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INTRODUCTION

		Equitable Gas Company, LLC (Equitable), Peoples Natural Gas Company LLC (Peoples), Peoples TWP LLC (Peoples TWP or PTWP) and Columbia Gas of Pennsylvania, Inc. (Columbia) (collectively, Flex Rate NGDCs) are four natural gas distribution companies (NGDCs), which distribute natural gas in overlapping service territories in western Pennsylvania.  The overlapping service territories endure as remnants of original incorporation of the predecessors of Flex Rate NGDCs pursuant to the Pennsylvania Natural Gas Companies Act of May 29, 1885 (1885 Act), and amendments and charters filed pursuant to the 1885 Act, prior to the formation of the Public Service Commission in 1913, the predecessor to the Pennsylvania Public Utility Commission (PUC or Commission).  The Flex Rate NGDCs’ predecessors began to provide local distribution in the overlapping areas in the late 1800s – early 1900s, and the Flex Rate NGDCs continue to do so today.

		The practice of providing natural gas distribution to overlapping service territories is commonly referred to as gas-on-gas competition.[footnoteRef:1]  The Commission approves the maximum rates, fees and other charges that NGDCs charge for natural gas distribution.  The practice of gas-on-gas competition allows NGDCs to negotiate distribution rates with individual nonresidential customers that are below the approved maximum tariff rate established by the Commission.[footnoteRef:2]  Flex Rate NGDCs are incentivized, with Commission approval, to compete for individual nonresidential customers by offering individual nonresidential customers natural gas distribution at prices less than the approved maximum tariff rate.[footnoteRef:3]  Flex Rate NGDCs also compete in terms of quality of service and by offering other incentives. [1:  OCA St. No. 1, 3:11-24; Peoples/Peoples TWP St. No. 1, 3:16-5:3.]  [2:  OCA St. No. 1, 3:16-24.]  [3:  OCA St. No. 1, 4:3-29.] 


		Revenue shortfalls result from Flex Rate NGDCs providing service at a rate to individual nonresidential customers (also known as flex customers) that is discounted relative to the full tariff rate.[footnoteRef:4]  The revenue shortfall that results is commonly referred to as a “Discount Adjustment.”[footnoteRef:5]  Customers that are not provided discounted rates make up for the revenue shortfall.  They are “captive customers.” [4:  OCA St. No. 1, 3:16-24.]  [5:  Peoples/Peoples TWP St. No. 1, 11:2-7.] 


		Gas-on-gas discounting occurs in four NGDCs’ service territories, including: 1) Columbia; 2) Equitable; 3) Peoples; and 4) PTWP.  Equitable merged with Peoples/PTWP during the course of this proceeding; however, despite this merger, discounting has not yet been eliminated in those service territories and flex discount rates are extended through contract terms, some ending December 31, 2016 and some ending December 31, 2018.  Regarding the earlier Peoples/PTWP merger, flex rate discounts are extended at least through December 31, 2016.  OSBA St. No. 1 at 5-6.  Regarding the Peoples/Equitable merger, the parties agreed to extend existing flex rate discounts to customers lying in both Peoples/PTWP and Equitable service territories through December 31, 2018, or through the end of the contract by its own terms, whichever is later.  OSBA Statement No. 1 at 6.

		Thus, these mergers have had no immediate impact upon customers with respect to gas-on-gas discounting.  Approximately 401 commercial and industrial customers located in western Pennsylvania are located in territories served by two or more natural gas distribution companies.  OSBA St. No. 1, p. 5.  Gas-on-gas discounting involves 15.8 Bcf per year of gas.  The competing NGDCs discount their tariff rates in order to retain current customers or induce prospective large customers to switch service.   If Peoples’ and Equitable’s discounting were eliminated, the issue would affect 74 instead of 401 commercial customers in Pennsylvania and would involve $4.3 million instead of $19 million in annual shortfall revenue which is apparently the burden of the current captive customers in these territories to bear.  Further, the amount of gas at issue would be reduced from 15.8 Bcf to 4.9 Bcf per year of gas.  OSBA St. No. 1 at 5-6.

HISTORY OF THE PROCEEDING

This generic investigation arose from settlement agreements with Flex Rate NGDCs who uniformly agreed that it was appropriate to address gas-on-gas competition in one proceeding.  Accordingly, on December 8, 2011, the Bureau of Investigation and Enforcement (BI&E or I&E), the Office of Consumer Advocate (OCA), Office of Small Business Advocate (OSBA), Peoples TWP LLC (Peoples TWP) and Peoples Natural Gas Company (Peoples)(together “Joint Petitioners”) jointly filed a petition in which they requested the Commission institute an investigation or rulemaking proceeding to address distribution base rate discounting among natural gas distribution companies (NGDCs) with overlapping service territories, often referred to as “gas-on-gas” competition.

On December 28, 2011, the Industrial Energy Consumers of Pennsylvania (IECPA) filed an Answer not opposing an investigation or rulemaking regarding gas-on-gas competition, asserting that current public policy supports the continued use of customer-specific discount rates based on overlapping NGDC service territories.  Columbia filed a petition to intervene on March 19, 2012.

		On July 25, 2012, the Commission issued a Secretarial Letter directing the Office of Administrative Law Judge (OALJ) to initiate a generic proceeding to address “the issues related to an NGDC’s flexing of distribution rates to meet the lower rates from other NGDCs and the treatment of flexed revenues for ratemaking purposes in future ratemaking proceedings.”[footnoteRef:6]  The Commission invited other parties to file interventions in order to participate in the proceeding. [6:  PUC Secretarial Letter of July 25, 2012 regarding Generic Investigation of Gas-On-Gas Competition Issues.] 


		Petitions to Intervene were subsequently filed by UGI Utilities, Inc. – Gas Division, UGI Penn Natural Gas, Inc. and UGI Central Penn Gas, Inc. (collectively UGI Distribution Companies) on August 9, 2012; National Fuel Gas Distribution Corporation (NFGD or National Fuel) on August 15, 2012; the Pennsylvania State University (PSU) on August 17, 2012; PECO Energy Company (PECO) on August 22, 2012; Equitable on August 23, 2012; and IECPA on August 28, 2012.

		On August 9, 2012, the Commission issued a Notice that an initial prehearing conference would be held in the investigation on August 31, 2012.  I issued a Prehearing Conference Order on August 23, 2012. 
		On August 31, 2012, a Prehearing Conference was held; however, the parties disputed the Commission’s intended scope of the generic investigation.  Thereafter, on December 11, 2012, I issued an Order determining that the investigation should include an analysis of the full impact of flexing distribution rates in order to address whether gas-on-gas competition should be allowed to continue, and if so, whether any modifications to the current practice were necessary.

		An initial prehearing conference took place on August 31, 2012 to discuss the proposed procedural and substantive scope of the instant proceeding.  By prehearing order dated August 31, 2012, the parties were directed to file formal comments regarding the scope of the generic investigation and the exact issues to be involved.  Comments as to the scope were filed by OCA, OSBA, BI&E, IECPA, Equitable, Columbia and PSU on October 1, 2012 and by NFGD on October 3, 2012.  Peoples addressed the scope in its prehearing conference memorandum.

		A Petition to Intervene was filed by Pennsylvania Independent Oil & Gas Producer’s Association (PIOGA) on November 30, 2012.

		By Order dated December 11, 2012, I determined that the investigation should include an analysis of the full impact of flexing distribution rates in order to address whether gas-on-gas competition should be allowed to continue, and if so, whether any modifications to the current practice are necessary.  The Order also directed a further Prehearing Conference to be held on January 24, 2013.

		Duquesne Light Company (Duquesne) filed a Petition to Intervene on January 4, 2013.

		On January 23, 2013, Peoples filed a Motion to Hold Proceeding in Abeyance Pending Final Action in the Proposed Acquisition of Equitable by Peoples (Abeyance Motion).  Second Prehearing Memoranda were served by Peoples/Peoples TWP, OSBA and UGI on January 23, 2013.
		A procedural schedule was developed at the second prehearing conference held on January 24, 2013.  By written Order dated January 25, 2013, I modified certain discovery rules, denied a request by Peoples to hold OSBA discovery in abeyance pending resolution of Peoples’ Abeyance Motion, directed that Answers to Peoples’ Abeyance Motion be filed by February 1, 2013, and granted the petitions to intervene of PIOGA and Duquesne. Answers to Peoples’ Abeyance Motion were filed by OCA, OSBA and IECPA on February 1, 2013.  PIOGA and Peoples TWP filed letter answers in support of Peoples’ Abeyance Motion on February 1, 2013.

		By Scheduling Order dated February 5, 2013, I denied Peoples’ Abeyance Motion, set a procedural schedule for the proceeding, and addressed miscellaneous procedural matters.

		On April 3, 2013, Peoples and Peoples TWP filed a Motion for Protective Order.  A Joint Answer to the Motion was filed by BI&E, OCA and OSBA on April 10, 2013.  In the Joint Answer, BI&E, OCA and OSBA requested an extension of the procedural schedule in the investigation by approximately two (2) months due to delays in the discovery process occurring as a result of disputes involving access to highly confidential information of a competitive nature.  Answers to Peoples’ Motion were also filed by IECPA and PSU on April 10, 2013.  On May 2, 2013, I issued a Protective Order containing special restrictions on access to highly confidential information of a competitive nature.

		On May 15, 2013, Peoples/Peoples TWP and IECPA filed letters stating that they did not oppose the procedural schedule extension as requested by the Joint Answer of BI&E, OCA and OSBA.  The procedural schedule was amended and postponed by approximately two (2) months by Order dated May 16, 2013.  A Notice issued by the Commission subsequently set evidentiary hearings for December 10-12, 2013.

		The parties exchanged direct, rebuttal and surrebuttal testimony pursuant to the revised procedural schedule.

		IECPA filed a Motion for Clarification and Request for Expedited Consideration of the Protective Order on June 24, 2013.  Answers to IECPA’s Motion were filed by Peoples and Equitable on June 27, 2013 and Columbia on June 27, 2013.  By Order dated July 3, 2013, I resolved IECPA’s Motion by clarifying the parties’ obligations under the Protective Order.

		On July 18, 2013, IECPA filed a Motion to Compel certain discovery responses by Peoples and Peoples TWP.  Peoples and Peoples TWP informed the Presiding Officer that the discovery dispute had been resolved, by letter filed July 23, 2013.

		On July 25, 2013, Peoples filed a Motion to Compel certain discovery responses by individual members of IECPA. IECPA filed an Answer on July 30, 2013.  By Order dated September 5, 2013, I directed IECPA to provide the discovery responses by September 20, 2013.  In response, IECPA filed a Petition for Interlocutory Review of a Material Question on September 9, 2013, presenting new evidence regarding its status as a corporation. OSBA, Peoples and IECPA filed responsive briefs to IECPA’s Petition on September 16, 2013.  On September 18, 2013, IECPA filed a Motion to Stay its discovery obligations as directed by the Presiding Officer’s September 5, 2013 Order.  By Amended Order dated September 20, 2013, I sua sponte treated IECPA’s Petition as a petition for reconsideration, and amended my September 5, 2013 order in light of the new evidence presented by IECPA regarding its status as a corporation, denying Peoples’ Motion to Compel.  On September 23, 2013, OSBA filed an Objection to the Presiding Officer’s Amended Order.  No action was taken on OSBA’s objection.  Thus, it is denied.

		Direct testimony and accompanying exhibits were served on August 8, 2013 by Peoples and Peoples TWP (Peoples/Peoples TWP St. No. 1 (Gregorini)), OCA (OCA St. No. 1 (Watkins)), OSBA (OSBA St. No. 1 (Knecht)), BI&E (BI&E St. No. 1 (Cline)), Equitable (Equitable St. No. 1 (Scanlon)), and IECPA (IECPA St. No. 1 (Burgraff)).  Letters were filed on or about August 9, 2013 by Columbia, UGI Distribution Companies, NFGD, Duquesne Light and PSU indicating that such parties would not be filing direct testimony.

		Rebuttal testimony and accompanying exhibits were served on October 17, 2013 by Peoples and Peoples TWP (Peoples/Peoples TWP St. No. 1-R (Gregorini)), OCA (OCA St. No. 1-R (Watkins)), OSBA (OSBA St. No. 2 (Knecht)), BI&E (BI&E St. No. 1-R (Cline)), Equitable (Equitable St. No. 1R (Scanlon)), IECPA (IECPA St. No. 1R (Burgraff)), Columbia (Columbia St. No. 1R (Krajovic)), PSU (PSU St. No. 1 (Crist)) and NFGD (NFGD St. No. 1 (Meinl)).

		Surrebuttal testimony and accompanying exhibits were served on November 23, 2013 by Peoples and Peoples TWP (Peoples/Peoples TWP St. No. 1-S (Gregorini)), OCA (OCA St. No. 1-S (Watkins)), OSBA (OSBA St. No. 3 (Knecht)), BI&E (BI&E St. No. 1-SR (Cline)), IECPA (IECPA St. No. 1-S (Burgraff)) and Columbia (Columbia St. No. 1-SR (Krajovic)).

		On December 10, 2013, an evidentiary hearing was held at which time I approved the parties’ stipulation to move all pre-served testimony and associated exhibits into the record and to waive cross-examination.  I directed that the record be held open until February 14, 2014 in order for a statement from Peoples to be filed regarding the closing of Peoples’ acquisition of Equitable.  Peoples and Peoples TWP filed a Motion to Admit Peoples/Peoples TWP Statement No. 1-Supp. (Gregorini) into evidence on January 23, 2014.  Statement No. 1-Supp was unopposed and states that, on December 17, 2013, Equitable merged with Peoples with Peoples being the surviving legal entity.

		In response to a January 23, 2014 email request from BI&E, OCA and OSBA, I issued an Amended Scheduling Order dated January 23, 2014 extending the briefing schedule by two (2) weeks to give the parties additional time for settlement discussions.  In response to a February 7, 2014 email request from OCA, the Presiding Officer issued a Second Amended Scheduling Order, dated February 7, 2014, extending the briefing schedule by an additional two weeks to give the parties additional time for settlement discussions.

		Main Briefs were filed on February 25, 2014 by Peoples/Peoples TWP, BI&E, OCA, OSBA and IECPA.

		Reply Briefs were filed on March 12, 2014 by Peoples/Peoples TWP, BI&E, OCA, OSBA, IECPA, PSU and NFGD.  The record closed on March 12, 2014.

FINDINGS OF FACT

		1.	Gas-on-gas discounting occurs in four NGDCs’ service territories, including: 1) Columbia; 2) Equitable; 3) Peoples; and 4) PTWP.  OSBA St. No. 1 at 5-6.

		2.	Equitable merged with Peoples/PTWP during the course of this proceeding; however, despite this merger, discounting has not yet been eliminated in those service territories and flex discount rates are extended through contract terms, some ending December 31, 2016 and some ending December 31, 2018.  OSBA St. No. 1 at 5-6.

		3.	Regarding the earlier Peoples/PTWP merger, flex rate discounts are extended at least through December 31, 2016.  OSBA St. No. 1 at 5-6.

		4.	Regarding the Peoples/Equitable merger, the parties agreed to extend existing flex rate discounts to customers lying in both Peoples/PTWP and Equitable service territories through December 31, 2018, or through the end of the contract by its own terms, whichever is later.  OSBA St. No. 1 at 6.

		5.	Approximately 401 commercial and industrial customers located in western Pennsylvania are located in territories served by two or more natural gas distribution companies.  OSBA St. No. 1, p. 5.

		6.	The initial purpose of the competing NGDCs discounting their tariff rates was in order to retain current customers or induce prospective large customers to switch service.  

		7.	Approximately $19.0 million in revenues lost due to rate flexing practice, are not borne by the NGDC, but are shifted to the utility’s captive customers who have no choice in NGDC.  OSBA St. No. 1 at 5-6.
		8.	Despite the merger between Peoples/Peoples TWP and Equitable, discounting continues in these service territories through December 31, 2018.  OSBA St. No. 1 at 5-6.

		9.	If discounting were eliminated in the merged territories of Peoples/Peoples TWP and Equitable, then 401 discounted customers would be reduced to 74 and $19 million in revenues lost would be reduced to $4.3 million annually which is apparently the burden of the current captive customers in these territories to bear.  OSBA St. No. 1 at 5-6.

		10.	If discounting were eliminated in the merged territories of Peoples/ Peoples TWP and Equitable, then the amount of gas at issue would be reduced from approximately 15.8 Bcf to 4.9 Bcf per year of gas.  OSBA St. No. 1 at 5-6.

DISCUSSION

		The subject matter of this Investigation presents issues which are mostly policy, set against a legal backdrop.  The Commission itself is the policy-making body here, and my primary role is to gather, organize and present the positions of the parties for the Commission’s consideration, couched in terms of applicable law.  However, since the Commission stated in its Letter dated July 25, 2012, that the matter was assigned to OALJ “for disposition and resolution” I am interpreting that phrase to mean a recommendation is requested by the Commission rather than just a report.

	This generic investigation deals only with gas-on-gas discounting and not with other forms of discounting.  Discounting for pipeline bypass, alternative fuel, and economic development was not part of the scope of this generic investigation and should continue without modification.

		The main issues are whether gas-on-gas rate discounting should be discontinued; and if so, by what deadline and what method should be used to phase it out.  Alternatively, should the current discounting be allowed to continue but in a modified form as proposed by Peoples in their Main Brief, Appendices A and B.

The parties’ positions regarding these key issues are summarized as follows:

OCA

		OCA argues gas-on-gas rate discounting should be discontinued because it is discriminatory towards residential customers who are not eligible for these discounts.  Additionally, many smaller businesses are not eligible for these discounts.

		OCA contends that gas-on-gas rate discounting is only a benefit to a select few large commercial and industrial (C&I) customers who happen to be located in the right spot.  To all other ratepayers, including all the other large C&I customers who are not so fortuitously located, gas-on-gas discounting is harmful and creates unnecessary added expenses for monopoly service due to the discounts extracted by this select few customers.

	OCA witness Watkins testified as to whether captive ratepayers are better off under the current form of gas-on-gas discounting, by stating:

Absolutely not.  These gas-on-gas discounted rate customers must receive their natural gas distribution service from one of the regulated NGDCs in Pennsylvania.  Therefore, if for instance, Equitable were to argue that its captive customers are better off with some revenue contribution from Customer A than if that customer’s business is lost to People’s, and People’s argues that its captive customers are better off with revenue contributions from Customer B than if that customer’s business is lost to Equitable, it becomes a circular, nonsensical argument.  Under current practices, the only thing that is achieved is that Customers A and B are able to enjoy subsidized rates at the expense of Equitable’s and People’s collective captive ratepayers.

OCA St. 1 at 16.

		OCA argues that gas-on-gas discounting is unlike other flex rate practices.  Unlike gas-on-gas discount customers who switch from one NGDC’s to another NGDC’s distribution system, other flex rate customers have the ability to leave the distribution system.  Customers with dual fuel capability can leave the natural gas distribution system entirely by switching to an alternative fuel, based on capital investments that customer has already made in such facilities.  Customers with pipeline bypass capability can leave the natural gas distribution system entirely by making the necessary investment in facilities to take service directly from the pipeline.  Customers seeking economic development rates can effectively leave the natural gas distribution system entirely by moving to another state, closing their facilities or shifting production elsewhere.  Providing gas-on-gas discounts does not prevent a customer from leaving the distribution system.  It only keeps the customer on the current NGDC’s distribution system or entices the customer to jump to the neighboring NGDC’s distribution system.

		According to OCA, unlike other legitimate forms of flex rates, gas-on-gas discounting is contrary to the public interest.  OCA advocates a 3 – 5 year transition period to eliminate the rate discounting.  OCA proposes eliminating completely the duplication of NGDC facilities and to create specific and exclusive service areas in Western Pennsylvania for each NGDC.  OCA St. No. 1, 21:13-18.

OSBA

		OSBA believes the rate discounting should be discontinued by December 31, 2016, because it is price discrimination and violates ratemaking rules and regulations.  OSBA Statement No. 1 at p. 7.  This termination date coincides with some existing termination dates for flex discounting contracts, but not all existing contracts.  December 31, 2016 is two years earlier than the natural contract termination date of some existing flex rate contracts of December 31, 2018.  OSBA argues in favor of a shorter transition period because there is no social or economic benefit and this discrimination is based upon the location of large businesses and NGDC service territories.

	OSBA argues that the 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 NGDC, is not actual competition.  Because it is not competition and does not therefore afford the benefits of competition, gas-on-gas discounting results in discriminatory rates that cannot be justified.

	OSBA avers this Investigation is not about 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.

	OSBA contends: (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 from other flex 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 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 in its Main Brief (“Proposal”).[footnoteRef:7]  The OSBA agrees 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. [7:  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 testimony submitted by the former entity, which no longer exists, has not been adopted by Peoples/PTWP.] 


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 received the subsidies for many years).

The OSBA offered 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 (tariff 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 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.  Thus, 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.  OSBA’s Main Brief at pp. 14-15.


OSBA requests that 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
(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.

I&E

[bookmark: _Toc382316560]I&E contends the rate discounting should end because the cost of offering a rate at a discount to large industrial users is levied upon the captive ratepayers who do not qualify for the discounts.  I&E argues: 1) ratepayer funded gas-on-gas competition is not in the public interest; 2) sound ratemaking principles do not support the continuation of ratepayer funded gas-on-gas competition; 3) a reasonable transition period does not require expiration of current flex agreements and base rate filings; and 4) a reasonable transition period does not require expiration of current flex agreements and base rate filings.

I&E agrees that in some limited instances  rate discounting and revenue shifting to captive customers is acceptable; however, it does not automatically follow that gas-on-gas competition is one of those instances.

I&E stated that if the Commission disagrees with I&E’s recommendation to end ratepayer funded gas-on-gas competition, the proposal put forth in Peoples/PTWP’s Surrebuttal testimony as modified by Appendix B of its Main Brief presents the most workable solution and is vastly preferable to allowing the status quo to continue.[footnoteRef:8]  The proposal provides protection to ratepayers as it allows gas-on-gas competition to continue but in a modified form so that the tariffed rates set the floor for discounting.  Unlike the current form of competition where there is no limit to the discount, the Peoples/PTWP proposal permits NGDCs to reduce tariff rates only to the level required to meet the tariff rates of the competitor NGDC.  The revenue shortfall will continue to be recovered from captive customers; however, the amount will be significantly reduced given that there will be an established floor that the discount cannot go below.  Additionally, while the proposal allows existing gas-on-gas agreements to be honored for their existing terms, all new and renewal agreements will be subject to the new form of competition.  As such, the status quo of gas-on-gas competition will end immediately for all new contracts and will be fully extinguished once existing contracts have run their full terms.  Although I&E prefers that ratepayer funded gas-on-gas competition end, the modified form of competition presented by Peoples/PTWP addresses I&E’s concerns about the significant amount of discounts currently recovered from captive customers and transitions away from the status quo immediately rather than permitting it to continue for a prolonged period. [8:  Peoples M.B., pp. 23-25, Appendix A-B. ] 


Peoples, Equitable, and Peoples Twp. LLC

	The Peoples Proposal offers a compromise position between the competing interests of the advocates of the status quo and the advocates of the complete elimination of gas-on-gas competition.  Peoples advocates gas-on-gas competition has deep historic roots in Western Pennsylvania that cannot simply be displaced by regulatory fiat.  See Peoples/Peoples TWP Main Brief, 20-21; Peoples/Peoples TWP St. No. 1, 15:9-19.  Peoples contends that customers and NGDCs have made substantial business investments in reliance upon the existence of some form of competition for natural gas transportation service.  See Peoples/Peoples TWP Main Brief, 6-9.  However, Peoples admits that the current form of discounting produces inequities between customers.  Peoples/Peoples TWP St. No. 1, 15:9-19.

	Under the Peoples Proposal, gas-on-gas competition would be permitted to continue.  NGDCs would be permitted to compete on non-rate/non-price factors or bases -- which may include, but are not limited to, service quality, tariffed terms and conditions of service, and access to reliable and low-cost gas supplies.  NGDCs would also be permitted to compete on price, subject to certain reasonable limitations designed to mitigate the most obvious problem of the current form of gas-on-gas competition — i.e., the lack of a reasonable floor on the level of discount that an NGDC may offer to a customer.

	Under the Peoples Proposal, an NGDC could compete without limitation at its non-discounted tariffed rates.  NGDCs would also be permitted to compete at discounted rates under the following terms and conditions:

1.	There shall be no new and renewal gas-on-gas discount agreements, except as provided in Paragraphs 3 and 4 below.

2.	All existing gas-on-gas discount agreements shall be honored for their existing terms without modification.  An NGDC shall be permitted to recover the discount adjustment associated with the existing agreement in future base rate cases, if the NGDC demonstrates that the discount has been prudently awarded and is reasonable.

3.	For all new and renewal gas-on-gas discount agreements beginning on the date of entry of the Commission’s final order implementing this statement of policy, an NGDC may offer a discount in order to meet a competitor NGDC’s non-discounted tariffed rate.  Such a discount may be offered only to an existing or former customer of the NGDC or to a potential customer associated with new development; and may not be offered to a customer of a competitor NGDC unless such customer was formerly served at that service location by the offering NGDC.  A competing NGDC may not offer a rate below the lowest non-discounted tariffed rate available to a customer, even if the NGDC is willing to forgo recovery of a discount adjustment in future base rate cases.

4.	The term for any such rate discount agreement shall not exceed five years; provided however that there shall be no restriction on the term if the agreement contains a provision requiring the reexamination and resetting of the discounted rate consistent with the requirements of paragraph 3 on a no-less-frequent basis than every five years.

5.	An NGDC shall be permitted to recover the discount adjustment in future base rate cases for any discount that is necessary to meet the non-discounted tariffed rate of a competitive NGDC, if the NGDC demonstrates that the discount has been prudently awarded and is reasonable.

6.	In order for an NGDC to offer gas-on-gas discounts prospectively, the NGDC must obtain a Commission finding or determination in its next base rate case and future base rate proceedings that the new rates are within a range that reasonably reflects cost of service.

7.	An NGDC which provides a gas-on-gas discount shall maintain reasonable records relating to each gas-on-gas discount customer demonstrating that a competitive NGDC actually exists, that the customer could have chosen service from a competitive NGDC without a prohibitive connection expense, and that the discounted rate represents the maximum amount that could be achieved from that customer.

National Fuel

		National Fuel does not currently engage in any gas-on-gas competition and has not done so for a number of years.  National Fuel endorses Peoples Proposal as it offers the least disruption to the diminished status quo, the smallest adverse effect on customers and the most modest expenditure of the resources of the Commission and stakeholders in this case and is the wisest course of action to follow.  National Fuel avers the more immediate and rigid remedies supported by OCA, I& E and OSBA will create stranded costs and economic disruption for which the utilities will suffer shortfalls if they decide to compete.  Additionally, hardship may be experienced by large business customers that relied upon the discounts in making business decisions.

		National Fuel argues the IECPA and PSU fail to realize some limits must be placed on gas-on-gas competition because this competition represents artificially low rates for some few customers that are improperly subsidized by the rest.  National Fuel believes it is equitable to permit a utility that offered discounted rates for gas-on-gas competition to continue to recover the cost of such discounted rates through the term of the contracts.


Columbia Gas

		Columbia Gas argues the current flex rates should remain in effect for the duration of the contract terms it holds with its customers.  A Commission imposed sunset date for the discounting of rates prior to the natural termination dates of these contracts is unlawful.  Columbia also endorses the Peoples Proposal.

IECPA

		IECPA advocates the status quo should continue as the IECPA represents large industrial users, some of which enjoy the benefit of the flex pricing.  IECPA offers no compromise position.  IECPA contends that the statutory advocates’ reliance on precedent to support the elimination of gas-on-gas competition is misplaced as these discounted rates are analogous to other discounted rates and should be preserved.  IECPA contends Peoples incorrectly aver that the Peoples/Equitable merger eliminates the necessity for gas-on-gas competition discounted rates.  IECPA avers that eliminating gas-on-gas rates could create harmful economic consequences for current gas-on-gas customers.

IECPA argues that gas-on-gas competition is consistent with ratemaking principles and provides benefits to all customer classes.  The existence of gas-on-gas discounts in no way causes smaller rate classes to pay excessive and unduly discriminatory rates.  IECPA contends that the State Advocates ignore evidence that sets forth a foundation for proving that distribution rates for the Large C&I customer class exceed their cost of service, despite the inclusion of Large C&I customers in the class who receive gas-on-gas discounts.  IECPA M.B., p. 14.  IECPA contends that in Peoples' most recent base rate case, the entire Large C&I customer class, including those customers paying discounted rates due to gas-on-gas competition, is currently paying distribution rates that exceed its cost of service while residential and small commercial classes are paying distribution rates below their cost of service.[footnoteRef:9]  Id.  Because residential and small commercial classes are currently benefiting from below cost of service rates, it is unreasonable for the State Advocates to contend that these classes are subject to unduly discriminatory rates.[footnoteRef:10] [9:  This recent Peoples base rate case also calls into question I&E's position that tariff rates are necessarily cost-based.  I&E M.B., p. 27.]  [10:  In actuality, it would be unjust and unreasonable to further reduce the rates of residential and smaller commercial classes below their cost of service.  ] 


	Peoples contends that although discounts are offered to Large C&I customers due to gas-on-gas competition, these discounts do not result in rates for captive customers that violate the Public Utility Code.  Section 1304 of the Public Utility Code states, in relevant part, that "no public utility shall establish or maintain any unreasonable difference as to rates, either as between localities or as between classes of service."  66 Pa.C.S. § 1304.  Gas-on-gas rates would only violate this statute if the State Advocates could show that the differences in rates created by gas-on-gas competition are "unreasonable."  As long as the Large C&I customer class, including those customers who pay gas-on-gas rates, is remitting rates above its cost of service, any difference between the rates of the Large C&I customer class and smaller customer classes may hardly be considered "unreasonable."

	To that end, price discrimination is considered just and reasonable when there is a legitimate ratemaking principle that justifies the discrimination.  IECPA M.B., p. 15; see also PSU M.B., p. 6.  With respect to gas-on-gas competition, a number of legitimate ratemaking principles, including value of service and proximity to a competitive service alternative, justify its continuation and any price discrimination that it creates.[footnoteRef:11]  IECPA M.B., p. 15.  When determining a gas-on-gas rate, NGDCs will identify the value a customer contributes to their system and determine the highest rate it may charge the customer without losing the customer to a competitor NGDC.  Id. at 12-13.  Because gas-on-gas competition is based on Large C&I customers' assessed value to the system, any price discrimination that results is just and reasonable.  Id. at 15-16. [11:  The Commission has endorsed value of service as a legitimate ratemaking principle under a number of circumstances, including justifying higher tariff rates for large transportation customers.  See Pa. Pub. Util. Comm'n v. Peoples Natural Gas Co., 1992 WL 315144 (Pa.P.U.C. 1992), 9.] 


	IECPA argues that smaller customer classes receive a benefit from the continued retention of gas-on-gas customers on their NGDC systems.[footnoteRef:12]  In general, if a gas-on-gas customer leaves an NGDC system, the NGDC's overall revenue will decrease more than its costs.  Id. at 8.  As a result, as long as the gas-on-gas customer is paying more than its incremental costs of service, which is the norm, all other customers of the system are better off retaining the customer than losing the customer to a competitor NGDC.[footnoteRef:13]  See id. at 8-9.  For this reason, other NGDC customers are benefited rather than harmed by the presence of gas-on-gas customers. [12:  In its Main Brief, Peoples also acknowledges the historical benefits presented by gas-on-gas competition.  Peoples M.B., p. 7. ]  [13:  No party to this proceeding presented evidence that gas-on-gas rates fail to recover incremental costs plus a contribution to fixed costs.  As further explained in IECPA's Main Brief, NGDCs do not dispute as part of the instant investigation that gas-on-gas customers are offered rates that exceed their incremental cost of service and explain instead that gas-on-gas rates should only be offered when they exceed a customer's incremental costs.  IECPA M.B., n. 4.  ] 


Specifically the IECPA requests the following:

(i)	Gas-on-gas competition should continue without modification; and
(ii)	As indicated in IECPA's Main Brief, to the extent gas-on-gas competition is modified or eliminated, the transition away from gas-on-gas rates should include the following elements:
		(1) all gas-on-gas contracts should be preserved until their expiration 	dates,
		(2) all overlapping NGDCs should conduct base rate cases to determine 	just and reasonable rates for former gas-on-gas customers, and
		(3) a reasonable transition period between the expiration of gas-on-gas 	rates and tariff rates should be imposed. 

PSU

		PSU is a customer of Columbia Gas, Peoples, and National Fuel in different campus locations in Pennsylvania.  PSU is in favor of flex offerings and desires the status quo to continue as it has for 30 years.  PSU is not in favor of Peoples Proposal.  PSU argues that a utility’s ability to attract and/or retain businesses in Pennsylvania provides benefits to our Commonwealth’s citizens by providing jobs, and valuable income to both the local municipalities and the Commonwealth via taxes.  Additionally, all existing flex rate contracts should remain in effect through the term of the contract.  Both businesses and utilities made significant economic and business decisions based on the certainty of those contracts and could be significantly harmed should those contracts be modified or abrogated.
		PSU takes service under a flex rate for an eligible account but does not do so for many other accounts for which its rates bear its share of the flex discounts to other customers.  Therefore, PSU claims its’ perspective comes from both sides of this issue.

		PSU witness James Crist, who was actively involved in the genesis of the “gas wars” and many gas-on-gas competitive issues,[footnoteRef:14] testified: [14:  PSU Statement No. 1 at 2:13-16.] 


From a ratemaking perspective, all customer classes benefit from the ability of a utility to retain a customer on its system without closing its doors or moving off the system, to either a nearby utility or out of Pennsylvania altogether.  Mr. Gregorini explained in his testimony (Peoples/Peoples TWP Statement No. 1) that utilities collect information from a competitively situated customer to determine the maximum amount it can charge the customer yet still retain the patronage of that customer.  Because the utility has the closest relationship to its customers than other parties in this case, except those who actually represent customers such as Ms. Meyer Burgraff and myself, it is in a knowledgeable position to determine the appropriate rate through negotiation with the customer.  The discounted rate offered to the customer is always about the incremental cost to serve the customer according to Mr. Gregorini, and this makes a positive contribution to the fixed costs requirements of the utility and provides benefits to all customers.[footnoteRef:15] [15:  PSU Statement No. 1 at 7:14 – 8:3.] 


		PSU argues that contrary to claims by OCA, OSBA and I&E, customers that receive flex rates should not lose the benefit that flex rates provide simply because they happen to be situated in a location that has overlapping territories because other customers also receive the benefit of a large customer’s load being retained on the system, thus reducing overall costs and rates for everyone.

		PSU argues that from a ratemaking perspective, all customer classes benefit from the ability of a utility to retain a significant customer on its system.  By having a flex customer stay on the system, it lessens the overall cost of service to those other customers.  Anything a utility can do by use of flex rates to attract new business or retain businesses in Pennsylvania provides benefits to our Commonwealth by providing jobs, valuable income to local municipalities, and the Commonwealth via taxes.

		PSU criticizes the flex opponents, arguing they have not done any empirical study or analysis that demonstrates eliminating flex will not have an adverse impact on Pennsylvania’s economy.  They ignore that higher rates caused by eliminating flex competition will have an adverse trickle-down effect upon customers and students, respectively, of businesses and educational flex customers.  PSU asserts that it is particularly important for Pennsylvania’s large business, industrial and institutional customers, to have certainty regarding flex rate applicability for purposes of planning, budgeting, and making business decisions.  A lack of flex rates, or a lack of certainty and reliability regarding flex rates, will harm Pennsylvania’s economic development and the ability to attract and retain businesses and jobs.

RECOMMENDATION

Primary Recommendation: Phase Out Gas-on-Gas Competition

The Public Utility Code mandates as follows.

No public utility shall, as to rates, make or grant any unreasonable preference or advantage to any person, corporation, or municipal corporation, or subject any person, corporation, or municipal corporation to any unreasonable prejudice or disadvantage.

66 Pa.C.S. §1301, 1304.
	The Commission’s Regulations provide in relevant part:

§ 60.1. General.

The transportation of natural gas by jurisdictional gas utilities is in the public interest.  Transportation service should be provided under terms, conditions and rates which minimize the shifting of costs to retail customers and provide the natural gas utility with an opportunity to recover the fixed costs incurred to serve the transportation service customers.  The development of Pennsylvania natural gas should be promoted, because it will achieve benefits that accrue to gas utilities and their customers.

52 Pa.Code § 60.1 (emphasis added).[footnoteRef:16] [16:  	The complete text of Chapter 60 is available at:
http://www.pacode.com/secure/data/052/chapter60/chap60toc.html] 


§ 60.3. Eligibility for natural gas transportation service.

 (a)  Transportation service shall be provided without discrimination as to type and location of customer.  A natural gas utility shall state in its tariff the minimum volume of transported natural gas that entitles a customer to transportation service.  These volumes shall be set at a level which maximizes the number of customers that can receive transportation service while permitting the natural gas utility to effectively and efficiently manage its natural gas distribution system.  The minimum volume of transported natural gas that entitles a customer to transportation service may not be greater than 5,000 Mcf (thousand cubic feet) per customer or buyer group per year.

52 Pa. Code § 60.3.

	In the Peoples and Equitable 2005 purchased gas cost (PGC) proceedings the Commission found that it may be reasonable to shift discounts to captive PGC customers in certain circumstances, such as direct bypass and alternative fuels.[footnoteRef:17]  However, in those proceedings, the Commission expressly found that it was not appropriate to engage in such cost shifting due to gas-on-gas competition: [17:  	Pa. Pub. Util. Comm’n v. Equitable Gas Company, a division of Equitable Resources, Inc., Docket No. R‑00050272, 
p. 44 (Order entered September 28, 2005).  Pa. Pub. Util. Comm'n v. The Peoples Natural Gas Company, t/a Dominion Peoples, Docket No. R-00050267, p. 33 (Order entered September 30, 2005).    ] 


It is unreasonable to allow a gas utility to transfer the costs of discounts in retainage and other gas delivery requirements to captive PGC customers where these costs were incurred in order to entice a customer from a jurisdictional NGDC or as a reaction to defend against another jurisdictional gas utility.[footnoteRef:18]   [18:  	Pa. Pub. Util. Comm'n v. Equitable Gas Company, a division of Equitable Resources, Inc., Docket No. R‑00050272, 
p. 43 (Order entered September 28, 2005).  Pa. Pub. Util. Comm'n v. The Peoples Natural Gas Company, t/a Dominion Peoples, Docket No. R-00050267, p. 33 (Order entered September 30, 2005).    ] 


Therefore, the fact that NGDCs set maximum rates and can discount those rates in certain circumstances does not support IECPA’s contention that gas-on-gas competition is one of those approved circumstances.

Specifically, in the Equitable and Peoples 2005 PGC Orders, the Commission determined that discounts arising from gas-on-gas competition could not be recovered from captive customers, but articulated other circumstances where such discounting and cost shifting could be appropriate:

Notwithstanding that we conclude that it is unreasonable to allow a utility to transfer the costs of discounts in waived retainage to PGC customers under the circumstances of gas on gas competition discussed, above, we believe that there are circumstances in which it may be reasonable to require captive PGC customers to bear the costs of discounted or waived gas delivery related charges incurred to retain throughput.  The circumstances may include instances in which a customer may obtain service by direct bypass, receive service through facilities which could not produce the system average retainage (company use/ unaccounted for gas) percentage, a competitive offer from a non-jurisdictional entity, economic development and job retention and instances where there is a bona fide competitive offer from an alternative energy source.[footnoteRef:19] [19:  	Pa. Pub. Util. Comm'n v. The Peoples Natural Gas Company, t/a Dominion Peoples, Docket No. R‑00050267, p. 33
(Order entered September 30, 2005). Pa. Pub. Util. Comm'n v. Equitable Gas Company, a division of Equitable Resources, Inc., Docket No. R-00050272, p. 44 (Order entered September 28, 2005).] 


	As such, the Commission clearly and appropriately determined that it was improper for two regulated NGDCs to engage in such discounting, but recognized that such discounting was appropriate to keep a customer from leaving a regulated NGDC’s system for an unregulated entity.  This distinction is important because if a customer leaves a jurisdictional NGDC for an unregulated competitor, the NGDC and its regulated customers will lose the flex customer’s contribution to fixed costs entirely.  The opposite occurs in gas-on-gas competition because the flex customer will remain with a jurisdictional NGDC and will contribute to the fixed costs of a regulated distribution system; however, that contribution is significantly reduced because gas-on-gas competition allows the customer to pit two regulated NGDCs against each other in order to receive the largest discount.  Accordingly, contrary to IECPA’s position, the Commission has articulated that gas-on-gas discounting is not “equivalent” to discounting for bypass or alternative fuels and has correctly determined that revenue recovery from captive customers for gas-on-gas competition is not in the public interest.

		The Commission recently addressed the issue of gas-on-gas distribution competition in the merger/acquisition between Peoples and Equitable, whereby the Commission reviewed all arguments for and against the continuation of gas-on-gas rate discounting.  See, In re Equitable Resources, Inc., 2007 PA PUC LEXIS 32 (Apr. 13, 2007) (Equitable 2007).  In Equitable 2007, the Commission’s Final Order provided:

After a careful review of the record, we conclude that the economics of the elimination of gas-on-gas distribution competition is correctly presented by Equitable. Equitable witness, Dr. Hieronymus, characterized gas-on-gas distribution competition that creates rate discounts as a dead weight loss and wholly uneconomic.  Dr. Hieronymus also explained that with or without an actual merger, Equitable and Peoples will retain the ability and incentives they have today to provide economic development discounts.  Furthermore, Dr. Hieronymus concluded that maintenance of gas-on-gas distribution competition is poor public policy.

Equitable 2007 at *102 (internal citations omitted).

	The Commission considered the testimony of Dr. Hieronymus in 2007 and found that gas-on-gas rate discounting is “poor public policy”, “wholly uneconomic” and “a dead weight loss”.

		Section 60.3 provides that cost shifting to retail (captive) customers should be minimized, as NGDCs should seek to recover their fixed costs from transportation customers.  The current practice of gas-on-gas discounting whereby millions of dollars of costs are shifted to captive customers annually, and “discount” customers pay only a minimal contribution to fixed costs appears to be inconsistent with the plain language and intent of Section 60.3.  52 Pa.Code § 60.3.

		The Regulations provide for open access, non-discriminatory treatment and a goal of maximizing the number of customers who can participate.  Conversely, the current practice of gas-on-gas rate discounting appears to be discriminatory and limited in participation to a select few C&I customers who happen to be located in the right overlapping service location.  I am not persuaded by IECPA’s assertions that Chapter 60 provides support for the current practice of gas-on-gas discounting.

	IECPA also cites the regulatory history that accompanied the implementation of Chapter 60 as further support for gas-on-gas discounting.  IECPA M.B. at 10.  Specifically, IECPA cites a statement by the Commission as published in the Pennsylvania Bulletin, regarding keeping customers on the NGDC’s system at a lower rate is preferable to losing the customer altogether.  Id.  A review of the cited text, however, reveals that the portion of the statement quoted by IECPA was taken out of context.  The full statement provides that:

Assuming that many of these customers are able to burn another type of fuel, it is preferable to keep these customers on the system, albeit at a lower rate, than to lose all contribution to the company’s fixed costs.

17 Pa.B. 548 (January 31, 1987).  This quoted language refers to customers with dual fuel capabilities, and is not a general statement in support of gas-on-gas discounting.  Customers with dual fuel capability have the option to leave the natural gas distribution system entirely by utilizing whatever alternative source of fuel their particular infrastructure supports, such as fuel oil, propane or diesel.  Conversely, gas-on-gas customers must use the natural gas distribution system to take service from an NGDC.

Dr. Hieronymus testified in his Rebuttal Testimony in Equitable 2007:

Because gas-on-gas distribution competition is, in the vernacular of economists, a "negative sum game."  This means that participants, in this case all customers collectively, are harmed even though some customers benefit.  Discounts given to favorably situated customers are not absorbed by the shareholders of the distribution utilities.  Rather, via ratemaking processes (base rate cases and, for retainage discounts, purchased gas adjustment clause cases) such discounts are paid by other, less favored customers.  If 20 percent of customers pay only half of their properly allocated costs of service, the remaining 80 percent necessarily make up the difference.

The division of the revenue requirement pie is a "zero sum game"- what one customer wins via discounts, others lose via higher tariff rates.  'What makes this a negative sum game is that the costs incurred to enable the competition that creates the need to grant discounts are themselves a dead weight loss and wholly uneconomic.

In fact, the substitution of one distributor for the other creates no new revenues.  Indeed, what is lost by Equitable if Peoples gains a customer is almost assuredly more than Peoples gained (otherwise, the customer would not switch.).  Once the effects of the transaction are flowed through revenue requirements, Equitable’ s remaining customers will lose the revenues previously garnered from the customer while Peoples customers will benefit from a smaller increment of revenues and bear the dead-weight loss of the incremental costs incurred to gain the customer.  For customers other than the customer who benefits, the loss will be equal to the cost of accessing the customer plus the additional discount that the customer was able to bargain for.

I&E Exh. No. 1 at 14, 16.

	I agree with Dr. Hieronymus that gas-on-gas rate discounting creates winners and losers, enables large amounts of load to switch back and forth between NGDCs at the end of each “discount” contract period, creates no new revenues, but rather creates additional expense.  I am persuaded by OSBA witness Robert Knecht who testified as to further differences between these flex rate practices, as follows:

Gas-on-gas price discrimination is fundamentally different from the other forms of rate discounting cited by Ms. Burgraff because (a) the practice results in inefficient duplication of facilities, and (b) it does not preserve load that would otherwise be lost to Pennsylvania NGDCs.  The fundamental difference between gas-on-gas discounting and other discounting is that the other discounting techniques will retain margin revenues that would otherwise be lost to Pennsylvania customers, whereas gas-on-gas discounting reduces Pennsylvania NGDC margin revenues.

OSBA St. 3 at 7.  As Mr. Knecht additionally points out, gas-on-gas rate discounting works to perpetuate the existence of inefficient, duplicative distribution facilities.  Such a practice is not in the public interest.  I am further persuaded by the testimony of OCA witness Watkins:

It is well known that distribution utilities are considered natural monopolies and it has been the long-standing belief and practice of regulators that duplicative utility distribution facilities are not in the public interest such that regulation of monopoly providers will serve as a surrogate for effective competition and are deemed the most efficient utilization of society’s resources.  As such, the additional costs posed by duplicative facilities are considered a societal cost, or negative benefit.

OCA St. 1 at 16-17.

Flex rates for dual fuel, bypass or economic development purposes can be used to further important public policy goals and the continuance of these practices is in the public interest.  Gas-on-gas rate discounting, however, appears to be discriminatory and unfair to rate classes.

The Commission has already held that utilities should exercise great discretion when flexing rates for bypass and energy alternatives:

For approximately twenty years, this Commission allowed NGDCs to negotiate or flex their tariff rates in order to compete with bypass and energy alternatives.  One of the principal goals intended to be achieved was to benefit all customers through the retention of the service to large use customers.  In granting certain utilities the ability to negotiate or flex their tariff rates, the Commission did not grant a blanket authorization to the utilities.  The Commission anticipated that the utility would exercise great discretion in allowing variations from their tariff rates.  At no time was it anticipated that the burden of proof concerning the utility’s application of this discretion would be diminished or waived.  This is true in instances where costs may be transferred within a customer class and is especially true where costs were to be shared among other classes of customers.[footnoteRef:20] [20:  	Pa. Pub. Util. Comm'n v. Equitable Gas Company, a division of Equitable Resources, Inc., Docket No. R‑00050272,
	p. 43 (Order entered September 28, 2005).   See also, Pa. Pub. Util. Comm'n v. The Peoples Natural Gas Company, t/a	Dominion Peoples, Docket No. R-00050267, p. 32 (Order entered September 30, 2005).    ] 


		It is well settled that any rate approved by the Commission must be just, reasonable and non-discriminatory.[footnoteRef:21]  Given that the Commission has previously determined that flexing rates for gas-on-gas competition is discriminatory, there is no presumption that gas-on-gas rate discounting is appropriate as IECPA alleges. [21:  	66 Pa.C.S. §§ 1301, 1304.] 


	I find the evidence in the current Investigation supports a finding that gas-on-gas rate discounting appears to be discriminatorily beneficial to a select group of large industrial customers fortunate enough to be located in an overlapping service territory and is financially burdensome to other captive customers.  Accordingly, I recommend the Commission take action to end the current practice of gas-on-gas discounting through a reasonable phase-out plan, the length of which may be determined by the Commission.  At a minimum, I recommend the Commission direct that ratepayer funded gas-on-gas rate discounts be abolished no later than December 31, 2018.  I recommend the Commission issue this directive by the end of 2014.  Regarding PSU’s concerns over economic consequences, a reasonable transition period should serve to address concerns over any possible economic disruptions.  Sufficient advance notice will enable businesses to prepare for the coming changes through budgeting and operational forecasting and decision making.  See IECPA M.B. at 27.  A reasonable transition period will enable businesses to adjust to the changing regulatory climate.

		I further recommend that if the Commission finds gas-on-gas competition should be eliminated, a task force/working group be created to collaborate and discuss the means by which service territories and large load customers would be divided among the NGDCs with overlapping territories.  The issue of load predictability and customer switching in the future should also be addressed.  The task force should report their findings and recommendations to the Commission within one to two years from the time of an initial decision in this case.

		If the Commission decides to end gas-on-gas competition altogether in these overlapping service territories, a division of territory may be warranted and explored further.  The Commission might consider assigning the 74 current GOGC customers to specific NGDCs.  Also, allow all NGDCs to keep their current customers.  Then, the NGDCs involved in this could choose service areas that are in the conflicted regions.  From this point foreword, any new customer in any conflicted area could first be offered to the NGDC who was given this service area (primary NGDC).  Only if they decline should a different NGDC be allowed to offer them service.  Some arrangement similar to this could help separate the NGDCs over time, as arguably, a primary NGDC would likely expand anywhere there is not a captive customer of another NGDC’s service territory.  The other NGDC would then focus its efforts in other areas.

Alternative Recommendation: Modify Gas-On-Gas Competition adopting Peoples’ Proposal

Alternatively, if the Commission prefers to continue the practice of gas-on-gas discounting, then I recommend the practice at least be substantially modified as proposed by Peoples as follows:

Peoples and Peoples TWP are, in essence, proposing the creation of a reasonable floor on gas-on-gas discounting for all new and renewal gas-on-gas discount agreements.  That floor would be the lowest non-discounted tariffed distribution rates of any of the NGDCs competing for the customer's load. All existing gas-on-gas discount agreements would be permitted to run their terms.  The NGDCs would be allowed rate recovery for Discount Adjustments for existing agreements as well [as] new/renewal agreements; provided that the NGDC can demonstrate that the discounts were prudently awarded and are reasonable.

Peoples M.B. at 18.  Peoples included a draft of certain provisions for this limited continuation of gas-on-gas rate discounting, as testified to by Peoples witness Mr. Gregorini in his Surrebuttal Testimony.  See Peoples Exh. JAG-2; Peoples M.B. at Appendix A.  As further explained in its Main Brief, Peoples acknowledged that the provisions included at Appendix A may not address some of the concerns and comments of the other Parties expressed throughout this proceeding, most notably those of OSBA, I&E and the OCA.  To address these concerns, Peoples added Appendix B which contains a list of potential compromise positions that, taken together with the provisions at Appendix A, would create a comprehensive proposal.

		In the event that the Commission should wish to further consider Peoples Proposal, I recommend the Commission enter an Order ending the current form and practice of gas-on-gas rate discounting, and further directing all Parties to engage in a collaborative process using Peoples Appendices A and B of its Main Brief as a platform to create one document that would capture all of the necessary provisions and guidelines to be implemented for a modified form of gas-on-gas rate discounting.  As Mr. Watkins recommended in his Direct Testimony, it may be necessary to create a collaborative or working group to ensure that all issues have been addressed after the Commission issues its Order to end the current practice of gas-on-gas rate discounting.

		IECPA claims that the Natural Gas Choice and Competition Act, 66 Pa.C.S. § 2201 et seq., and the Commission’s “Natural Gas Transportation Service” regulations, 52 Pa.Code § 60.1 et seq., support the continuation of the status quo for gas-on-gas competition.  IECPA Main Brief, 10-12.  However, I find no mandate that gas-on-gas competition continue in its current form.

		The overarching concern of OCA, I&E, and OSBA is that captive ratepayers are forced to absorb the revenue shortfall that results from gas-on-gas discounting (“Discount Adjustment”) and that there is no reasonable floor on the permissible level of discounting.  OCA Main Brief, 12-25; I&E Main Brief, 7-9, 14-20; OSBA Main Brief, 12-17.  The Peoples Proposal at least addresses this concern by creating, for all new and renewal gas-on-gas discount agreements, a reasonable floor on the level of discount that may be awarded by an NGDC.  See Peoples Proposal, ¶¶ 1, 3, 5.  The level of discount would be dictated by the lowest tariffed distribution rates of a competitive NGDC.  In other words, the allowable discount would be limited to what is actually necessary to meet the competition.  This limitation would greatly mitigate the level of Discount Adjustments claimed and recoverable in NGDC base distribution rate cases.

	Currently, the only floor on gas-on-gas discounts is the incremental cost to serve the competitive customer.  See IECPA St. 1-S, 10:4-19.  As such, a customer who receives a discount may not be required to pay its cost of service in the ratemaking sense.  In other words, the discounted rate may not be fully compensatory of the NGDC’s ratemaking cost to serve the customer.  A larger discount results in a larger Discount Adjustment, which in turn results in a greater rulemaking burden on captive ratepayers.  Likewise, NGDC shareholders, who are constitutionally entitled to the opportunity to earn a return on and of their investment, should not be forced to absorb Discount Adjustments in order to retain customer load for the benefit of the system.

		Customers have made business planning decisions based on their projected energy costs and the continued existence of their current gas-on-gas discount agreements.  Likewise, competing NGDCs have made system investment decisions based upon their projected loads, which are supported in part by their existing gas-on-on gas discount agreements.  IECPA Main Brief, 21-22; Columbia Main Brief, 6-7; Peoples/Peoples TWP Main Brief, 27-28.  Thus, there is an argument for allowing existing gas-on-gas discount agreements to be honored for their stated terms.  The Peoples proposal would do so.  See Peoples Proposal, ¶ 2.  However, I do not think it would be illegal or unconstitutional for the Commission to end gas-on-gas competition before the full terms of contracts are expired within the merged territories of Peoples/PTWP and Equitable.  The modification or rescission of existing contracts may require compliance, however, with the requirements of Section 508 of the Pennsylvania Public Utility Code (“Code”), 66 Pa.C.S. § 508 (“Power of commission to vary, reform and revise contracts”).

		Both OCA and OSBA raise concerns regarding the unnecessary duplication of facilities if gas-on-gas competition is permitted to continue.  OCA Main Brief, 17-18; OSBA Main Brief, 17.  Peoples and Peoples TWP acknowledge that the duplication of facilities is inconsistent with traditional utility regulation, which typically favors monopolistic service territories in order to limit the unnecessary duplication of facilities.

		Peoples Proposal criticizes OCA’s proposal to divide up the NGDC service territories once the competition is eliminated.  Peoples argues this would result in extensive and contentious litigation between competing NGDCs regarding the allocation of service territories, and require rate recovery of stranded costs or alternatively create a constitutional regulatory taking problem.  See Peoples/Peoples TWP St. No. 1-R, 9:9-13; OSBA St. No. 2, 11:3-12; IECPA St. No. 1-R, 9:17-10:3; Columbia St. No. 1R, 5:11-6:2. 

		The Peoples Proposal states that a gas-on-gas discount could be offered only to an existing or former customer of the NGDC or to a potential customer associated with new development; and may not be offered to a customer of a competitor NGDC unless such customer was formerly served at that service location by the offering NGDC.  Peoples Proposal, ¶ 3.  The practical effect of limiting discounts to new, existing, and former customers is that new facilities would be built only for new customers where, presumably, no other facilities are currently in place.  Service to existing and former customers would likely be via existing facilities.

	While not completely eliminating duplicative facilities, the Peoples Proposal would mitigate the problem going forward.  It would essentially prohibit the poaching of one NGDC’s existing customers by another NGDC.  Gas-on-gas competition would be limited to new development and protection of existing load.

	Peoples contends that the problem of existing duplicative facilities is best left for the free market.  As with the acquisition of Peoples TWP by the parent of Peoples and with the merger of Equitable into Peoples, mergers, acquisitions, and voluntary service territory abandonments will likely solve the problem of duplicative facilities at some point in the future.  I am not entirely convinced that Peoples Proposal would effectively address the questions of switching, and dividing up the territories; however, it appears to be part of a proposal that even the State Advocates are willing to accept in the alternative.

	The Peoples Proposal addresses concerns regarding contracting methods by requiring the contracting NGDC to maintain relevant records to demonstrate that the discount was justified.  Specifically, an NGDC would have to maintain reasonable records relating to each gas-on-gas discount customer demonstrating that a competitive NGDC actually exists, that the customer could have chosen service from a competitive NGDC without a prohibitive connection expense, and that the discounted rate represents the maximum amount that could be achieved from that customer.  Peoples Proposal, ¶ 7.  These requirements, coupled with establishing cost-based tariff rates, a reasonable floor on the discount level and the NGDC’s burden of proof in rate proceedings, may ensure that captive ratepayers are not paying for unreasonable gas-on-gas Discount Adjustments.

	With regard to the allowable term of future gas-on-gas discount agreements, the Peoples Proposal provides that the term for a gas-on-gas discount agreement shall not exceed five years; provided however that there would be no restriction on the term if the agreement contains a provision requiring the reexamination and resetting of the discounted rate on a no-less-frequent basis than every five years.  Peoples Proposal, ¶ 4.  This provision would prevent an NGDC and customer from locking in a discount based on a competitor NGDC’s lower tariffed rate for a long period of time.  The discount rate would have to be periodically reset to reflect the competitor NGDC’s then-current cost-justified tariffed rate, as resulting from base rate proceedings.

	The Peoples Proposal appears to at least move rates towards true cost of service, consistent with the Commonwealth Court of Pennsylvania’s direction in Lloyd v. Pa. Pub. Util. Comm’n, 904 A.2d 1010 (Pa. Cmwlth. 2006), allocator denied, 916 A.2d 1104 (Pa. 2007).  The only material discounting difference between Peoples and Peoples TWP’s initial position and the Peoples Proposal is that the Peoples Proposal recognizes that some form of discounting (with a reasonable floor) is necessary for two reasons.  First, discounts preserve an enhanced level of competition beyond that provided by competition limited to non-price benefits such as service quality, tariffed terms and conditions of service, and access to more-reliable or lower-cost gas supplies.  Second, a modified form of discounting protects the captive ratepayers of the higher-tariff-cost NGDC by allowing the NGDC to attract new load and maintain existing load.  But for some form of discounting, the lower-cost-tariff NGDC could easily poach the customers of the higher-tariff-cost NGDC — creating financial difficulties for the higher-tariff-cost NGDC and its captive ratepayers.  See OCA St. No. 1-R, 8:1-14; IECPA St. No. 1, 6:4-7:17 (“Thus, there would be both winner and loser utilities in the quest for competitive load if rate discounting in gas-on-gas competition is eliminated.”).

	The Peoples Proposal is a compromise between preserving what benefits there may be with competition through discounting while requiring competing NGDCs to eliminate inter-class subsidies — making the newly created discount floor (i.e., the non-discounted tariffed rate of the competitor NGDC) reasonably cost-based.  In order for an NGDC to offer gas-on-gas discounts prospectively, the NGDC would have to obtain a Commission finding or determination in its next base rate case and future base rate proceedings that its new rates are within a range that reasonably reflects cost of service.  Peoples Proposal, ¶ 6.

[bookmark: _GoBack]CONCLUSION

		In conclusion, my recommendation is that gas-on-gas rate discounting competition be discontinued by December 31, 2018.  I believe there is sufficient evidence to show that Gas on Gas competition (GOGC) isn’t real competition, and currently provides some lucky businesses with massive discounts paid for by others, and the only ones really advocating the status quo are the ones benefitting from it (IECPA and PSU).

		Alternatively, if the Commission would prefer continuation of competition, I recommend the Commission reject keeping the status quo arguments of IECPA and PSU.  Instead, I recommend the Commission promulgate a statement of policy or otherwise issue a final order, following appropriate due process, consistent with adopting the Peoples Proposal as described in Appendices A and B attached to Peoples’ Main Brief, which would allow the continuation of gas-on-gas competition in a modified form.  I further recommend the Commission appoint a working group including but not limited to representatives from the Law Bureau and Bureau of Technical Utility Services as well as stakeholders.  This working group should be charged with negotiating and drafting the methodology for discontinuing gas on gas competition or modifying it according to the Peoples Proposal.  In the event the Commission agrees gas-on-gas competition should be eliminated, I recommend the Commission issue an Order by December 31, 2014, discontinuing gas-on-gas competition by December 31, 2018.  A Commission-ordered task force/working group could discuss the NGDCs’ tariffs and the means by which service territories and large load customers would be divided among the NGDCs with overlapping territories.  The issue of load predictability and customer switching in the future should also be addressed.

		If the Commission decides to end gas-on-gas competition altogether in these overlapping service territories, a division of territory may be warranted and explored further.  The Commission might consider assigning the 74 current GOGC customers to specific NGDCs.  In the alternative, the Commission could allow all NGDCs to keep their current customers.  Then, the NGDCs involved in this could choose service areas that are in the conflicted regions.  From this point onward, any new customer in any conflicted area could first be offered to the NGDC who was given this service area (primary NGDC).  Only if a primary NGDC declines, should a different NGDC be allowed to offer a large-load customer service.  Some arrangement similar to this could help separate the NGDCs over time, as arguably, a primary NGDC would likely expand anywhere there is not a captive customer of another NGDC’s service territory.  The other NGDC would then focus its efforts in other areas.

		I believe the primary concern of the Commission should be to end the subsidization of revenue lost by the captive customers in these NGDCs’ territories.  This should happen within a reasonable time frame, but no later than December 31, 2018.  Understandably, gas-on-gas competition has been ongoing for thirty years; however, it appears to be inherently unfair to require residential and business captive customers to subsidize the price of natural gas for some large businesses.  It is not unforeseeable that some of these captive customers may be small businesses giving subsidies to their business competitors merely because the competitor is located in a more favorable location.  This is a discriminatory practice which should end.
CONCLUSIONS OF LAW

		1.	Sections 1301 and 3015(g) of the Public Utility Code preserve the Commission’s authority to conduct a just and reasonable analysis on rates.  66 Pa.C.S. §§ 1301, 3015(g).

		2.	No public utility shall, as to rates, make or grant any unreasonable preference or advantage to any person, corporation, or municipal corporation, or subject any person, corporation, or municipal corporation to any unreasonable prejudice or disadvantage.  66 Pa.C.S. §§ 1301, 1304.

		3.	A regulation promulgated under the agency’s statutory authority is to administer a statute or prescribe the practice or procedure before the agency.  1 Pa.Code § 1.4(3).

		4.	The transportation of natural gas by jurisdictional gas utilities is in the public interest.  Transportation service should be provided under terms, conditions and rates which minimize the shifting of costs to retail customers and provide the natural gas utility with an opportunity to recover the fixed costs incurred to serve the transportation service customers.  The development of Pennsylvania natural gas should be promoted, because it will achieve benefits that accrue to gas utilities and their customers.  52 Pa.Code § 60.1.

		5.	Natural gas transportation service shall be provided without discrimination as to type and location of customer.  52 Pa.Code § 60.3.

		6.	The current gas-on-gas competition methodology is discriminatory towards captive customers within the NGDCs’ service territories which subsidize annual revenue losses due to discount flex prices offered to large industrial users fortunate enough to have a choice between NGDCs.

		7.	Gas-on-gas competition should be ended by December 31, 2018, and the service territories divided; or, in the alternative modified as proposed by the Peoples Proposal attached as Appendices A and B to Peoples Main Brief.


ORDER


		THEREFORE,

		IT IS RECOMMENDED:

		1.	That the Commission shall issue a statement of policy or order for the purpose of amending and phasing out by December 31, 2018, Gas-on-Gas Competition among Natural Gas Distribution Companies operating in Pennsylvania.

		2.	That alternatively, the Commission shall issue an order or statement of policy adopting the Proposal attached to Peoples’ Main Brief, Appendices A and B and attached to this Recommended Decision as Attachment A.

		3.	That the Commission shall appoint a working group including stakeholders and representatives from the Commission’s Bureau of Technical Utility Services and Law Bureau to address the methodology for phasing out and dividing service territories or modifying Gas on Gas Competition going forward. 


Dated: June 18, 2014					__________/s/___________________
							Elizabeth H. Barnes
							Administrative Law Judge
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