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L. PROCEDURAL BACKGROUND

The Main Brief filed by the Office of Small Business Advocate (“OSBA”) on February
25, 2014, provides a thorough overview of the factual and procedural background of the above-
captioned proceeding (the “Investigation”) and will not be repeated herein.

On February 25, 2014, Main Briefs were filed by the OSBA, Office of Consumer
Advocate (“OCA”), Bureau of Investigation and Enforcement (“I&E”), Peoples Natural Gas
Company (“Peoples”) and Peoples TWP LLC (“PTWP”) (together, “Peoples/PTWP”), Industrial
Energy Consumers of Pennsylvania (“IECPA”), National Fuel Gas Distribution Corporation
(“NFG”), Columbia Gas of Pennsylvania, Inc. (“Columbia’), and The Pennsylvania State
University (“Penn State™). |

The procedural schedule, as amended, directs Rely Briefs to be filed on March 12, 2014,
Therefore, the OSBA submits this Main Brief in accordance with the amended procedural

schedule.

IL. SUMMARY OF REPLY ARGUMENT

The OSBA submits this Reply Brief primarily in response to the self-serving arguments
made by the IECPA and Penn State, namely, that the Commission should preserve the status quo
with respect to the practice commonly referred to as “gas-on-gas competition.” As the OSBA
explained in its Main Brief, this practice of discounting rates for favored customers, where rates
are based not on differences in cost to serve, but solely on whether a customer’s geographical
location permits it to be served by more than one natural gas distribution company (“NGDC”), is
not actual competition. Because it 1s not competition and does not therefore afford the benefits

of competition, gas-on-gas discounting results in discriminatory rates that cannot be justified.




Based upon the evidence submitted in this proceeding, it is clear that gas-on-gas
discounting is not competition. Competition requires that firms strive to reduce costs in order to
reduce prices, improve product quality, and/or improve customer service in order to entice more
customers fo purchase their products. None of these activities apply in the case of gas-on-gas
discounting, wherein NGDCs simply cut prices for certain favored customers and then recover \
the foregone revenues by raising prices to their captive customers. Rather, gas-on-gas
discounting is simply inequitable price discrimination, where captive ratepayers are forced to pay
for the discounts offered to favored ratepayers to keep them from switching to another
Pennsylvania NGDC.

It is also important to recognize what this Investigation is not about. In addition to gas-
on-gas discounting, Pennsylvania NGDCs are generally permitted to flex rates for customers
who (a) have interstate pipeline bypass opportunities, (b) have the option to relocate business out |
of the Commonwealth, (c) offer an attractive economic development opportunity, or (d) have
lower cost alternative fuel options (together, “Competitive Options™). Unlike gas-on-gas
discounting, flexing rates for customers with Competitive Options can provide a net benefit to
ratepayers, and OSBA supports continuation of this important ratemaking technique. However,
because these policies are not at issue in this proceeding, any arguments that eliminating gas-on-
gas “competition” will result in an outflow of manufacturing activity from Western Pennsylvania
are without foundation and irrelevant. This Investigation is not and has never been about real
competitive threats that could induce a customer to choose not to be served by any Pennsylvania
NGDC.

All of the arguments presented in support of continuing gas-on-gas discounting without

modification should be rejected. This reply brief will address how: (1) gas-on-gas discounting is



not competition and is not beneficial to customers; (2) public utility law and recent Commission
decisions do not support gas-on-gas discounting; (3) gas-on-gas discounting is not consistent
with ratemaking principles; (4) gas-on-gas discounts are fundamentally distinguishable frpm
other {lex rate offerings in response to real competition threats; and (5) a change in the
discriminatory policy of gas-on-gas discounting is warranted whether or not circumstances have
changed in Western Pennsylvania.

The OSBA strongly believes that gas-on-gas discounting should be phased out over as
short a time period as is practicable and that, going forward, NGDCs should be permitted to
compete for customers in overlapping service territories solely on the basis of their regular tariff
rates. However, if the Commission determines that gas-on-gas discounting should continue, but
should be modified, the OSBA disagrees with the recommendations made by all parties with the
exception of the proposal made by Peoples/PTWP in its Main Brief (“Proposal”).! The OSBA
would agree that the Proposal is a compromise that would achieve the OSBA’s aims of reducing
the net subsidies currently required from captive customers, provided that all of the “Potential

Acceptable Options” described in Appendix B of Peoples/PTWP’s Main Brief are adopted.

! During the course of the Investigation, Equitable Gas Company LLC was merged into Peoples with the surviving
legal entity being Peoples Natural Gas Company LLC — Equitable Division, a division of Peoples, When referring
to Peoples/PTWP herein, the Equitable Division is intended to be included in that reference. The OSBA also notes
that the testimony submitted by the former entify, which no longer exists, has not been adopted by Peoples/PTWP.



III. REPLY ARGUMENT

A. Gas-on-Gas Discounts Are Not Beneficial

IECPA argues that gas-on-gas discounting should continue in its current form because it
benefits all customers as well as NGDCs.” IECPA argues that NGDCs benefit because they can
attract and retain large volume customers to reduce their overall costs. This is incorrect. First,
from a Commonwealth-wide perspective, this is not an issue about retaining large industrial
customers; it is an issue about which NGDC will serve the large industrial customers. As noted
earlier, {lex rates related to potential economic bypass will be retained if gas-on-gas discounting
is eliminated. In addition, retaining a large volume customer would increase revenues and
contribute toward an NGDC’s fixed cost recovery, but would not lower its costs. NGDCs will
recover their costs regardless of whether a large volume customer lea;res the system for another
NGDC.

IECPA also argues that regular customers (paying full tariff rates) benefit because
without the revenue from a large industrial customer (paying a discounted rate), regular
customers would have to make up the difference. Finally IECPA argues that gas-on-gas
customers (thosé receiving gas-on-gas discounts) benefit by receiving lower rates. IECPA
concludes that from all perspectives, gas-oﬁ—gas discounting is a beneficial practice that must be
preserved.’

However, as the OSBA explained at pp. 12-15 of its Main Brief, gas-on-gas discounting

does not provide a net benefit to all Pennsylvania ratepayers, when the effects on all

? 1t is important to note that IECPA does not represent the interest of all large commercial and industrial NGDC
customers, but rather only a handfu] of large volume customers that presumably receive gas-on-gas discounts,

*1ECPA Main Brief at 6,



Pennsylvania NGDCs are considered. IECPA’s argumenf continues to remain entrenched in the
context of a single NGDC'’s base rate proceeding. In fact, it quotes from OSBA testimony in that
context, failing to recognize the fundamental difference between a case involving a single NGDC
and a Commonwealth-wide policy investigation. In a base rate proceeding, without the ability
to address the gas-on-gas discounting of other NGDCs, of course it would be preferable for that
utility and its specific ratepayers to obtain or retain a customer even at a discounted rate rather
than to completely lose the revenue it generates.® In that context, the parties and the Commission
would logically deem, and in fact have so deemed, the discounts offered to gas-on-gas customers
to be reasonable.

However, if gas-on-gas discounts are not permitted and all customers must pay full tariff
rates, the overall Pennsylvania NGDC customer base benefits (with the exception of the gas-on-
gas customers who have unfairly received the subsidies for many years). The OSBA’s Main
Brief at pp. 14-15 offers a hypothetical example to illustrate this. In that example, a customer
could take service from either Columbia (tariff rate of $424,000 annually) or PTWP (tarift rate of
$529,000 annually). If gas-on-gas discounts are permitted, the gas-on-gas customer would
accept a discounted rate of $100,000 annually to take service from PTWP. In contrast, if gas-on-
gas discounts are prohibited, the gas-on-gas customer will presumably choose to take service
from Columbia, the lower cost option at $424,000 annually. Although PTWP ratepayers will
experience an incremental cost of $100,000 (the discounted rate the gas-on-gas customer would
pay if such discounts were not prohibited), there is a benefit of $424,000 to regular Columbia

ratepayers or a net benefit to the overall customer base of regular ratepayers of $324,000. This

* OSBA Statement No. 2 at 3.



example illustrates how the argument that gas-on-gas discounts benefit all customers is simply
wrong. These discounts result in a net cost to Pennsylvania NGDC ratepayers, not a net benefit,
Gas-on-gas discounts are undeniably beneficial to the customers who receive them, but
this does not justify their continuation at the expense of other ratepayers. [ECPA argues that
lower operating costs as a result of gas-on-gas discounting “promote industry viability and
growth in Western Pennsylvania, which facilitates job growth and a greater overall economy in
the Commonwealth.”™ This is a worthy goal and gas-on-gas discounting may provide a
competitive advantage to the lucky éustomers who receive gas-on-gas discounts. However, there
is a fundamental flaw in this analysis. IECPA’s argument presupposes that it is only customers
who are located in the overlapping service territories who should receive this economic
development subsidy, and that customers who are not so fortunately situated should pay the
subsidy. IECPA offers no evidence that this is the case, and it is most unlikely that economic
need would correlate specifically with location in overlapping service territory. Any benefit
from gas-on-gas discounting necessarily requires that residential, commercial and industrial
customers subsidize these discounts by paying excessive rates. The operating costs of captive
ratepayers are increased by gas-on-gas discounts. Such excessive rates are contrary to the goals
of promoting industry viability and growth in Western Pennsylvania. Gas-on gas discounts are
nothing more than an inequitable and unduly discriminatory economic transfer from captive
customers who cannot get such discounts to those customers who can.® If, in fact, the

Commission determines that economic development rates in Pennsylvania are required to attract

*1ECPA Main Brief at 9,

S OSBA Statement No. 2 at 4. Moreover, the nature of overlapping service territories likely leads to excess spending
on duplicative facilities, resulting in a net loss for Pennsylvama ratepayers.



and retain business activity, it should adopt a policy based on economic development, not based
on arbitrary geographical considerations. The practice of gas-on-gas discounting does not
benefit all ratepayers and should be eliminated.

B. Gas-on-Gas Discounts Violate Public Utility Law and Are Unsupported By
Recent Commission Decisions '

IECPA argued in its Main Brief that public utility law and regulations support gas-on-gas
discounting. Although gas-on-gas discounting has been permitted in Western Pennsylvania for
many years, a histdry of discriminatory policy is no basis for it to continue, In fact, it should be
the impetus for change.

As the OSBA explained at p. 16 of its Main Brief, Section 1304 of the Public Utility
Code prohibits such discriminatory ratemaking.” As further support, the OCA in its Main Brief
cites to the long history of appellate case law on undue price discrimination, while effectively
making the argument that gas-on-gas discounts are undue price discrimination.® The
Commission has a valid legal basis and perhaps even an obligation to change regulations that
currently permit gas-on-gas discounting in violation of the Public Utility Code.

IECPA’s argument also tgnores the fact that the Commission has already recognized in
recent decisions that gas-on-gas discounting is not in the public interest. As I&E and OCA
explain in their Main Briefs, there have been multiple Commission decisions that consistently

and repeatedly have determined that gas-on-gas competition is harmful and not in the public

7 OSBA Main Brief at 16,

# OCA Main Brief at 13-17.



interest.® Specifically, I&E notes that the Commission has stated that it is “wasteful,”
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“unreasonable,” “wholly uneconomic,” “poor public policy,” and “discriminatory.

IECPA further argues that the Commission has tacitly approved gas-on-gas discounts as a
component within settlements in base rate cases. Given the black box nature of settlements, it is
disingenuous to suggest that the Commission has somehow approved gas-on-gas “competition”
when approving these settlements. Moreover, many settlements of base rates proceedings have
flagged the issue of gas-on-gas “competition” and requested that the Commission institute an
Investigation such as this one.

C. Gas-on-Gas Discounts Violate Ratemaking Principles

IECPA asserts that gas-on-gas discounts are consistent with ratemaking principles,
especially value of service pricing, i.e., what it takes to keep a customer from switching to
another NGDC. Although value of service is the criterion generally cited to allow for discounted
rates in competitive circumstances, the OSBA has established that gas-on-gas discounting is not
competition. Moreover, the reason to discount rates in response to competitive alternatives is to
preserve the margin earned from competitive customers for the benefit of all ratepayers.
However, in the case of gas-on-gas discounting, the net outcome is not a net benefit to all
customers, but is in fact a net cost, when viewed from a Commonwealth-wide perspective.
Additionally, IECPA’s value-of-service argument relies upon circular reasoning. Of course the
rate charged to a gas-on-gas discount customer is based on value of service considerations,

because the Commission has permitted these considerations to exist. However, the whole point

of this Investigation is to determine whether that type of value of service pricing should be

% 1&E Main Brief at 9-14, QCA Main Brief at 18-20.

" 1&E Main Brief at 12.



continued and, if so, in what form. The simple fact that gas-on-gas discounting exists is not a
valid argument that the status quo should continue.

With respect to the polestar of ratemaking, cost of service, IECPA argues that gas-on-gas
discounting does not “offend” this principle, nor the rule against undue price discrimination. In
support of this argument, IECPA uses the example of Peoples most recent base rates proceeding
where gas-on-gas discounts were allowed, but residential and small commercial rate classes paid
rates below their cost of service. First, it is not clear if this example is true for PTWP, Columbia,
or Equitable, about which IECPA offers no evidence. More importantly, even if residential and
small commercial rates are set below cost of service, it would necessarily mean that industrial
customers with gas-on-gas discounts are being subsidized by industrial customers that do not
qualify fpr a gas-on-gas discount. The cost of the discounted rates must fall on someone, and it
is clear that the NGDCs are not providing the subsidy. Unlike IECPA, who does not seem
concerned about industrial customers who are not favorably located, the OSBA opposes
requiring one set of industrial customers to subsidize another set of industrial customers for no
valid economic or policy reason. Morcover, the OSBA is skeptical that IECPA will advocate in
the future that all subsidies for gas-on-gas customers must be recovered solely from other
industrial customers,

D. Gas-on-Gas Discounts Are Fundamentally Distinguishable From Other Flex
Rate Offerings That Address Real Competitive Threats

IECPA argues that gas-on-gas discounts are no different than the flex rates offered in
response to the threat of Competitive Options and since the statutory advocates endorse those

instances of flex rates, gas-on-gas discounts should also continue.!! However, gas-on-gas

" IECPA Main Brief at 16,



discounts are fundamentally distinguishable from other flex rate offerings. The OCA in its Main
Brief gives a thorough explanation of the multiple fundamental distinctions between gas-on-gas
discounts and rate discounts that address Competitive Options.'> The OSBA will not repeat the
OCA’s credible argument here.

Unlike gas-on-gas discounting, flexing rates for customers with Competitive Options can
create a net benefit for ratepayers and thus there is an economic justification for this type of price
discrimination. Competitive Options, as defined above, equate to real competitive threats that
could induce a customer to choose not to be served by any Pennsylvania NGDC, unlike gas-on-
gas discounts which are offered only to prevent a customer from switching to another
Pennsylvania NGDC. Whereas flexing rates for customers with Competitive Options is
cconomically justified and therefore is not undue price discrimination, gas-on-gas discounting is
undue price discrimination because it does not provide a benefit to the overall Pennsylvania
NGDC customer base.

E. Gas-on-Gas Discounting is a Discriminatory Policy that Warrants

Elimination Regardless of Any Change in Circumstances in Western
Pennsylvania

IECPA appears to argue that the consolidation of the pas distribution industry in Western
Pennsylvania does not present a change of circumstances that warrants any change to the policies
with respect to gas-on-gas discounting. Even if this argument were assumed to be true, such
consolidation is irrelevant to this Investigation because a change in circumstances is not required
to modify discriminatory policies. If existing gas-on-gas discounting policies remain unchanged,
captive ratepayers will continue to subsidize flex rate contracts with customers in the

overlapping service territories of Columbia and the Peoples affiliates.

2 0CA Main Brief at 22-24
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F. IECPA’s Recommendations For Transition To Tariff Rates Should Be
Rejected

IECPA argues that prior to being transitioned to tariff rates, NGDCs that previously
provided gas-on-gas discounted rates should be required to conduct base rates cases to determine
just and reasonable rates for previous gas-on-gas discount customers. Gas-on-gas customers
would continue to receive discounted rates until after the NGDC base rates proceedings. This
recommendation should be rejected. NGDC base rate proceedings are unnecessary before
transitioning gas-on-gas rate customers to tariff rates because current tariff rates have already
been deemed to be just and reasonable by the Commission. If tariff rates are just and recasonable
for regular customers, they are just and reasonable for gas-on-gas customers. Moreover,
Peoples/PTWP has agreed to a five-year stayout as part of its merger with Equitable. Waiting
for all competing NGDCs to have a base rates case would cause an unreasonable and
unnecessary delay in alleviating the burden on captive ratepayers who would continue to be
forced to subsidize gas-on-gas discounts.

IECPA also recommends a long transition period from discounted rates to tariff rates to
allow gas-on-gas customers the opportunity to prepare for higher rates. Any transition period
beyond the expiration of current discount agreements is also unnecessary. Gas-on-gas discount
customers could only reasonably expect to receive discounts through the end of their existing
contracts. There is no reason for a gradual transition upon expiration of discount agreements,

G. If the Commission Rejects the OSBA’s Argument to End Gas-on-Gas

Discounting, the Proposal of Peoples/PTWP is Reasonable Provided That All
“Potential Acceptable Options” Described in Appendix B of Peoples/PTWP’s
Main Brief Are Adopted

If the Commission disagrees with the OSBA that gas-on-gas discounting should be

eliminated by phasing it out over a reasonable period of time and determines that gas-on-gas
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discounting should continue in a modified way, the OSBA believes that the proposal presented
by Peoples/PTWP is a reasonable compromise, prov'ided that all of the “Potential Acceptable
Options™ described in Appendix B of Peoples/PTWP’s Main Brief are adopted. By precluding
NGDCs from discounting below the full tariff rate of the alternative NGDC, the Peoples/PTWP
proposal essentially ensures that rates will be consistent with at least one NGDC’s costs, and the
net Commonwealth-wide subsidy provided by captive customers is essentially eliminated. While
the Peoples/PTWP approach will not encourage NGDCs to be efficient, it will at least eliminate
the worst of the rate discrimination and cross-subsidies in the existing rate régime. The OSBA
also recognizes that due process may require additional steps in this proceeding, such as, a

tentative order or other comment process.

IV. CONCLUSION

For the reasons set forth in its Main Brief and those presented herein, the OSBA

respectfully requests that the ALJ and the Commission:

(1) Prohibit NGDCs from entering into new agreements or renewing existing agreements
that offer a below regular tariff rate to obtain or retain a customer that has the option
of taking service from another NGDC, but does not have real competitive supply
options such as interstate pipeline bypass, alternative fuel capability, or local gas
supply; and

(2) Permit NGDCs to recover the revenue shortfall in base rates proceedings of existing
discount agreements, but only through such agreements’ current expiration date or

December 31, 2016, whichever is earlier; or

12



(3) Alternatively, if the Commission determines that gas-on-gas discounting should
continue in a modified way, adopt the Proposal presented by Peoples/PTWP
including all of the “Potential Acceptable Options™ described in Appendix B of

Peoples/PTWP’s Main Brief.

Respectfully submitted,

Elizal¥eth Rose Triscari

Assistant Small Business Advocate
Attorney ID No. 306921

For:

John R. Evans
Small Business Advocate

Office of Small Business Advocate
300 North Second Street, Suite 1102
Harrisburg, PA 17101

Dated: March 12, 2014
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