6. State Regulators Promote Consumer Choice
in Retail Gas Markets

Restructuring of interstate pipeline companies has created new
choices and challenges fdocal distribution companies
(LDCs), their regulators, and their customers. The process of
separating interstate pipeline gas sdlesn transportation
service has been completed and has resulted in greater gas
procurement options for LDCNow LDCs canbuy gas
directly from producers or third-party marketers in a
competitive market, arrange fstorage and other services, and
contract with pipeline companies for transportation.

[
Large industrial customers and electric utilities have had access
to competitively priced natural gas supplies for a number of
years. Consequently, some high-volume users had physically
bypassed LDC systems, buying tiamgation and gas supplies
from pipeline companies and third-party marketers. State
regulators wanted LDCs to be able to compete large
customers that have accesslt@rnative sources of gas supply e
or alternative fuels. With the agreement of their regulators,
LDCs began to develop transportation programs to compete
for and retain the business of their large customers.

Unbundled das and delivery services for large industrial and
electric utility customers ar@ow commonplace Based .
on a sample of LDCs, bundleshles delivery to industrial
customers has declined from over 47 percent in 1987 to barely
24 percent in 1995, while for comra&l customers it declined
from 93 percent to 77 percent (Figure 42). Meanwhile, e
residential customers continue to take almb3d percent
bundled service. The challenge for State regulators and other
industry partigants is to find ways to extend opportunities to
choosegas service suppliers to smaller commercial and
residential customers.

through aggregation schemes? Can regulators avoid cos
shiftingrom the competitive market to captive
customers?

What unbudled services can be offered competitively to
allclasses of customer$dr example, should services
such as billing, equipment repairs, and metering be
offered competitively?

How should unbundled service be priced? Regulators
hétienialigl based rates on the costs of providing the
service. In a competitive thargdte would reflect
upplysand demandome State regulators are attempting
to bring the benefits of the competitive market to the
noncompetitive market using performance-based rates.

What obligation does the local distribution company have
as a supplier of last resort to serve cwstnriave
chosen to buy gas through a third party? Who is
responsible for maintaining fstbitity and how

will its costs be allocated?

How should costs associated with the transition to a
competitive market be sharadng LDC shareholders
and the various customer classes?

What is the appropriate corporate structure of an LDC in
a more competitive environment?

Many of these issues relate to regulators’ key responsibilities
to ensure reliable service and to protect the interests of captive

commercial and residential customers from excessive cost

shifting by the industry. Many States are concluding that it is

Some regulatory agencies have begun to reduce the threshold
volume of gas consumption needed to qualify customers for
LDC transportation-only services. They are initiating
experiments to encourage smaller customers, even residential
users, to aggregate into groups arcise choice in gas
markets. All of these changes are clearly driven by regulators
and industry’s desires to gie®nsumers access to gas services
that meet individual needs in the best way and at the least cost.

possible to capture the benefits of unbundled sales and deliver
service for small customers, without degrading overall system
performance.

Extending Choice to Small
Customers

State regulators face an array of considerations in determinin§tate regulators are experimenting with various methods to
how to capture the benefits of unbundled wholesale and retafxtend choice to small customers. Some regulators are

service for small commercial and residential customers. Some
of these issues include:

e \What is the smallest customer class tvatild benefit
from taking unbundled sales andidery service? Can the
benefits of deregulation be extended to small customers

Energy Information Administration
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Figure 42. LDCs Sell a Smaller Share to Industrial and Commercial Customers, 1989-1995
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LDC = Local distribution company.
Source: Energy Information Administration (EIA), Office of Oil and Gas, derived from Form EIA-176 data on sales and transportation deliveries by
customer class, based on a large sample of LDCs.

making provisions to allow third-party marketers to aggregate to large industrial and commercial customers. This capacity

gas needs of smaller residential and commercial customers to can be used by these customers to transport gas purchase

overcome minimum threshold requiremehits. Under these from a third-party marketer. As part of their unbundling

proposals, small customensould purchase gas from a gas programs, some regulators are reduatingDCs make

broker who aggregatesheir loads and contracts for available upstream facilities to their smaller customers, so that

transportation and gas supplies with pipeline companies, these customers do not have to contract with interstate pipeline

producers, and/or other marketers. For example, the New York companies directly. This “capacity” reassignment has the

State Public Service Commission on Mayl 996, permitted advantage of shifting some financial obligations from LDCs to

core customers who use more than 35,000 therms of gas the transportation customer, and any savings can be passe

annually to purchase gas from third-party marketers. This along to the LDCs’ captive customers.

program allows marketers to aggregate smaller residential and

commercial customer gas loads so that the minimum threshold In extending choice to small consumers, regulators must

requirement for obtaining unbundled delivery-only service ensure that remaining customers do not incur higher charges as

from the LDC can be met. a result of LDCs spreading their fixed costs over fewer
customers. Customers leaving an LDC'’s system results in a

One obstacle to retail competition is that most interstate shrinking customer base, and rates to remaining customers will

pipeline capacity, storage, and other facilities for delivering gas likely increase, other things being equal. Most regulators are

to the citygate is held by LDCs. Some public utility n#Eng this problem by continuing to oversee rates charged
commissions have required LDCs to assign a portion of their to captive customers. However, others believe that a
firm interstate pipeline commitments and storage capabilities cotimperetail gas market will not allow LDCs to pass

along these higher costs.

M Minimum threshold requirements are often established to minimize the
wholesale exodus ¢fDC customers to independent marketers, which could
place the.DC in financial hardship and/or result in large price increases for
remaining captive customers.

Energy Information Administration
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Unbundled Services

The industry is investigating the use of real-time pricing that

allows variable pricing of services depending on system load.

States are challenged with identifying services that can b
offered in a competitive markdthey also must identify which
customers would benefit from taking unbundled services.
Unbundling need not stop with supply and transportation.
LDCs provide many ancillary services, including storage, loa
balancing, billing, metering, and equipment repair that could
be provided by third parties.

&ricing service this way could result in better load management
as consumers become aware of peak prices and reduce their
consumption during peak dematimhes.For these programs

to succeed the extra expenseazl-time metering must be less
gthan the savings from better load management.

Corporate Structure

When deciding which services to unbundle, puhitdity
commissions must first determine whether savings and gains

To ensure a fair and competitive retail market, State regulators

in efficiency outweigh the cost of unbundling. They also want ill centinue to oversee the corporateucture of LDCs. Many

to ensure the quality of serviclor all customers, the
dependability of third-party marketers, and avenues of
recourse in the event that a marketer failpedorm on its
contracts.

LDCs are establishing unregulated affiliates to compete with

third-party marketers, pipeline companies, and producers.

Regulators are requiring LDCs to restructure their operations
so that theyrmaot show favor to themwn marketing affiliates

when setting transportation rates. Three typambiundling

One rationale behind unbundling ikat by picking and
choosing, consumers can tailor gas servicenget their

For example, an industrial customer that has access to
alternative fuels can afford greater risk ita supply and .
transportation arrangements, perhaps taking mostly
interruptible service. Hospitals and schools require greater
supply and transportation reliability to meet seasonal and daily
requirements. They would probably also need expensive
backup supply irtase of an emergency. However, even they
could benefit from unbundling which would enable them to e
contract for various qualities of supply and transportation that
best fit their needs.

Pricing of Unbundled Services

The pricing of unbundledervice will depend on the degree of
competition for each of the services. On one hand, regulators
need not oversee the pricing of gas services offered in a
competitive market. Othe other hand, regulators will want to
continue to regulate the prices of monopoly services. Almost

provide increased assurance that corporate affiliates will not be
given preferential treatment and that effective competition will
particular needs and in the process reduce their overall costs.

be fostered.

Functional Unbundling. Services are offered on an
unbundled basis, btthe corporate structure remains the
same. This provides the least assurance that an LDC will
be unable to provide preferential treatment to other arms
of the company.

Corporate Unbundling. Services are offered by separate
corporations under an umbrella corporation or holding
company. Various safeguards are erected to ensure that
affiliate corporations do nqirovide preferential treatment

to each other.

Corporate Divestiture. The corporation is required to sell
affiliates that could benefit from preferential treatment if

it were to remain part of the corporation. This provides the
most assurance that the company has no incentive to favor
a particular marketer.

all public utility commissions (PUCs}till consider gas  Brooklyn Union’s corporate restructuring plan, recently filed
delivery to be a monopoly servitieatshould continue to be ~ With the New York Public Service. Commission, is one
regulated. Consequently, PUCs are attempting to instituté€Xample of ongoing restructuring of LDES.  Under the plan,
various incentive (or performance) basede schemes to ~Brooklyn Union woulcbecome a holding company with three
encourage LDCs to reduce distribution costs and then pas§'ain business units concentrating on local distribution, energy
these savings through to consumers (see box, p. 116). marketing, and energy-related investments in international

ventures.
The correct determination of services that can be offered under ] ]
competitive pricing is critical. If the PUC regulates rates for aAS part of its plan, on May 21996, Brooklyn Union
competitive service, the LDC could lose customers and LDcannounced the formation of a gas-marketing affiliate,
rates to remaining customers would probably rise. If the PUC
allowed excessive price flexibility for a service in a
monopolistic market, higher prices and customer price
discrimination could occur.

8Brooklyn Union Press Release (April 25, 1996).
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Performance-Based Ratemaking

Regulators have proposed and implemented a variety of rate structures that move away from traditional cost-of-servicg
provide incentives for firms to lower costs and operate more efficiently. Incentive rates provide opportunities for firms to
keep profits in excess of their allowed rate of return as long as prices to consumers do not increase too much or more than
otherwise. The Federal Energy Regulatory Commission (FERC) has asked pipeline companies to file incentive rate prg
transmission and other regulated tariffs, while several States have established incentives for local distribution companies
lower their gas purchase costs.

Traditional cost-of-service rates dot promote innovation arefficiency by regulated firms. Simply stated, cost-of-service r
are based on a “snapshot” of a firm’s total cost of providing service plus a “fair” profit. Once rates are set by the regulatg
no incentive for a company to try and reduce costs or operate more efficiently since in the long run they could not keep any
profits in excess of the allowed return. In fact, cost-of-service rates can have the perverse effect of providing incentives
to operate less efficientlfzor example, since the rate of return is based on the cost of capital, firmsnooesse revenues b
increasing their invested capital. Also, most day-to-day operating costs, such as the cost of gas for an LDC, can be pas

rate schemes have either been implemented or are under consideration, including: cost indexing, price caps, flexible raf
and profit sharing.

reductions. A target rate for a service is established based on a firm’s cost-of-service. The target rate is then indexed

available price. For example, an LDC'’s gas purchase costs might be indexed to the price of gas on the spot market. Profi
resulting from deviations from the target are then shared between shareholders and customers. A major drawback to cd
is that a traditional rate review proceeding isureef to establish costs in the base year. Regulators rely on data provided by t
and there is an incentive for firms to overstate their costs in order to earn greater returns. Cost indexing is very similar to
cost-of-service rate regulation, and although it provides incentives for firms to operate more efficiently, it does not necesg
to an equitable solution or a more efficient market. However, a number of other incatdigehemes have been proposed

implemented that provide incentives for firms to operate more efficiently and also lead to a more equitable solution for ¢

Price capsareone of the most widely used forms of incentive rate regulatioraemdised worldwide in the gas, electric, g
telecommunications industries. Under a price cap, changes in the price of a service are constrained by indices that ref

individual firm to try to reduce total costs and to exceed productivity growth of the industry average so that they can e3
profits. Many price cap proposalkare the higher profits between shareholders and customers, while other proposals allow
to retain all incremental profits. Allowing the firm to retain all incremental profits maximizes the incentive for a firm to cu
while the benefits accrue to consumers when the price cap is reduced at the next rate review.

placed on all services proled by a firm, or just on monopoly services? In competitive segments of an industry, firms alrea
a market incentive to reduce their costs. Placing price caps on monopolistic services would make it difficult for a firm to
lower rates, in markets where it faces competition, by raising prices indhepoly market. However, firms could potentia
circumvent this aspect of price caps by reducing quality of service to their monopoly customers. A major disadvantage to
is that under favorable conditions a utility coplatentially earn large windfall profits. Recent windfalls to electric utilities in Brit
resulted in a public outcry and government review of utility pricencaphanisms. Several incentive rate proposals attempt to re
these problems by placing a cap on profits rather than on prices.

Flexible rates of return place limits on the size of a firm’'s pitsf “Dead bands” are developed around a predetermined rate of

in which the firm can operate and make a greater or lesser profit. For example, a regulator might establish a dead band be
of return of 11 and 14 percent, on either side of 12.5 percent, the firm’s cost of capital determined in a conventional cost-
rate case. Between 12.5 percent and 14 percent, the LDC would retain all the profits. Profits exceeding 14 percent woulg
between the LDC and its customers. Likewise the LDC could add a charge to customers if the rate of return falls below 1
Flexible rates of return are easier to implement than pricerespsring less information about costs and indexes. However, the
bands must be broad enough to provide sufficient incentives to the firm, while ssntieetimenot resulting in unreasonab
windfalls. Another variant of incentive rates, profit sharing, eliminates dead bands, with all profits shared between firm shg
and customers.

Profit-sharing schemes are easier to implement than price caps or flexible rates of return, requiring less information by r¢
Under profit sharing, consumers and firm shareholders split profits over and above a specified level according to a pred
share.
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KeySpan Energy Services IF¢. KeySpan Energy Services LDCs have incurred their own transition costs associated with

will buy andsell gasand provide transportation and related contractual obligaflamgransmissiorcapacity that is no
services, initially tandividual large commercial and industrial longer required, supply contifzatsare no longer needed,
customers and then to aggregated residential and small and overbuilding of distribution capacity to serve a market that
commercial customers. has either disappeared or failed to materialize. As with the
transition costs incurred from interstate pipeline companies,
Another example is the plan by Pacific Gas and Electric State regulators must lkewideDCs’ transition costs
(PG&E), a leading distributor in California, to restructure its houdd be allocated betwe€®DC shareholders and customers.
operations and form a holding company. Under the One solution to lessen the impact to these parties is for LDCs

restructuring, PG&E would transfés ownership in Pacific to turn back long-haul pipeline capacity rights not required to

Gas Transmission, an interstate pipeline company that serve core customers to the pipeline companies (see Chapter

transports gas from Canada to California, to the holding 2).

company. The restructuring is expected to be completed by the

end of 1996. The precise path taken by regulators towards a more
competitive retail gas industry wilary by State and market
conditions. The economics of building a retail distribution

Obligation to Serve system to serve small commercial and residential customers
probably precludes a competitive market developing for the

State regulators are responsible for ensuring safe and reliabl@C@! transportation of gas. Therefore, States would probably
service to core customers. If the LDC is responsible only forV@nt to continue to regulate this segment of the industry to
transporting gas for others, a question arises about who shoufe!Suré service and rates to remaining customers. However,
provide gas in the event of a shortfall. Meeting peak- da: hould LDCS abandon their merchant role as interstate pipeline
requirements is one of the most expensive services offered bfoMPanies have at the wholesale level, even the smallest
LDCs. If customers buy relatively inexpensive supplies from onsumers could potentially gain access to competitively
third-party marketers, who théail to perform during peak ~ Priced natural gas supplies.
demand periods, should the LBl be held to be the gas
provider of last resort? If sohow shouldthe LDC be .
compensated? Recent State Actions to

N . . Unbundle Retail Gas Markets
Many PUCs are settling this problem by simply providing
customer choice and invoking “buyer beware” for those who

choose todeave the LDC. Other PUCs are mandating that .
customers. Some States, for example lowa, unbundled services

cert_qln customgrs buy backgmrwce from the LDC in to residential customers in the mid-1980's. Although in lowa’s
addition to services they obtain from marketers. In general,

. " C case, a lack of marketer interest has hindered the development
PUCs will probably abadontraditional obligation to serve for . " )
. L . : of effective competition. Many States are asking LDCs to
sales service, but retain it for LDC delivery service to assure .
o : propose plans to offer unbdied service to smaller customers,
reliability of service. ; ! X .
while others have begun implementing unbundling proposals.
For illustrative puposes, highlights of programs are described
.- for New York, Maryland, and California. NeWork was
Transition Costs amongthe first States to restructure LDC operations down to
the residential level; on May 1, 1996, Brooklyn Union became
Regulators must address the incidence of costs resulting frorthe first LDC to giveall customers the option to purchase
the transition to a competitive retail market. In the wholesalenatural gas from third-party sources. Maryland approved small
market, the Federal Energy Regulatory Commission allowectustomer unbundling experiments by the largest LDCs,
interstate pipelineompanies to pass transition costs to both peginning in November 1996. California was chosen for its
core and non-core customers in the form of highermarket size and the fact that as early as 1991, it offered small
transportation tariffs. State commissions generally allowedand medium-sized customers entry to competitive gas markets
LDCs to pass these costs anng to their customers. HOWBVthrough its Core\ggregation Transportation (CAT) program.

underthreat of bypass by industrial and large commercial Table 13 summarizes recent actions taken in other States.
customers, LDCs probably passed transition costs

disproportionally to captive residential and small commercial
customers, while also absorbing some costs.

Most States currently allownbundled services only to large

9Brooklyn Union Press Release (May 2, 1996).
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Table 13. Unbundling Actions by Selected State Public Utility Commissions

State

California

Connecticut

Georgia

lllinois

Indiana

lowa

Maine

Maryland

Massachusetts

Michigan

Minnesota

Significant Actions Date

Defined core and non-core market segments. Non-core segment allowed to
buy unbundled supply and transportation.

Statewide capacity brokering plan for allocation of interstate capacity to non-
core customers.

Adopted rules for a permanent core customer aggregation program that
allows small customers to pool together to receive transportation-only
senvice. Pacific Gas & Electric should unbundle its services by 1/1/1998 and
Southern California gas and San Diego Gas & Electric should offer
unbundled services by 1/1/1999.

Required firm transport service to commercial customers.

Order addressing cost-of-service methodologies and proposed tariffs for
unbundled services. Small customers will not need real-time metering and
will be able to choose the level of backup service.

Public Service Commission issued a policy statement including: unbundling
of interruptible service to non-core customers and the establishment of a pilot
program for unbundled service to core customers; gradual movement to
incentive rates; transition costs should be charged to parties benefiting the
most from competition; no cross subsidies between utilities and their
marketing affiliates.

Northern lllinois Gas, Peoples Gas Light and Coke, MidAmerican Energy
Corporation, and North Shore Gas currently offer transportation service.

Indiana Gas Company proposal to provide unbundled services to some
customers.

Aggregation program for other customers under consideration.

lowa's PUC adopted small customer unbundling in 1986. However, until
recently the requirement for telemetering and standby service and a lack of
marketers willing to enter the market have prevented effective choice.

MidAmerican Energy Corporation conducted a small residential pilot program
to unbundle service to all customers.

Unbundling proposal by Northern Utilities under consideration by the
regulatory commission.

Maryland Public Service Commission recommendation to unbundle retail
sale service into supply and delivery services for all customers.

Baltimore Gas and Electric’s unbundling filings approved.

PUC approved proposal for a pilot residential unbundling program before the
1996 heating season.

PUC requested comments from LDCs concerning the implementation of
small customer unbundling, specifically offering transportation-only service.

Minnegasco filed a proposal to unbundle services. Highlights:
» Unbundles long-haul pipeline transportation from local delivery
» Establishes a 3-year experiment for the aggregation of small
transportation customers
» In case of a shortage, Minnegasco will make efforts to supply gas to
transportation only customers at special rates.

1986

11/6/91

7/19/95

1994

11/2/95

5/31/96

1986

11/1/95

11/15/94

8/2/95
12/31/95

2/12/96

4/14/95

Class of Customers Affected

Industrial and large commercial

Industrial and large commercial

Small commercial

Commercial

All

Industrial and commercial

Industrial and commercial

Industrial and large and mid-sized
commercial

Small commercial

Residential

Industrial and commercial

Residential and small commercial

All

Residential

To be determined

Industrial and large and small
commercial
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Table 13. Unbundling Actions by Selected State Public Utility Commissions (Continued)
State Significant Actions Date Class of Customers Affected
Montana PUC ordered Montana-Dakota utilities to file a gas-unbundling plan for all -- To be determined
customers by July 1, 1996.
Nebraska LDCs not regulated by the State; all are local municipalities. -- --
Nevada Unbundling activity has focused on workshops and issue statements. - -

New Hampshire

New Jersey

New Mexico

New York

Ohio

Oklahoma

Pennsylvania

Texas

Washington

Wisconsin

Wyoming

Transportation offered to customers who consume more than 10,000 therms
a month.

PUC issued guidelines.

LDCs required to file plans to unbundle rates to nonresidential customers.

Transmission, distribution, storage, standby service, and emergency gas
service are fully unbundled.

New York Public Service Commission (NYPSC) issued general guidelines
and asked the largest utilities to file unbundling plans.

NYPSC approved nine plans.

Brooklyn Union will offer transportation-only service to commercial and
residential customers.

Approved a transportation-only rate for schools served by East Ohio Gas.

Issued a policy statement that expects large LDCs to formulate and
implement small commercial and residential programs.

Always allowed transportation-only service.

Equitable Gas filed plans with the Pennsylvania PUC to provide customers
in the Pleasant Hills area access to alternate gas suppliers.

Always allowed transportation-only service.

Unbundled sales, transportation, storage, and standby service have been in
place since 1989.

Commission endorsed unbundling basic distribution, competitive supply,
balancing, peak-day supply, and enhanced services (demand-side
management, social programs, etc.).

Wisconsin Gas Company began a pilot program of small customer
unbundling.

Scheduled a conference on unbundling.

Wyoming Public Service Commission approved KN Energy’s unbundled
service program for its core customers. Under the proposal, only gas sales
would be opened to competition. All other services would continue to be
provided by KN Energy.

1/20/93

3/29/95
1984

12/20/94

3/95

5/1/96

11/3/94

12/1/94

Fall 1995

6/6/95

2/96

Nonresidential

All

Non-core customers
(industrial and large commercial)

Small commercial and residential

Small commercial and residential

Industrial and commercial

Small commercial and residential.
Minimum volume requirement of
5,000 Mcf per year. No more than 10
customers can aggregate to
overcome the minimum require- ment
threshold.

Industrial and commercial

All

Proposes unbundled rates only for
non-core customers (industrial and
large commercial)

All

-- = Not applicable. PUC = Public utility commission. LDC = Local distribution company. Mcf = Thousand cubic feet.
Source: Energy Information Administration, Office of Oil and Gas, derived from various industry news sources.
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Each of the three States is a prime example of how some PUGs Corporate Structure. LDCs that offer unbundled services
are promoting choices for residential customers. The three have not been required, thus far, to separate out or spin off
share many characteristics but also some differences. All PUCs their sales divisions.

must grapple with the fundamental questiorhoW to offer

consumers the greatest choice, and at the same time maintamObligation to Serve.Although unbundling of core services
reasonable rates and ensure service quality. To reach thesehas reduced the LDC’s obligation to serve and could
objectives, PUCs may take different routes. Some may seek to therefore reduce service quality, the California Public Utility
maintain service quality, perhaps at ttest of higher rates. For Commission believes that the benefits of greater consumer
example, New York requires small customers to take backup choice will outweigh the cost of any diminished service.
service from the LDC regardless of which marketer they obtain

gas from. Maryland requires commercial customers whoe Transition Costs. Stranded costs associated with turning
consume less than 2 million culféet per year to pay a flat fee  back unneeded interstate capaciyl be allocated to all

for standby service. Other PUCs may seek to reduce rates ascustomers (core and non-core) on an equal basis (cents per

much as possible, in the belibfit a competitive market will therm consumed).

ensure service quality. California does not require small

customers to take backup service, valig that the market will e Rates. California has unbundleidterstate and intrastate

weed out marketers unable to perform during peak demand transportation rates. Firm transportation service rates for

periods. non-core customers are calculated at the fully allocated cost
of service, while rategor interruptible service can be
discounted.

California

California was one of the first Statesunbundle gasales New York
from transportation for certain customer classes. In 1986, the
California Public Utilities CommissiofCPUC) separated LDC  The New York Public Service Commission adopted generic
customers into “core” and “non-core” categories. Core natural gas restructuring policies through orders issued on
customers were defined as residential and commerciaDecember 20, 1994, and August 11, 1¥85The orders
customers, while the non-core market was defined as larg@rovide guidelines about:
industrial and electric generating customers with alternative
fuel burningcapability. Subsequently these definitions were e Unbundled Service.LDCs must provide firm customers
redefined based on customer demand levels, with core access to pipeline capacity, storaged receipt points. LDCs
customers defined as consuming less than 250,000 therms permust market their surplus gas and capacity. They may retain
year. Initially, non-core customers were given the option to 15 percent of the earnings, but must pay 85 percent to core
purchase unbundlddDC sales and transportation service, but  customers.
by 1990non-core customers were required to acquire their
own gas from parties other than LDCs. e Aggregation of Core Customers Core customers are
defined as firm sales or transportation customers without
® Unbundled Service.On November 6, 1991, California  access to alternative fuels. Third-party marketers can
adopted Statewide “capacity brokering” plan for LDCsto  aggregate small customer loads to meet minirmolame
broker their excess pipeline capacity not required to provide requirements for receiving unbundled service.
gas to core customerd. LDCs have proposed to unbundle
services such as gas transmission, storage, and distributio®, Corporate Structure. Marketing by an LDC subsidiary

with separate rates charged for each service. is allowed, however, the marketing subsidiary and the
LDC must have separate operations, and there can be no
e Aggregation of Core Customers.In July 1995, an direct transactions between an LDC aitsl affiliate.

experimental core aggregation program, designed to allow Brooklyn Union ecerly filed a petition with the New York
smaller volume customers to benefit from unbundled sales Public Service Commission to organize its utility
and transportation, was made permar&nt. Core customers operations and those dfs subsidiaries into #olding
may elect to take traditional sales service from their LDC if company. BrooklynUnion has announced plans to
they wish.

New York Public Service Commission, Opinion No. 94-26, “Opinion
2California Public Utility Commission, Decision No. 91-11-025. and Order Establishing Regulatory Policies and Guidelines for Natural Gas
y
2California Public Utility Commission, Decision No. 95-07-058. Distributors.”
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expand gas marketing and energy management services to unbundled transportatisaleando large volume
large-volume customers, potentially through new subsidiaries custéthers. Phase Il required utilities to have plans in place
to be incorporated separately and owned by the holding by Noveb®®& to offer unbundledervices to small
company. volume customers. The thresilities already offered
unbundled service options their largest customers. The
e Obligation to Serve.LDCs are not obligated to serve the MPSC's ultimate aim is to replace retail sales service with
non-core market. However, they must offeon-core unbundledsales and delivery service and to eliminate barriers
customers standby or backup service at market-based ratesuch as minimum-take requirements, metering, and obligation
“Human needs” customers are required to take backupo serve.
service from their LDC.
MPSC has accepted a pilot plan from Baltimore Gas and
e Transition Costs.LDCs can fully recover transition costs Electric's (BG&E) to offer services on an unbundled basis.
from sales and transportation customers. Unrecoverednder BG&E's plan:
pipeline purchased gas costs should be assigned solely to the
sales customers of the LDCs and recovered through their ga& BG&E's interstate pipeline capacity rights will be assigned
cost adjustments. Transportation customers who pay directly to its customers under 1-year terms.
for firm pipeline capacity were exempted from transition
cost recovery. Stranded investment and gas supply® Nonstandby transportatioservice will be offered to
realignment costs would be allocated to bs#thes and customers such as small apartment complexes that contain
transportation customet¥. three or more units served by a single meter.

e Rates.Customers can be charged different rates dependin®@ Comprehensive balancing service will lwéfered to
on competitive conditions and the value attached to gas transportation customers. This was initially priced at $0.35
service by individual customer classes. LDCs can even sell a therm. Customers who do not take the balancing service,
gas to some customers at less than cost, as long as theand either under or overtake gas, will be charged penalties.
average sales price will exceed the commodity cost over the
course of the contract. Non-core customers can be charge® A third-party billing system will be made available to third-
market-based rates, although they are subject to a cap. Also, party marketers.
LDCs can earn profits up to a limit in excess of their allowed
rate of return To prevent preferential treatmentitsf affiliates, BG&E will
restructureits operations to establish clear delineations
In March 1995, the Nework Public Service Commission betweenits transportation, salesind marketing affiliates.
approved unbundling plans fibve nine largest gas and electric BG&E will also contract out services such as balancing,
utilities. Over a year later (May 1,996), Brooklyn Union  storage, and risk management services.
began the implementation of a program that allows customers
using more than 35,000 therms annually to buy unbundled®n November 1, 1995, Columbia Gas of Maryland began
transportation-only service. Marketers will be able to combineoffering transportation-only service to any industrial or
small residential and commercial customers to meet thicommercial customer th&urnedless than 2 million cubic
minimum requirement. Brooklyn Uniomvill still retain feet per year. To medts obligation to serve, Columbia
responsibility for billing,meter reading, and other customer requires the smaller customers to purchase standby gas
services. Most small customers also will be required to receiveservice at a flat fee o$21 per month for commercial
standby service from Brooklyn Union. customers and $223 per month fiedustrial customers. To
reflect the new services offered, Columbia established new
procedures for curtailing customerstire event of a gas or
Maryland capacity shortage. Customers with access to alternative fuels
would be curtailed first, followed by manufacturers, and finally
On January 10, 1995, the Maryland Public Service commercial customers. Columbia also established new

Commission (MPSC) issued Order 71703, whieHed for charges to customers who take more than their annual
phased unbundling. Phase | required three majtities in
Maryland to make plans by Novembdi©95 to offer

23stranded investments represent assets previously used to provide
bundled sales service. Gas supply realignment costs result from the LDC
reforming or buying out existing supply contracts or continuing to perform Baltimore Gaglecttic, Columbia Gasand Washington Gas
under certain contracts. Companies.
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contracted volumes, which allows Columbia gas to recover any Corpdfation. However, some consumers may be exposed to

penalties agssed by its affiliate Columbia Gas Transmission. more risk than they are comfortable with. LDCs provide gas at
fairly predictable prices, evening out seasonal and daily price

On September 1, 1995, Washington Gas began offering fluctuations. Some marketers are offering gas indexed to the

interruptible customers transportation-only service with price of gas in the commodity markets. Others are offering a

minimum annual requirements of 40,000 therms. Previously variety of programs to insulate consumers from some types of

the minimum requirement was 80,000 therms. On November market risks. But all these hedging services are available only

1, 1995, the company expanded firm transportation to firm to custonterare willing to pay additional fees. When

industrial, commercial, and group-metered apartment daily prices spike, as they did on February 2 to $15.50 per

customers with minimum annual requirements46f000 housand cubic feet, the falbst of using gas that day could be

therms. passed along to the consutffer. Consumers will need to
evaluate theiown risk tolerance before buying a particular

Washington Gas also implemented a 2-year pilot program that service.

assigned capacity on the utility’'s existing interstate

transportation capacity. Under the program any industrial, nbundledservice to residential customers is generally now

commercial, and group metered apartment customer would be available only on a limited basis as part of experimental
assigned a portion of Washington Gas’ firm interstate pipeline progratingaasbyState regulators or LDCs. For example,
capacity to transport gas purchased from a third-party supplier. on Noverh®856 the town of Rock Valley, lowa became

Small customers would be able to secure tlosin gas one of the first communities in the United States to be offered
supplies without having to obtain pipeline capacity. a choice of gas suppliers. Under a pilot project, MidAmerican

Energy (the LDC serving Rock Valley) offered approximately
Washington Gas is also undertaking efforts to educate smaB75residential and 80 commercial and industrial customers a

customers about unbundling, the choices it offers them, and choice of three marketers. The marketers were chosen by
new billing procedures. This is in anticipation of November MidAmerican Energy from a pool of more than 50 applicants
1996, vhen residential customers will be allowed to purchase based on criteria such as experience, corporate resources, and
gas from a choice of nine third-party marketers, including illiangness to meet MidAmiean’s obligation to serve. Each
Washington Gas’ marketing arm. marketer was required to sign up at least 50 customers or drop

out of the program. Only two marketers remained after initial

customer balloting. Both companies employed marketing
The Impact on Consumers techniques customary to other deregulated utility services, such

as guaranteed monthly savings offered by long-distance

As retail unbundling reaches smaller commercial and {€léPhone companies.

residential consumers, their customary way of purchasing gas . . ) )
will be radically changed. They will no longer be limited to Rock Valley was considered ideal for the experiment since the

taking gas services from their local distribution company, but!oWn received real-time meters 1990 aspart of an energy
will be able to boose ervice from the supplier that best meets efficiency test. A lack of expensive real-time metering systems
their needs at the lowest price. to track consumption is perceived as a major roadblock to

providing choice to residential customers elsewhere.
It is very unlikely that smaller customevsould take fully Conventional meters track consumption, but real-time meters

unbundled swice and contract for separate supply, long-haul track consumption, the time it occurred, and associated prices.

fransportation, citygate transmission, storage, standby servicé'S Part of the trial, MidAmericarEnergy switched the

and balancing, because the transaction costs of contracting féP@rketers’ nominations process from reliance on real-time

individual services would probably be higher than any savings.metering to forecasted load &s. MidAmerican wanted to see

Instead, intermediate marketers will rebundle these service¥nether suppliers could maintain service contintlitpugh
and offer them to consumers as a competitively pricediN®r own supplies or whether thegell back on
package. The new retail gas market will have many similaritieslidAmerican’s supplies during demand peaks. Also, if
to current phone servic€onsumers will use local distributors forécasting proved eeliable alternative to expensive real-
to deliver gas much the same as their local telephone comparﬂme metering, a major hurdle to residential unbundling would
delivers long-distance service from long-distarmieone

carriers, such as AT&T, MCI, or Sprint.

Some small commercial consumers are already benefiting from

retgul unbundllng and Qeregulatlon. Th? _ArChdlocese of *Tired of Phone Wars? GReady for a Fight to Sell Natural Gag/all
Chicago estimates that it has saved $8 million over the past Bireet Journa(April 16, 1996).

years by buying gas fronthe marketing arm oEnron 2pasha Publications, InGas Daily(February 2, 1996).
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have been overcome. The test was a success and MidAmerican 1998yesidential consumers paid only 9 percent more for

now relies on load forecasts rather than real time metering. natural gas.

The Rock Valley experiment has shotivat marketers will In terms of relidity and the obligation to serve, the results of

employ innovative methods to differentiate themselves to retail unbundling have been somewhat mixed. The method

consumers. Recentiyiaounced megers between large oil and  dapted by Ontario worked as longraarketers could procure

gas producers and gas marketers (Chapter 1) suggests that in gas and transmission capacity at prices lower than those pai

the near future gas could be marketed under such brand names by LDCs under their customary long-term fixed price

as Chevron, Mobil, and Exxon. contracts. For most ofatier half of the 1980's, Canadian
wellhead prices were below the contract price paid by LDCs.

To see how much consumers might save undetail However, this market arrangement ran into some problems in

unbundling, it ignstructive to look to Canada, specifically the 1993 when the wellhegatice of gas rose above the long-term

province of Ontario, where limited residential retail contract price, causing some marketers to renege on contracts

unbundling was implemented in 1987. and to shift customers back to the LDC.

To address some of these issues, the Ontario Energy Board is

The Canadian Experience with considering a complete separation of LDC distribution and
i bundli sales roles. If this were to happen, LDC unbundling in Canada
Retail Unbun Ing would become more like the proposals currentlyder

consideration in the United States. Some Canadian marketers
Canada first began to experiment with consumer choice an@nd end users believe that the adoption of a fullyundled

market pricing forretail natural gas with the adoption of the open access market in Canada would result in even further
Halloween Agreements in 1988. The Canadian provinces okavings to consumers.

Ontario, Manitoba, and Quebec were among the first to
develop plans that strongly promot&aieunbundling for small
customers. Other provinces, such as British Columbia, were
more cautious anuhitially only unbundled services to larger
industrial and commercial customers.

Future Challenges

State efforts to provide smaller residential and commercial
customers service choice by providing access to unbundled gas
services are gaining momentum. Many States are actively
egxamining or implementing some form reftail unbundling
which will give smaller LDC customers the same access to
competitive gas markets already enjoyed by their larger

Canadian unbundling of services is very different from that
currently proposed in the UniteStates. Retaiinbundling
plans in the United States focus on the separation of LDC sal
from distribution. Incontrast, LDCs in Ontario were not
required to exifrom thesales side of their business. Rather,
consumers contract with third-party marketers who arrange fofuStomers.
gas supplies and interstate pipeline capacity andgbkthe
gas to the LDC for delivery to consumers. Consumers pay th
LDC the usual pricdor gas service, however, savings are

passed along todise who contract with marketers in the form o diff ¢ ; | ” id that I
of rebates thashow up on theiretail service bill. Under this o ditferent customer classes provide evidence that sma

market structure, the marketer receives a brokering fee fofustq?ers fr?ﬁe'vel? IS|gr:|f|cantLy tffwer bentgtf_lts frBoththe
providing cheaper gashe LDC maintains its overall sales ransition of the wholesale market to competition. Between

. " 990 and 295, prices to residential customers appear to have
levels, and those consumers taking part benefit from chea e]r P PP
gasi?® gp P fallen 10 percent from $6.67 per thousand cudeét (1995

dollars) to $6.06 per thousand cubic feet. In contrast, over the
same period, prices to industrial customers appeared to fall in

DCs originally began offering unbundled serviceretain
arge industrial and eleat utility customers in the face of stiff
competition from interstate pipeé companies. End-use prices

In 1987, the Ontario Energy Board implemented open acces
and unbundled services &l customers, regardless of size. excess of 24 percent, from $3.37 per thousand debicto

Using price as a criterion, therogram in Ontario can be $2.71 per thousand cubic feet (Table 11, Chapter 5).

judged a success. In 1985, residential consumers in Ontario
paid almost 20 percent more than the national average for
natural gas. The premium fell steadily through the decade, and

?The Agreement on Natural Gas Markets and Prigas signed by the 2%.W. Costello,and J.R. Lemon, The Nation&®egulatory Research
governments of Canada and its provinces on October 31, 1985. Institute,Unbundling the Retail Gadarket: Current Activities and Guidance
4 DCs traditionally pass the cost of procuring gas through to end usersfor Serving Residential ar8imall Commercial Customegislay 1996), p. 21.
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State regulators and consungroups want to extend the expensive service could offset any savings from unbundling
benefits of retail competition to smaller LDC customers. and prevent the formation of a competitive market.

However, they facenany challenges along the way, including

appropriate pricing of services, what services should be As unbundling proceeds, transitioniliceststinue to
unbundled, serviceeliability, corporate structure, and the accumulate. Some LDCs may finéthselves paying for long-
allocation of costs associated with the transition to the term firm interstate pipeline capacity that they no longer need.

competitive market. Also, although aggregate savings from How these costs are apportioned among interstate pipelines
unbunding and greater competition could be considerable, in companies, LDC sharehatdithe different classes of

terms of the price paid for gas by small consumers, questions LDC customers will significantly affect the savings to
aboundabout the magnitude of the saving. For example, to individual stakeholders. However, many in the industry believe
satisfy the obligation to provide secure supplies on demand, that the long-term beneétailoEompetition will far

many PUCs are requiring small customers to continue to take outweigh any short-term costs incurred along the way.

backup service from their LDC. The requirement to take this
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