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INTRODUCTION
Through the act of June 22, 1999 (P.L. 122, No. 21), known as the ANatural Gas Choice and Competition Act@ (AGas Choice Act@), 66 Pa. C.S. '2201 et seq., the General Assembly extended to all customers the same right to shop for natural gas which large volume customers had enjoyed since 1983.

Section 2204(g) of 66 Pa. C.S. provides that within five years of the Gas Choice Act=s effective date (July 1, 1999), the Pennsylvania Public Utility Commission (ACommission@) Ashall initiate an investigation or other appropriate proceeding ... to determine whether effective competition for natural gas supply services exists on the natural gas distribution companies= systems ....@  If the Commission concludes that Aeffective competition@ does not exist, Section 2204(g) requires the Commission to reconvene Athe stakeholders in the natural gas industry in this Commonwealth to explore avenues, including legislative, for encouraging increased competition ....@  The Act does not define Aeffective competition@ or otherwise specify a procedure for measuring it.

By Order entered May 28, 2004 (AOrder@), the Commission initiated the investigation mandated by Section 2204(g).  By that Order, at & 3, the Commission set August 27, 2004, as the deadline for submitting written testimony.  The Office of Small Business Advocate (AOSBA@) hereby submits this written testimony in accordance with the Commission=s Order.

SPECIFIC ISSUES
1.
“UGLY” SOLR rates are not permitted.
Section 2207(a)(1) of 66 Pa. C.S. designates each natural gas distribution company (ANGDC@) as the supplier of last resort (ASOLR@) for residential, small commercial and industrial, and essential human needs customers, unless and until the Commission approves a natural gas supplier (“NGS”) to be the SOLR.  Under Section 2207(a)(2), the SOLR is required to provide natural gas to customers who do not choose an alternative supplier, who are refused service by an alternative supplier, or whose alternative supplier fails to deliver.

The investigation into whether Aeffective competition@ exists in the natural gas industry differs from the Commission=s proceeding to determine the provider of last resort (APOLR@) obligation under the act of December 3, 1996 (P.L. 802, No. 138), known as the AElectricity Generation Customer Choice and Competition Act,@ 66 Pa. C.S. '2801 et seq.  In the Commission=s POLR Roundtable, some electric generation suppliers (AEGSs@) argued (incorrectly) that POLR prices should be as Augly as possible@ in order to drive customers to select service from an EGS over service from an electric distribution company (AEDC@).   The argument for Augly@ electric POLR rates rests on selective citation from the declaration of policy in 66 Pa. C.S. '2802 and from the requirement in 66 Pa. C.S. '2807(e)(3) that the POLR Ashall acquire electric energy at prevailing market prices@ and Ashall recover fully all reasonable costs.@ 
There is no basis for a similar argument regarding gas SOLR rates.

Nothing in the Gas Choice Act exempts an NGDC from review of its natural gas costs under 66 Pa. C.S. '1307(f), of its least cost procurement policy under 66 Pa. C.S. '1317, and of the justness and reasonableness of its rates under 66 Pa. C.S. '1318.  Furthermore, if the Commission were to approve an alternative SOLR, 66 Pa. C.S. '2207(f) would require that SOLR to charge Ajust and reasonable@ rates.  Therefore, artificially inflating SOLR rates to make it easier for NGSs to compete with an NGDC or an alternative SOLR is not an option under the Gas Choice Act.

An NGDC has the advantage of being a bulk purchaser when it contracts for natural gas and for the transportation and storage of that gas.  If the Commission is adequately enforcing the least cost procurement requirement and is correctly determining the justness and reasonableness of gas cost rates, it would be surprising if NGSs were able to beat an NGDC=s rates for most customers.

The percent of gas purchased by customers from competitive suppliers had risen to about 50 by 1999 (the year in which the Gas Choice Act became law).  For the next several years, the percent held steady at about 50, but it declined to the mid-40s in 2002.  See Keystone Competition, Spring 2004, at 10.  However, because the General Assembly chose to keep the NGDC=s rates subject to Sections 1307(f), 1317, and 1318, whether there is Aeffective competition@ can not be determined simply by counting the number of customers who are shopping or by measuring the percentage of gas sold by NGSs.  Instead, the determination must rest on whether there are unjustifiable barriers which impede a customer from purchasing from an NGS if that is what the customer chooses to do.
2.
Penalties for non-delivery should be reexamined.
Under 66 Pa. C.S. '2203(12), the Commission is required to Aadopt such orders or regulations as necessary and appropriate to ensure that natural gas suppliers meet their supply and reliability obligations, including, but not limited to, establishing penalties for failure to deliver natural gas and revoking licenses.@ (emphasis added)

As required by Section 2203(12), the Commission has established penalties which an NGS must pay when it fails to deliver the required quantity of natural gas.  Those penalties generally include the application of a multiplier to a calculated cost of replacement gas which may far exceed the amount the NGDC actually paid.  The penalties vary from NGDC to NGDC.

An NGS=s failure to deliver may result from circumstances beyond the NGS=s control.  However, a failure to deliver may also result from a flaw in the NGS=s business model, negligence, or intentional misconduct.  The volatility of natural gas prices and unanticipated changes in the weather can disrupt an NGS=s good faith effort to deliver on its supply commitments.  Unfortunately, those same factors can also tempt an NGS to Agame@ the system by meeting its supply commitments to customers in some parts of the country but not in others.  Consequently, having a penalty regime in place is a reasonable and necessary tool for assuring an NGC=s performance and for offsetting costs incurred by the SOLR when an NGS defaults.

Because gas trading is exceptionally complex, it is reasonable for the Commission to have simple rules for calculating and imposing penalties without having to make evidentiary findings regarding the NGS=s motives.  Nevertheless, levying the same penalties when there is suspicion of Agaming@ as when there is no such suspicion could constitute an unreasonable barrier to entry, in that an NGS must build an excessive premium into its contract price.

         Therefore, the OSBA recommends that the Commission consider establishing a two-tier penalty structure for non-delivery, with the higher penalty applicable only in the case of Agaming.@  For example, the Commission could establish two distinct price (i.e., penalty) multipliers which would be applicable to the NGDC’s actual cost of replacement gas.  The lower multiplier would apply when the failure to deliver is not the result of Agaming.@

            To make doing business in Pennsylvania simpler and more attractive for NGSs, the OSBA also recommends that the Commission consider establishing uniform penalties to replace the patchwork of penalties which vary from NGDC to NGDC.

3.
Mandatory capacity assignment has worked well in the Commonwealth.


The gas costs recovered via annual Section 1307(f) filings consist of both the commodity cost of gas and the capacity cost associated with pipeline contracts.  While the former consists of variable (i.e., avoidable) costs, the latter category is fixed (i.e., unavoidable) during the life of a given contract.  Importantly, 66 Pa. C.S. §2204(d) required that all NGSs serving priority customers take mandatory capacity assignment from the NGDC for a period of three years.  Along with capacity assignment went a pro-rata share of capacity costs, which was recovered from the NGS’s customers.  The intent of the mandatory assignment provision was to insure that an NGDC’s existing pipeline capacity costs did not become Astranded.@  The mandatory capacity assignment proviso worked as intended, allowing NGDCs to recover 100% of their contractual-related capacity costs from the total universe of priority customers, without shifting costs between sales and transportation customers.


While the Commonwealth has emerged successfully from the transition period, the Commission must insure that stranded capacity costs do not arise in the future.  As long as the NGDC is the SOLR for priority customers, it will need to have sufficient pipeline capacity available to serve both sales and transportation customers.  Such capacity must come from either:  1) the NGDC’s own contracts, or 2) a combination of NGDC and NGS contracts (the latter being assignable to the NGDC if the NGS returns customers to SOLR service).  Section 2204(e) allows NGSs to provide their own capacity as the NGDC’s existing capacity contracts expire, but NGDCs have entered into new contracts of sufficient size to serve all priority customers, and NGSs have agreed to continue to take capacity assignment.
   The end result of this arrangement is that NGSs compete on the commodity – rather than the capacity – portion of the price of natural gas.  This approach to capacity has worked very well, allowing NGSs to serve a significant share of the gas market in the Commonwealth, without jeopardizing service reliability 
or creating stranded costs.  The OSBA recommends that the Commission be wary of any proposal which would alter the existing capacity assignment paradigm.

4.
The Commission should maintain shopping statistics.

The Office of Consumer Advocate (AOCA@) has become the de facto official tabulator of shopping statistics for the electric and gas industries.  Although OCA=s statistics for electric shopping include the number of shopping customers and the associated kWh by residential, commercial, and industrial class, the OCA=s statistics for gas shopping include only the residential class.

By its Order, at & 5, the Commission directed the NGDCs and the NGSs to provide shopping statistics for each customer class from 1999 through 2004.  This data should not only assist in measuring how much competition there actually is, but could also assist in determining the effect, if any, which specific events and specific changes in regulatory policy have had on competition.  Accordingly, the OSBA recommends that the Commission compile and report similar data on a going-forward basis.

CONCLUSION
            Thank you for the opportunity to submit written testimony.  The OSBA would be happy to participate in the en banc hearing scheduled for September 30, 2004.
August 27, 2004
�





�Alternatively, the same outcome could be obtained by applying a single price multiplier to two distinct replacement gas cost levels: a) the actual cost of replacement gas, or b) the cost the NGDC would have incurred had it purchased all replacement gas from its highest price source during the period.  Again, the higher result would apply only in the case of “gaming.”


� The OSBA is not aware of any NGDC’s relying on NGS-capacity to backstop priority customers.
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