follow in allowing industrials to buy their own gas. Thereafter, it was still a struggle for buyers and sellers to interact with utilities on gas transportation matters. It remains a struggle today as the utilities, in the restructuring proceedings established pursuant to the Gas Competition Act, put into place difficult and even punitive business rules. Stringent creditworthiness standards, onerous balancing rules and operational flow orders – all can be, and were, justified by the utilities as being necessary for reliability. But they, and the adversarial attitude fostered by the utilities, did little to encourage the presence of marketers. After Enron, utility attitudes hardened even more, with an “I told you so” mentality, with respect both to the marketplace and to the unreliability of marketers, being more and more dominant.


It seems today that most of the utilities are ambivalent with regard to the growth of competitive markets. That ambivalence, when combined with business practices designed to maintain the status quo in the name of insuring reliability, is deadly to change. Yes, every utility’s website explains how one can contact marketers and receive information about the competitive marketplace. Bill-stuffers from time to time contain similar information. Yet, there is no commitment to do more. And, it is understandably so, since the utility knows that it is and will always be the provider of last resort – unless or until a viable SOLR model is invented.

The Ennui of the Marketers


Why have the marketers not come to the party? Most likely, it is because the rules are too strict and they perceive they can’t make a sufficient return on their investments required to establish a marketplace presence. Marketers have to be able to make money, or think that they can make money. At the outset of the C&I market, there were hundreds of marketers competing with one another. “All you need to be a marketer is a roll of quarters and a phone booth” was the saying of the day, and it was more or less true. As the market grew, back-office capability and financial strength became important aspects of a marketing company. Nonetheless, before marketer registration in some states and licensing in others like here in Pennsylvania, marketers were free agents (in that they appeared in markets or left markets frequently), and buyers had to be wary of who had substance, and who did not, or who was likely to have staying power, and who did not.


Registration and/or licensing of marketers came from the electric restructuring industry. There, it was a conscious decision to make the competitive markets open to all consumers, and not just the industrial and large commercial users as was the case with natural gas. The consequence of that decision was the need to “regulate” marketers in order to protect consumers from the “n’er-do-wells” and the market exploiters, let alone the out-right crooks. Whether it was those necessary regulations, or the timing of the fall of Enron and the loss of energy trading, or the adversarial utility restructuring proceedings, or the mandatory assignment of capacity, few new marketing entities entered the market desiring to sell gas to residential and small consumers. Certainly, the existing C&I marketers saw nothing of a money-making potential in selling gas to residential consumers in Pennsylvania, and with but a few exceptions stayed away from the residential market. There are too few marketers interested in this business, and they are not competing with each other for this business. The bottom line is that marketers have stayed away from R & SC markets. They have not come to the party. 

The Regulatory Players Are Certainly Not Change Agents


The Regulatory Players are those attorneys and consultants who practice regularly before the Commission. They represent the Commission (Office of Trial Staff), and the consumers (Office of Consumer Advocate, Office of Small Business Advocate, the law firms representing industrials). Marketers have tried to join this group, but after Enron bowed out, only utility-affiliate marketers and the larger marketers were able to hire regulatory personnel and the necessary lawyers to try to become regulatory players. The history of utility regulation, and all that regulatory players know, is that the adversarial process is the best vehicle for presenting the Commission with opposing sets of “facts” upon which it cuts with the sword of Solomon. Collaboration, the regulatory players believe, despite the Commission’s sincere effort to spawn settlements in numerous proceedings, is but an aberration. By and large, the regulatory players are much more comfortable with the adversarial process than they are with the collaboration process.


Yet, collaboration is fundamentally necessary if new competitive markets are to grow. Utilities must collaborate with marketers, and perceive them not as “stealers of their markets” but as trade allies, if competitive markets are to develop. Users and marketers have to appreciate that if the age-old utility monopoly is to be destroyed, then their collaboration with each other, and with the utility, is a pre-condition to markets. If we’re ever to figure out how competitive markets will leave no residential consumer behind, then the regulatory players have to figure out the POLR or SOLR concept.


The POLR (Provider of Last Resort, an electricity term) or the SOLR (Supplier of Last Resort) are new concepts to the historic regulatory world. They arise because of the appreciation that if the utility is no longer going to be a merchant, then some entity must perform that role.  Defining that entity and determining how it can set its prices is a difficult task in that there must be assurance that price gouging not occur, that there are sufficient financial incentives for someone to want to play the role, and that the entity will not disappear into the night. The regulatory players in several states have tried to craft a POLR entity, and arguably no one has yet succeeded. In part, this is true because the concept is so brand-new, and yet so much like the utility of old, that it defies definition. On the other hand, the concept hasn’t been defined because the process being used doesn’t lend itself to invention. The adversarial process so familiar to the regulatory players may have been adequate for the old monopoly world where the game is a zero-sum game. In most cases, it came down to dividing a given amount of money among the contending parties. The new world of competition, however, is not a zero-sum game. It is a game without limits, as players constantly come and go. The POLR or SOLR will be discovered when real collaboration appears, when the best minds of the regulatory world apply themselves to the creative process of invention.

The Role of the Commission


Competitive energy markets will not develop without a substantial amount of pushing from the Commission. The FERC appreciated that as it developed the competitive gas commodity market. It is appreciating it again as it tries to develop wholesale power markets (note how the entrenched incumbents have obtained the backing of state political spokespeople). The Commission has to expand on its role – its mission – as the Steward of Competition and become the advocate or champion of competition. This is the most difficult task of all, especially after California, and after Enron. Almost everyone’s confidence in the functioning and in value of energy markets for residential consumers has eroded. The Commission is charged with protecting the consumer; it does this by regulation. Markets protect the consumer; they do so by competition. For the Commission to make that leap to markets is akin to turning itself inside out, especially at this point in time. Yet, the voice of the Legislature as embodied in both the Gas Competition and the Electric Competition Acts is clear: grow competitive energy markets and make sure every consumer has a choice of gas and electricity vendors.


Fortunately, there are ways to encourage the growth of competitive markets before making that final leap across the chasm. Utility business practices can be re-examined and evaluated against a market-friendly rather than the reliability-only standard. The Commission could create a market ombudsman who would look at every Commission practice, policy, or proceeding with an eye toward how it advances or retards the development of markets. As was argued in the recent POLR proceedings, the easy place to begin is with the C&I market. It already exists, but it can be made more healthy. The Commission needs to understand what it can do to make it so. It can determine the process for defining the SOLR. If there is no independent SOLR, the utility will never get out of the merchant function. If it never gets out of the merchant function, there never will be a competitive residential and small commercial market.

Marketplace Development Fallacies


It should be noted, that in the opinion of this marketplace advocate, the Commission should not be concerned with educating or informing consumers, as was the case in its efforts to grow the electricity market. Advertisement campaigns cost a lot of money. They make their sponsors feel good especially after the surveys performed by public relations firms or consultants display high levels of consumer awareness. Yet, the marketplace is the best place for product and price knowledge to be conveyed. Consumers will be informed and educated when the markets develop, not before. If there aren’t players competing with one another, the public will not be informed. The bad apples will be identified and cast aside. 


Some have argued that competitive gas markets haven’t developed because the price of gas has risen so much. Such people are missing the fact that markets function in times when prices rise and when they fall. Certainly, no one likes to see prices rise when he or she is buying, and we all certainly expect that prices will fall when there is active competition among sellers. But markets are more than just prices. In times when prices are rising, a marketer competes by finding ways to add more value to his product than his competitors do. As a current buyer of natural gas, I expect to see rising gas prices for some time. In a recent gas vendor selection process, I made my decision not on the lowest gas price, or even the lowest basis price, but on value. I chose a gas supplier according to which of the three competitors vying for my plant’s gas requirements would do the best job in eliminating balancing costs, and in implementing a hedging strategy.

Conclusions


What then should the Commission say in its report to the General Assembly?  It must certainly report that the competitive gas market for residential and small commercial customers barely exists and hasn’t grown as expected. Therefore, it would seem to this marketplace advocate, to be in compliance with §2204(g) of the Natural Gas Choice and Competition Act, the Commission has to reconvene the stakeholder collaborative. The collaborative when convened is likely to appreciate that the primary reason a competitive gas market doesn’t exist in the Commonwealth is the lack of marketers interested in competing with one another for this business. The discussion will then arise as to why the marketers are not participating. As argued above, to address this most critical issue, the Commission should have the collaborative address three critical areas:

· Revisit Capacity Assignment (which would also entail communication with the FERC with regard to the need to develop the pipeline capacity market)

· Re-examine utility business practices with a focus on removing barriers to competition rather than just upon preserving reliability

· Develop the SOLR concept such that by a date certain, the utilities can leave the merchant function if various parameters have been met

In addition, the Commission should become a more active Steward of Competition by establishing a new Office of Competition that would have ombudsman powers in developing markets. Perhaps the first function of that new Office would be to manage the “look-back” collaborative.

Respectfully Submitted

T. W. Merrill

August 26, 2004

