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INTRODUCTION

This conference was convened by the U.S. Department of Energy (DOE) and the
National Association of Regulatory Utility Commissioners (NARUC) to provide a forum
for state and federal policymakers, state and federal regulators, and all segments of
the natural gas industry to address issues of significance to the current and future use
of natural gas, with particular emphasis on state regulation. The conference brought
together a cross-section of interested parties to begin the process of identifying the
barriers to natural gas achieving its market potential and developing better
communication between Federal officials, State officials and different segments of the
natural gas and electric industries.

This document is a record of that conference. It includes the written text of
presentations where they were available and a transcript of extemporaneous remarks
where no written record was available. Modest changes were made occasionally to
ease the readability of the transcript. There are some instances where the taping was
incomplete or inaudible; accordingly, the transcript leaves out several introductions,
some panelist' remarks, and the entire Commissioners' Reactions to Today's Topics
that took place on Tuesday, February 4.

This record is intended for use by those interested in the conference generally and as
a complement to the Federal Register notice issued by the Department of Energy to
solicit comments on the impact of state regulation on the natural gas industry.
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DOE/NARUC Conference, February 2-5,1992
Convening of the Conference and
Address: Natural Gas - A Centerpiece of the National Energy Strategy
Monday, February 3, 8:30 - 9:15 a.m.

Moderator: The Honorable Nancy Boyd, Commissioner, Iowa Utilities Board

If! had a gavel, I'd bang it. I'll try my shoe. First of all, in my own personal greetings
this morning, it's fun to see people we haven't seen for awhile. It's terrific to get
together with so many different people in the regulatory community, the policy
community. I look forward and anticipate very much what vt<?.'rv going to hear during
the next three days.

First of all, this norning, I think we have a welcome forthcoming from one of my
colleagues on the Arizona Commission. Renz Jennings was first elected to the
Arizona Corporation Commission in 1984. He is presently serving his third term as its
Chairman. Commissioner Jennings is past President of the Western Conference of
Public Service Commissioners and is Chairman of NARUC's Energy Conservation
Committee, Subcommittee on Renewables. He has served three te;ms in the Arizona
House of Representatives and as a judge in the East Phoenix Justice Court. He and
his wife, Diana, own and operate a small farm <n the Phoenix area. Chairman
Jennings is an Arizona native. As such, I believe he might have a word to say to all
of us snow birds from the North flocking with our friends to his fair state this week.
Commissioner Jennings.

Welcoming Remarks by The Honorable Renz D. Jennings, Chairman, Arizona
Corporation Commission

Thank you, Nancy and good morning. Actually, this is one of the most impressive gas
conferences that I've seen in a long time. There's no 436, no take-or-pay. It's all real
interesting stuff. It's about gas IRP, fuel switching, expanded supply, but at what cost.
I'm actually pleased to see an expanded role for the gas energy sector. It's a clean
fuel. And it's also a great transition fuel to cleaner fuels. You know, we had the glory
days of gas in Arizona at the founding of this state in 1912. Actually, gas was the
only method of execution specified in the Constitution.

Well, we have a fascinating conference. And I applaud those of you who put it
together. I shouldn't detract, no weather jokes, no snow birds, no Dan Quayle jokes,
no golf jokes. So, let me get to the official part. Thank you for selecting Arizona for
this conference and welcome to Phoenix. Have a good conference.



Ths Honorable Nancy Boyd

Renz, I was hoping for at least one golf joke in there. Our next speaker offers us an
official welcome on behalf of NARUC. As Chairman of the Maine Public Utilities
Commission since October of 1988, Ken Gordon has truly been a rising star in the
field of regulation. As an example, he recently displayed his effectiveness by moving
directly into the Presidency of our NARUC organization from the membership without
ever having to go through the traditional offices of First and Second Vice President
President Gordon brings to both his Maine constituency and his NARUC colleagues an
excellent background in the academic world coupled with the ever valuable regulatory
experience of 8 years as an industry economist with the FCC. He is bright, articulate,
and thoughtful and we are truly honored to call him Mr. President. We welcome his
words at this conference today on behalf of NARUC.

Opening Comments by The Honorable Kenneth Gordon, President of the
NARUC.

Good morning. Thank you Nancy. Your description of my rise, reminds me of people
who step over the bodies of fallen comrades in order to rise. I'm delighted to be here
in Phoenix with you this morning to help welcome you to this very important event.
And I'm pleased to be able to issue to you a warm, warm welcome from the NARUC,
the National Association of Regulatory Utility Commissioners. As you know, this is a
joint conference. The Department of Energy is also a co-sponsor and we are
delighted to be able to do this with them together. I also want to begin by thanking
Frank Heintz of Maryland, Chairman of the Gas Committee, for his work in putting this
conference together and for affording me and all of us this opportunity to be here to
talk about these important issues.

I will take just a moment and offer a couple of comments. Three of the major areas
that we state regulators spend time on continue their rapid evolution with the resultant
need for regulatory accommodation and adaptation. Thank you whoever did that.
Competition proceeds in telecommunications markets. It's proceeding rapidly in the
bulk power market. And, of course, there are related activities going on in both of
those areas. And finally, and what we're concerned with today is in the gas markets.
Gas has become a major focus in our national and state energy policies. And
nowhere is it more of an issue or a focus for the future than in my own New England
region and even in my home state of Maine where we don't have very much gas as
yet, but are working hard to get it. All of you at this conference recognize the potential
of gas. First and foremost for improving the efficiency and competitiveness of our
economy. The abundance of gas is a blessing to be used wisely and I am confident
that we will be able to treat it as such. And the abundance is not only a North
American or a U.S. phenomenon, it's world wide and we will have to take advantage
of our opportunities effectively as others surely will.



Gas appears to be likely to have an especially important role as an input to the
production of electricity. A role not unknown, but never before, at the scale toward
which we seem to be moving. And this will pose challenges for us as we seek to
ensure that gas continues to be used effectively at the local distribution level where it
has served us so well and is integrated properly so that local gas distribution,
electricity production and relations between both those and other energy markets are
taken into account as we move forward.

Much of the discussion taking place about gas' role in our energy future is our concern
for the state of the environment; locally, regionally, and globally. It is difficult to
believe that natural gas will not play a critical role in helping us solve our problems in
this area. In the short and intermediate terms and yes, even, I think, possibly in the
long run as well for certain types of uses. Not only can gas be highly beneficial in
direct use applications of the traditional sort, but as I said, electricity generation and
possibly in the transportation sector as weii.

Let me conclude these opening remarks oy noting that all of these issues will be
resolved and they will be resolved one way or another in an increasingly competitive
environment. First, competition on a national and global basis for those who are
energy users. We owe it to them and ourselves to see that they are served as
efficiently and effectively as possible.

Second, and perhaps more pertinent to the detailed discussions that will take place at
this conference, those markets we are specifically concerned with are increasingly, or
in some cases, already subject to significant, competitive forces. Policy makers at the
state and federal levels, regulators at the state and federal levels, will have to take this
into account at evsry step if they are to find good solutions. Policies predicated on the
long-term, widespread existence of market power, in my opinion, are unlikely to fill the
bill. I'm not suggesting that we just go with the flow or deregulate the whole business.
The world is too complicated for that. But I am suggesting that if we try to shape and
direct the flow, we recognize that powerful, competitive forces are operating in these
markets and that we are more likely to serve all of our constituents well, if we
recognize that fact.

This promises to be a great conference. The turnout has, I think, just staggered the
organizers and pleased the organizers of the conference and I'm very pleased to be
able to be a part of it. I look forward to sharing my impressions along with those of
some of my NARUC colleagues on this first day's activities later this afternoon. And
with that, I want to thank you very much. Welcome to the conference.
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The Honorable Nancy Boyd

Thank you very much, President Gordon. You truly have pinpointed the issues for us.
It is always a cause for a stir when we can literally be on top of events in the making.
Such is the case today as we have the honor of being among the first to congratulate
Mr. W. Henson Moore upon his appointment just this past week to the position of
Deputy Chief of Staff in the White House. We are excited and look forward to the
privilege of hearing from and visiting with Mr. Moore this morning via satellite live from
the White House. In addition to his current responsibilities, the Honorable W. Henson
Moore was appointed by the President to be Deputy Secretary of Energy in 1989,
where Mr. Moore was the number two ranking official at the Department of Energy.
He participated in all of the department's key policy deliberations including the National
Energy Strategy and played a regular role in relations with Congress and within the
Administration. Mr. Moore previously practiced law in Washington, D.C. and
Louisiana, in addition to many years of distinguished service in the United States
House of Representatives as a member of Congress from the 6th District of Louisiana.
He brings an extensive energy and finance background to the table as well as a highly
respected political sensitivity to the natural gas issues which we are to meet about for
the next three days. Mr. Moore's initiatives in the cosponsorship by the Department of
Energy of this conference are an example of that sensitivity. Initiatives for which we in
both the natural gas and the regulatory community say a hearty thank you. We are
truly honored to say congratulations and to welcome and listen this morning to Ihe
Honorable W. Henson Moore.

The Honorable W. Henson Moore, Deputy Chief of Staff, The White House

Thank you very much. Thank you, Nancy. A funny thing -1 was supposed to be in
Phoenix this morning. It's something I very much wanted to do, as I think quite frankly
that this program is something that I had a hand in suggesting to NARUC and the
Department of Energy that we do. Unfortunately, a funny thing happened on my way
to Phoenix. I got diverted to the White House where I started my duties this morning.
Everything being equal, all in all, I think I'd rather be in Phoenix. But thank you very
much for letting me be with you this way this morning. The other thing I'd like to say
is that I'm very sorry that Linda Stuntz couldn't be there with you today as well. Today
is the day the Senate begins debate - for real this time we think -• on the National
Energy Strategy legislation and she needs to be up there on the floor of the Senate or
outside the Senate chamber working on that legislation as it begins the debate today.

But in any event, I want to thank NARUC. This is the second gas conference that the
National Association of Regulatory Utility Commissioners and the Department of
Energy have put on. One was back in October that dealt with the area of electric
utilities and electric generation and electric regulatory matters. Now, this conference
deals with something just as troublesome, just as important to the future of the country
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-- that of natural gas and its regulatory problems, in the judgment of me and many
people including the President, and I was just with him this morning, and we talked
about natural gas this morning. We know how important natural gas is to the future of
this country. It is a greatly undiscovered, underutilized natural resource. We have a
number of years of supply. We know of its environmental advantages. It's something
we don't have to import from overseas, yet we're just not using it as we should. And
that's why I'm spending this time with you this morning, and that's why I think this
conference is so very, very important. Nothing is more important to us than increased
utilization of natural gas. And to sit down and discuss what the problems are. What's
stopping us from being able to use natural gas as we should? And i think this two-
day conference with folks like you sitting in the audience will do more to resolve these
problems and point to the state regulatory bodies, up to the Federal Energy
Regulatory Commission, the Department of Energy, the utility companies exactly what
has to be done to see to it that this great resource is finally utilized as it should be.

There are a number of problems that we've been looking at. And there are a number
of things that we need to look at to be sure that we make the progress in the future
that we should on natural gas. The holding of this conference was one of the first
things we thought would do some good, based on a meeting I had last August. We
invited into the room all of the people who have anything to do with this industry from
the producers, both majors and independents, to the pipelines that deliver it, to the
utility companies that we think should use and might use it. And we even had some
regulators there. And what we learned was that was the first time all these people
were ever in the same room together and they began to discuss the issues and go
back and forth and it became very obvious that that's the kind of seminar, that's the
kind of discussion, that's the kind of airing we needed to begin to really flesh out what
the problems are. For instance, in that meeting, one utility president got up and said
that, basically his problem was the fact he couldn't get a long-term commitment for
natural gas. At that point, two or three people stood up and said, we'll give you the
commitment right here on the spot and signed the agreement on the back of an
envelope and flesh it out with our lawyers later. It became pretty obvious that there
are some problems. That there's something that's keeping this from happening. And
in the case of natural gas, we know that the answer to this underutilized resource is to
begin to expand its demand, expand its consumer base from residential, industrial into
the transportation area and certainly into the electric power generation market. And
that's what this meeting is ail about.

In looking first at what's going to happen in the Congress today as that debate starts,
it weighs on exactly what you're going to be talking about. There are some legal
things that have to be rectified or it may well be that a discussion group in a seminar
like the two great days you're going to have won't be able to amount to much. The
first thing we've got to do is to reform the Public Utility Holding Company Act. And we
know there s some people in the audience who disagree with that. That's something
that ought to be talked about in a portion of this meeting perhaps. But we think in the



Administration's point of view, we ought to begin to free up who can begin to generate
electricity as we know that many of them have the proclivity to begin to want to use
natural gas. That's in this legislation. That'll be discussed today in the United States
Senate.

Secondly, we know we've got to have very aggressive pipeline deregulation or reform
of the natural gas pipeline regulations to be able to see to it that gas can, in fact, get
to the customer. We don't think that's the case today. A natural gas supplier calls on
an industrial customer or utility company, he's got to wait maybe seven or eight years
to get his pipeline certified, not buiit. But just a certificate of construction or certificate
to be able to allow him to proceed. We think we need to move forward with great
reform in that area and again, this legislation does that as well.

And thirdly, we think a new market for natural gas in addition to increased electric
generation is going to be in the motor field market. And we're moving forward in this
legislation to see to it that we begin to build an alternative fuel market which will
include natural gas. So the legislation is very important. And we think, according to
the Natural Energy Strategy, that we see consumption expected to increase by more
than 25 percent by the end of this decade of natural gas, providing we accomplish the
National Energy Strategy. We see it increasing its share of electric generation from
some 10 to 20 percent - 10 percent now, up to 20 percent. And by the year 2010,
we expect to see the alternative fuels market equivalent to 2.2 million barrels of oil a
day. Oil we will not have to import. Oil that will not contribute to our environmental
problems. And we think that compressed natural gas will take up a good share of
replacement of that 2.2 million barrels of oil a day.

The longer term outlook for gas then in our eyes is good. It's the short-to-medium
term we're concerned about. What can we do to jump start this long-term future for
natural gas? What can we do to make it happen today? I spent last Friday and last
Saturday in the oil and gas producing areas of Texas and Louisiana. And those
industries are flat on their back. This isn't all about just worrying about them. But
they're a big part of the picture. If they're not there to produce natural gas, we're not
going to have it to use. And those great resources, those great reservoirs of gas,
more being discovered all the time, aren't ever going to be realized. Last year, we
actually increased our proven reserves for the first time I think in about a decade.
And we actually drilled less. We're getting better at it. But, the point is, the price
today is way below replacement value and all kinds of bringing gas projects onto
stream are just stopping in mid-stream and being shut down. And we think that this is
something that this Conference ought to begin to address: what can we do to remove
these barriers, other than changing the legislation, other than moving into compressed
natural gas vehicles, which will take place and take place over time. What can we do



in the short term? We really can't afforo to wait. The Administration doesn't think we
should wait, and we're not waiting. And this Conference is to address that very thing.
What can we do as a nation? What can we do as consumars, as regulators, to see to
it that we don't have to wait. We're moving very forthrightly in trying to address these
problems. But there are a number of things that I've detected thai we really need to
take a look at.

First, the single most persistent message all across the country that I'm seeing from
executives at both ends of the pipe, as wa call it, the producer and the consumer, is a
need for long-term contracts. For some reason this is not in vogue or acceptable at
the present time. Yet most people value long-f^rm supply contracts in the business
world. They know that takes out the peaks and valleys. They're worried about the
peaks more than they are the valleys. But the point is that you've got to get beyond
that if you're ever really going to have natural gas become some kind of a fuel. Many
suggest that one of the elements of this problem of not having enough long-term
contracts is that state regulators, perhaps, art* focusing too much on short-term
consumer Cw3ts, on the local spot market day to day at the expense of prudent longer-
term business planning and investment. That's an issue that I certainly hope will be
discussed in the course of this Conference. This is something we really need to work
on. And just last week, Enron, in Houston, Texas, announced one of the largest and
longest-term running contracts we've seen in recent days. They announced a contract
that will go for 20 years to supply a 1.4 trillion cubic feet of natural gas to a new 1,000
megawatt cogeneration plant in upstate New York. That contract, and I was with the
CEO of Enron on Friday to discuss it with him, is the kind of thing we ought to be
seeing more of. It's a way that the producer and the consumer both benefit by seeing
to it that you have a reliable supply of an environmentally preferable fuel and taking
care at the same time of the problems of price and working it out so that the
consumers really do benefit and are not at any sort of undue risk in the course of this
agreement. We're working to try to further information in that regard. This conference
is one of the best ideas we can think of to have the experts from both sides of the
table sit down and discuss this kind of a problem about what the future might be.
We've asked our Argonne National Laboratory to take another look at our long-term
contracts and the competitiveness of the natural gas market and complete a study by
the end of the summer going back into the 1988 study the Department of Energy did.
Go back into that again and see what's different, what's new. That we think of looking
at it from a kind oi a bird's eye view that we've improved our technology to the point
that our reserves have actually increased and the picture is better today than it was in
1988, in terms of how much gas we have and at what price.

Secondly, we've asked our National Petroleum Council, who've been working on this
study for almost two years now, to identify what are the barriers, the experts, the
people who actually produce it and deliver it and even those who sell it. They tell us
what the barriers are and they'll have their study by this summer. So, we'll have these
two new good pieces of analysis available for you as customers and the regulators



begin to look at in addition to this seminar where you'll be today and tomorrow. To
begin to get into exactly what is our supply situation and what is the volatility and the
pricing. And what can be done in terms of long-term contracts.

The second clear message I've heard from the gas industry, both consumers and
producers and transporters, is the stubborn if somewhat unjustified concern about the
reliability in the long term of natural gas. As I've indicated, we have these two studies
underway that we think will help resolve those issues as best as anybody can. We
believe the study we did in 1988 showing that at least 35 years of supply of natural
yas exists at $3 a thousand cubic feet. Gas now is selling for barely over $1 a
thousand cubic feet. We think these figures now need to be updated and that's the
point of one of these two studies, the one being done by Argonne National
Laboratories.

A third message that ! have been picking up on in my visits around the country and
dealing with people in the gas industry is that we've got to continue removing
regulatory impediments which limit the gas industry's ability to se'ze new market
opportunities. Regulations have got to become more responsive to market conditions.
We can't put the gas industry behind the curve of being able to meet the needs of
industry in the United States. And ihere again, I think this is incumbent upon federal
and state regulatory bodies to be up to date with the information, up to date with the
market trends and able to respond rather than to delay or frustrate. And I think that's
certainly the desire of the Federal Energy Regulatory Commission and all the state
regulatory bodies, and that's precisely why NARUC is cosponsoring this conference
with the Department of Energy this morning -- so we can begin to work on that. I
don't think that there's any one right answer, I don't think there's any one right
prescription. We have just got to be more attentive to the problems than we have
been in the past and able to move perhaps a little quicker than we have in the past.

In addition to that there is another long-term problem, a fourth message that I have
heard. And by the way, I think one thing we're going to do is to reap the benefits of
this conference. There are people that are covering it in the media, there are the
people at the conference, of course, who will listen and learn and participate. But
we're asking that the entire transcript of this conference be published along with the
Federal Register notice indicating that this took place and asking for public comment.
Let's go out to the American people as a result of this great discussion that you're
about to embark upon in the next two days and let's get their input. We listen to
people, we very often get some pretty good ideas. And we had hearings, 18 of them,
and in building the National Energy Strategy, we learned a great deal. And so, we're
going to ask the American people to respond as to what we can do to remove
regulatory barriers. By letting them have access to the transcript to these two days of
meetings and asking them to let us know. We at the Department of Energy will share
that information with all the people attending this conference and anyone else for that
matter as to what the American people are saying, suggesting or questioning as we
come out of this.
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And fourth, I've heard the concerns from a number of people that we weren't doing
enough in research and development in natural gas. And we looked at that over the
last year and I have to admit we weren't. The people who criticized the Department of
Energy were correct. We were not spending near enough money. Natural gas was
almost a stepchild of the Department of Energy in the field of research and
development. We've looked over the last year and you may have noticed that in the
budget the President sent to Congress for FY ". 993, this next fiscal year, we've
increased our natural gas budget some 200 percent. And some people say that going
from $8 million to $40 million isn't that big. Well, in government, I think most of you
who represent government regulation agencies know, that a 200 percent increase in
anybody's budget in one year is pretty significant. What's holding us back, obviously,
is the budget cap in going further, but also, we need to identify where we can wisely
spend additional money. We hope to take this 200 percent increase and to leverage
that into research agreements with private groups, with private companies, with
universities to begin to use our money and put up money from these other g.oups to
leverage into a really increased budget primarily focused on utilization technologies.
What we are hearing is that we're doing work in how to find gas and how to produce
it, and doing very well at if. We do have some utilization technological problems we
need to work on. And so the bulk of this money is going to go to that. And we think
this in turn will make it more attractive to consumers and perhaps more of interest to
state regulators as they look to try to fill those markets. We are increasing that budget
substantially as I indicated. And I don't think that's the end of it. I think, as a matter
of fact, that we're going to see that budget increase in the future as we come forward
with valid research programs that we're not going to be able to fund this year or next
year will find their way into the following year's budget. And we're very serious about
this underutiiizetion of natural gas.

Now let me stop here and simply conclude by saying that I've spoken to you in
general terms. You folks attene^ng this conference really are the experts. Having you
all together for two days I think is one of the finest things we can do to really begin to
focus and identify why it isn't working. I've been hearing about a gas bubble now for
the last five o six years. It just keeps getting bigger. And it's getting so big now, it's
beginning to completely depress the market. We've got to see what are the reasons.
Why isn't it being used? The National Energy Strategy that we have on the floor of
the Senate today as I indicated takes care of the legal problems. We'll be doing
research and development now that will help us in taking care of the technological
problems. But you folks are the ones that have to address what can be done to see
to it that we don't have any kind of artificiality, any kind of regulatory restraint, any kind
of prejudice against this fuel that would prevent us from having it fulfill its future
potential. I think natural gas has got an outstanding future in the United States. It's
very important to the economy of the country to back out oil wherever we're using it to
generate electricity. We know it has benefits of being produced here in the United
States. It helps our economy to do thai It also has its environmental advantages.
And so, iadies and gentlemen, I thank you very much for coming to this conference. I



know you're going to learn far more in the next two days than you've learned from me.
My whole point is simply to let you know that we in the federal government, including
the President of the United States, consider this a very important issue, and we very
much need your input and your discussion in the next few days so that we can all
come together on a plan of action.

Thank you very much and I'll take some questions now.

The Honorable Nancy Boyd: I would ask you for your questions to please step to
one of the microphones and let's hear what you have to ask this morning.

Kenson Moore: Or comments.

Nancy Boyd: Monsieur Reinbold.

Reinbold: Good morning, Mr. Moore. This is Leo Reinbold. I'm a public service
Commissioner from the great state of North Dakota, and I've got two points this
morning. First of all, during your comments, four or five times, you made reference to
the fact that we're meeting here for two days. I hope we're meeting for three days,
because I'm on the program Wednesday. And as an active politician in the great state
of North Dakota running for reelection, the worst thing in the world that I could be is
alone. My question now after that plug, my question to you is when you talk about
research and development, may I assume that you personally and the Administration
vigorously support the work of the Gas Research Institute in research and
development?

Henson Moore: Let me say first of all that I'm sorry I cut you a day short on your
program. I was supposed to have been here for two days and I guess that's what
was imbedded in my mind. Thank goodness you're going to be there for three days
and I encourage everybody to stay around for this gentlemen's presentation. Number
two, we do support the work of GRI. As a matter of fact, we've had meetings with
them in helping to shape this program. And I think that as Congress gives us this
money, we'll be looking at GRI as a prime partner in these research programs as they
have been in the past. And now we can begin to ramp up this spending together to
make it really count.

Danny Macey: Mr. Moore? Danny Macey from Gas Daily. Could you comment a
little bit on what's going on in some of the producing states, Louisiana, Oklahoma and
Texas, on efforts towards proration and whether you think that sort of flies in the face
of the York federal market oriented program?

Henson Moore: I know only that the state of Texas is considering proration. We're
aware of that from press accounts. We have not dealt with such a commission
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program nor do we intend to. That's a state matter. And the states and courts will
handle whatever comes of this effort. What's growing out of that effort, though, where
we have a common purpose is the fact that! assume that these state regulators,
merely an assumption, are looking at the very low price and they're concerned if
people keep producing, there's going to be ultimate damage to reservoirs for no
apparent good economic reason. We're approaching the same thing in this
conference and in the National Energy Strategy from a different way. We're simply
saying that we have got to let this fuel begin to really maximize its utilization in our
economy. And we do that by trying to increase the demand. And we do that by
research and development, knocking down the legal barriers and the legislation on the
Hill and then working with you all to identify what are the regulatory barriers. We think
there's a three-pronged approach to that problem that's different from that what the
states may be using. But then the weapons the states use, the way they go about it,
has to be a little different from ours. We don't get into proration at the foderal level.
So, I'm not going to comment on what they're doing except to say that our approach is
different. Our approach is knock down the legal barriers, increase the research and
development and then work with you all in this three day seminar to knock down the
regulatory barriers.

Glen Howard: Mr. Henson, it's Glen Howard from Sutherland Asbill and no, I'm not
going to say anything about GRI. I do want to, I think, speak on behalf of everybody
here when we say we congratulate you on your new position and the skills and the
background that you bring to the White House. I think we're also all speculating on
who your replacement is going to be. As you said, gas in the past has sometimes
been a stepchild at DOE and we're interested in knowing if you can't get out too far
ahead of your boss in knowing who your replacement might be and will gas continue
to be a focus of attention at DOE? Will you continue to be active and interested in
matters at the FERC and in the states? We're all waiting for a clue.

Henson Moore: Well, let me try to give you a clue. First of all, Admiral Watkins and
myself, we look at me not leaving DOE, but DOE now having an office in the West
Wing of the White House. And so ! assure you that energy issues are paramount to
me and will be to the President. Just this morning, he and I met at 8:00 and that was
right off his list. The concern again is about what's going on and what's happening in
the energy sector and with natural gas in particular. And so, I'll continue my work
here. In the case of DOE, the Acting Deputy Secretary that the Admiral announced
last week is Linda Stuntz. For those of you who have followed her work as the
Director of the Office of Policy or the Deputy Under Secretary for Policy, know that
she is very pro-natural gas. And she and the work that she did the last year and a
half in working with a number of people, perhaps many of you, helped identify the very
problems that we're trying to attack now through the National Energy Strategy and
through the budget. And so she is acting in that position. She is very favorably
disposed towards natural gas and somebody who supports it yery strongly. We're
bringing in the new Principal Deputy to the Assistant Secretary for Fossi! Energy. The
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Assistant Secretary, as you know, is Jim Randolph. And we have been very carefully
looking for and have found and have in White House clearance now, a natural gas
expert to be the Principal Deputy or the number two person in Fossil Energy. In
addition to that, I think Jim plans to bring in additional experts in that area. But the
number two person in the Fossil shop is definitely going to be from the gas sector,
certainly very supportive of natural gas having spent their career ir. working on natural
gas. And so I think with me at the White House and Linda as Acting Deputy
Secretary of Energy and this new person who I know and helped select to be the
number two in the Fossil Energy shop, we're going to have the horses who believe in
it and are trying to work on it every day. Admiral Watkins supports it very greatly and
obviously the President of the United States is no slouch when it comes to natural
gas.

Josh Willey: Josh Willey, a Commissioner from Delaware. You mentioned earlier,
just a few minutes ago, that you foresee an increase in the use of natural gas in the
generation of electricity by 10 to 20 percent and you mentioned that replacing 2.2
million barrels of oil with gas in motor vehicles. All of this would indicate to me that
you have some kind of plan for the longer term in the relationship to the total amount
of natural gas you would like to visualize as being consumed in the United States and
also some idea of the percentage of different uses that might be allocated to this
resource. Do you have anything firm in that, that you might be able to share with us?
I'm concerned, of course, about the long-term firm use, because as a regulator we do
think back on the amount of gas needed to heat homes and to protect the core
market. How do you see these various percentages and what quantity of gas do you
see as being possibly ideal?

Henson Moors: First, let me give the figures again to be sure that everybody
understands the context in which I was making them. We think that you'll see the
percent of electricity generated by natural gas double from 10 percent today to 20
percent. And then I indicated that we think by the year 2010, according to the
National Energy Strategy, we'll see about 2.2 million barrels of oil backed out a day for
motor vehicle fuels by any number of alternative fuels, one of which would be
compressed natural gas. Natural gas won't be the only one. There will be electric
vehicles, methanol vehicles, ethanol vehicles. A number of them. But natural gas will
be a part of that. Those are the figures I gave. Now, if you take a look at the
National Energy Strategy during this three-day conference, you will find that we have
people here who can walk you through these numbers, can give you the technical
appendices to these numbers, how we came up with them, at what price we are
pricing gas, at what supply we are seeing the gas available. Those are technical
numbers that are in these appendices that we've looked at very carefully. You put
your finger on the very crux for having this conference, which is to sit down with every
facet of the industry and be able to discuss and hopefully resolve the question you
have in your mind, or if we can't resolve it, at least identify what we've got to do to
resolve it. To actually point out exactly, from firm contracts to long-term contracts,
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how we can count on that still being available for its highest and best use, which is to
hsat homes. And certainly that's the case. I just had a hand in getting my street in
Potomac, Maryland, opened up for natural gas heating. And I think that's superior to
imported oil for heating. And i think many people would believe that that's probably
the highest and best use, but there are other good uses and enough gas for all of that
at a reasonable price for a long time. And that's the point of this conference, to get
into that and to look at these figures, hear it from the experts, question them and
begin to resolve these issues. Or determine what else we've got to do to resolve
these. And you put your finger on the basic question and that's what these next three
days will deal with.

Russeil Flemming: Sir, my name is Russell Hemming from New York State Electric
and Gas and I would like to comment on three aspects. But before I do so, I'd like to
commend you for having truly invigorated this group here today with your enthusiasm
and insight. We need help exactly where you are and please make sure it keeps
coming.

Henson Moore: Thank you.

Russell Flemming: Now having said that, the three issues are first of all, you made
the categorical statement that the replacement costs today are greater than the price
that is being received for the gas in the field. And I think there are some of us who
would challenge that. We know that reserves are being sold for prices that
approximate one-half or even less of the current spot price and we understand that
some nf the finding costs that some of the majors point to as justifying a greater price
than they're receiving are actually prices that include oil as well. It's an equivalent per
barrel of oil they're finding. And some researchers have indicated that the finding
costs of gas are in the order of 40 to 50 cents per ounce. We need some clarification
and some openness on that because that affects the market's willingness to commit to
the gas option in the long term. If indeed, the replacement costs are significantly
greater and if, indeed, it's being sold at a loss today, then the opportunities to grow at
this current economic balance or lack thereof is greatly impeded. The second thing is
GRI certainly has done an outstanding job and we should spend more money through
them. But you talked about research to improve utilization to the extent that
utilization is not just conservation, which is where GRI is currently constrained to
expending its dollars, but rather to increase new markets such as devices to get into
areas that we don't currently sell gas into. GRI is very limited, as you know, from the
court interpretation of their funding statute to getting into those things. And natural
gas vehicles are the classic case. Their capabilities to do what needs to be done in
natural gas vehicles is greatly limited and we need to do something to improve that,
not jusi the environmental advantage, but to really look at the whole infrastructure of
the balance of trade of the foreign oil import aspects of it.
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The third thing is natural gas vehicles are a very hot topic when you talk to anyone at
NARUC. There is a general assumption on the part of the NARUC regulators that
people who heat and cook with gas should not be called upon to subsidize the
development of the natural gas vehicle infrastructure. If you talk to the people at
Detroit, say GM, who's losing a billion dollars a quarter currently, they say we don't
have any funds to do this. We 're trying to sell cars with steering on the left side to
the Japanese who drive on that left road side. If you talk to the major oil companies,
they are very reticent to give up the vertically integrated gasoline refining chain that
they currently have. They are at best reluctant players in this. Someone needs to
support the development of this infrastructure and neither Detroit, given their financial
distress, nor the majors, who are loathe to give up the vertically integrated operation
with an intervening LDC and an intervening pipeline both of whom are regulated, from
their perspective rather ominous circumstances, are very anxious to do so. We need
help in understanding how we can make this work, not just words saying what a good
idea it is. Thank you.

Henson Moore : All three of the points that you've made, I think, are excellent.
When you deal with the replacement cost, that will be a subject, I think, in the course
of these three days to inquire about. It is true there are some old fields today that are
selling old gas and they're making a profit, would make a profit at half what the market
price is today. When you deal with some of the new gas fields, the cost of going in
and producing it, the figures are showing they're not going to make money. At $1.05,
in fact, they're turning back the leases - they're not going to go through with the
production. And so it depends on where it is, it depends on how much development
must be done on getting it to market. There's not going to be like manufacturing
automobiles, every unit is going to cost the same thing. It doesn't work that way. But
you're absolutely right, that we need to get into that. We need to find that out. But I
urge our people and I urge the people attending this conference not to dwell on what's
a fair price for natural gas. That's for the market to determine. What we're trying to
do is to get rid of the barriers that prevent people from using it. And then I think that
you as regulators out there, when you're asked to approve a long-term contract for a
utility company to use natural gas, they're going to have to come to you. Having
worked that out and having shown you what the price is they can get for 20 years,
and then have you make the decision, well now, do you think that's in the best interest
of the consumers of your state as opposed to any other options. What we're trying to
get at is how can we get this moving and get these obstacles down to a manageable
size rather than just saying no, they're too many unknowns, we really can't deal with
this or can't get into that. And so I'm not interested so much in the price as I am
knocking down the barriers. As we increase demand, the price will take care of itself
in getting it up to where we can increase our reserves and replacement costs can be
met. And yet, in the best interest of the consumers, so the consumer is not paying an
uncontrolled price - ! say uncontrolled is a bad term - a price that has no firmness to
it. You don't really know what you're going to be paying for four or five years out and
are you as a regulator opening up to the people that you regulate on behalf of to
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some kind of real swings in the market? So, I can't really address this at this point.
There are experts who can and will, some examples of recent replacement costs and
what they're running and what they're costing. In real terms, the price of natural gas
now is very low, down at least as low as it has been in the last 15 years, if not lower.
But that's what this conference will do, you'll get into that. But, again, I say, lets not
focus on what's a good price. Let's focus on what can we do to eliminate the barriers
to the use of this commodity that we have in this country.

I was present at one meeting, I can remember, with me pointing out how we have not
put enough money into natural gas utilization. And that's the point in us getting into it,
are there some limitations in the private sector and GRI? And we think that with the
new money we're coming up with, we can leverage with those who can work with us
and we can begin to attack these problems. We look at the problem of nitrogen oxide,
for instance, as a utilization problem, as something that we can tackle, we can do
basic research on that. We can work maybe with GRI on that. If we can't with them,
with some universities, if not them, with private companies, or oihers to attack that
problem.

And lastly, natural gas vehicles. I talked about 2010 being the year we back out 2.2
million barrels of oil used as a motor fuel. It's going to take time for precisely the
reason that you mentioned. We've got to build an infrastructure. You're not going to
do it overnight. And those who think they can are going to push this country into
something that you fear. So»ne kind of subsidy by the government which comes out
of the taxpayers' hide, or some kind of subsidy out of the consumers' hide, or by the
users of gas. We're not proposing either one. What we're talking about obviously is
more research and development in the area that's talked about in the National Energy
Strategy. The legislation does do something that's typically un-Republican. Bu'c it's
something we didn't know any other way to do it. And that's to require private fleets
to begin to move into using alternative fuels in the number of vehicles they begin to
buy. Those fleets generally have the ability to deal with infrastructure. They generally
have their own infrastructure. And that's something much more manageable in terms
of how you fuel the vehicle, how you repair the vehicle. How do you know which
vehicle to buy in what numbers? We think that's an important way to go about that.
At the same time, the legislation orders the state governments and the President's
already ordered the federal government to start moving into these alternative fuel
vehicles and to take on that expense as part of the expense of doing government.
We have in this budget that's going to the Congress, a request for $15 million for the
Department of Energy. By the way, we have an 88 percent increase in the alternative
fuels budget from an appropriation of 1992 to the fiscal year 1993 budget we sent to
the Congress. But in that 88 percent is $15 million for the first time that we're going to
get to pay the difference for the other departments of government. We go to the
Postal Service and say, why don't you buy a hundred natural gas fueled jeeps to
deliver the mail in say, a natural gas area of the country, like Houston, Texas or
Dallas, or someplace else. Those vehicles cost more right now because of this lack of

15



an infrastructure. And therefore, we can't get a hundred, we can only buy 90. And so
we've come back and gone to OMB and with the President's encouragement are now
going to Congress saying, give the Department of Energy $15 million to pay the
difference in what the vehicle would regularly cost and what it would cost TO run on an
alternative fuel such as natural gas. We'll pay the difference. The Department of
Energy will. We'll write the check and pay the difference on behalf of that federal
agency, so they can go ahead and make the purchase of the hypothetical number of
100 vehicles and it won't cost them anything any different in terms of the purchase of
the vehicle. And that's how we are trying to get at this problem of infrastructure. But
if we move too quickly, if we try to push too hard, you're right, there is no
infrastructure out there. And somebody's going to pay an inflated price to build it.
We're not interested in that. We think we're going to have to move into this gradually.
And that's why we're looking at a meaningful number of alternative vehicles on the
road at about the year 201C.

Margaret Ann Samuels: Mr. Moore, I'm Margaret Ann Samuels from the Ohio Office
of Consumers' Council. I was happy to hear you mentioning consumers in your
responses to questions since when you mentioned meeting with all segments of the
industry last summer, I kopt listening for a mention of consumers and didn't hear
them. And we advocates are also very pleased to have been included in the
conference, I'd like to say. I wanted to ask you to respond to two of our concerns.
One of them is the problem that you are describing, is a problem of prices that are too
low and demand that is too low, which is kind of an economic conundrum. And one of
the means that is being advanced for helping this is to shift the fixed costs of delivery
into a fixed charge which then is put on those who do not have an alternate energy
supply. I'd like to hear your reaction to that rate design proposal. The second one is
just simply with respect to the usage of natural gas, the increased usage which you
are advocating. To inquire whether, in fact, you are, as we would hope, advocating
usage of natural gas where it makes sense and not just increased consumption for the
sake of increased production?

Henson Moore: Let me answer the second part first. You're absolutely correct. All
were trying to do is to remove the technological obstacles, the legal obstacles, the
regulatory obstacles, to the use of natural gas. It then has to come to compete in the
market place with the other options and it has to be the best option. We're not going
to legislate, we don't want to do that and some have suggested that. Nor are we
going to regulate the requirement that you use a particular fuel. We tried that in the
last big energy legislation back in the end of the 1970s. It turned out to be wrong. It
turned out to be wrong for consumers, wrong for producers and wrong for society as a
whole. And so you're absolutely right. All we're trying to do is remove these barriers
and then the market place, the consumers have to make the decision as to what's
best for them, whether natural gas is good or LNG is good, or coal is better or
whatever. We're just trying to see to it that we remove the impediments in competing
fairly and in the marketplace.
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The first point you mentioned on shifting the costs. That's something that I'm going to
ask you to raise in the course of this seminar that you're attending. There are people
there from the Federal Energy Regulatory Commission, like Martin Allday and others,
that can deal with that better than I can. That's really i matter for FERC, as I
understand it, and we've ventured some opinions in the Department of Energy to
FERC on what we think about that. I don't think I can answer here in a few minutes
and give you a satisfactory answer. You're going to have to get into that in the course
of the seminar and get a good answer.

Let me close by simply saying that as far as consumers are concerned, all of this is
about consumers. And we did have some consumers. I don't think we had a
representative of a consumer group, but we had consumers there in the meeting we
had last August, which was a beginning of a skull session to begin to develop the
meeting where you are today and where you are included. We see three groups of
consumers. Certainly the residential consumer, the industrial consumer and I would
throw into that those that generate electricity by the use of natural gas. Now,
increasingly, the motorist consumer. And we're concerned about all three of these.
We're concerned about removing the barriers to allow all three of these to have
unimpeded access to this domestically produced clean fuel that today is in pretty dire
straights. But the object is not to go out and beef up the income of producers. That's
not the point in all of this. The point is to see to it that this fuel, this asset we have, is
available to the American people. We think it is being underutilized and pan: of our
National Energy Strategy is to address what do we think ought to be happening in this
country long term? And we've addressed it, we think. Natural gas usage ought to be
increased long term. And this program today deals with one of the three parts of how
you go about doing that. Whether the consumer does it or not is up to the consumer
to decide, not for the government.

Nancy Boyd: Let's try.

Henson Moore: I believe I'll take one more if I could Nancy.

Nancy Boyd: You bet. That's just what I was going to do. I'll take the moderator's
prerogative and move to the front table, Commissioner Jennings?

Commissioner Jennings: Henson Moore, you mentioned a 35 year supply. Many
of us received in a letter criticism of that lengthy supply from someone from Houston
Power & Light, the President and CEO of Houston Power & Light, saying that we
have, in citing a DOE report, a nine year proven reserve at current levels. And I'm
curious if you could flesh out your 35 year projection and what assumptions underlie
that, how much of an expanded use fits into that projection?
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Henson Moore: The 35 year supply number comes from the very in-depth, well
researched and well-known 1988 Department of Energy Study just on the subject of
natural gas. That report said that we've got a 35 year supply at $3 a thousand cubic
feet. The Department of Interior has done work in this and many people have, and as
you know, it's a function of price. The higher you pay for natural gas, the more of a
greater supply you have. But at some point, natural gas then becomes not
competitive, or not in the best interest of the consumer or something that really isn't
going to take place in the market place. I'm not familiar with the comment, or rather
the report, that's being cited by the gentlemen from Houston Power & Light. We had
a real difference with that company over PUHCA reform, for instance. But that's the
very thing to bring up at this seminar. Let's get that out on the table and discuss it.
But we're trying to have that study updated. It's now 1992, four years later. Things
have happened. And so we've asked the Argonne National Laboratory to update that
study. That will be ready for you this summer. But certainly in the course of this
seminar, ask those questions of the people from the Department of Energy and others
who are there about what really our proven reserves are and at what price. That's
something that you have to know as a regulator, i fully agree with that. And we feel
like that's the purpose of the seminar - let's get together and talk about these things
and see if somebody is unusually optimistic or negative or are they comparing apples
and oranges and studies. Let's get to the bottom of it. That's the purpose of this very
meeting. And I'm going to be very interested in hearing the outcome and very much
looking forward to reading the transcript of the proceedings of the next three days, as I
think this is an unprecedented kind of meeting for everybody. To sit down and really
hash it out. And if we're wrong on 35 years, I look forward to seeing that. I have an
idea that we're probably wrong on the conservative sitia. I remember I sat in
Congress on the Energy Committee in the late 1970s when the first Secretary of
Energy came to that Committee and told us we only had about seven years worth of
natural gas. And they passed the Fuel Use Act. I voted against it. They passed the
Fuel Use Act on those grounds. We're running out of natural gas. There wasn't any
more left. Let's stop frittering it away to generate electricity and let's not use it as a
motor fuel, let's not even use it as an industrial feedstock. I look back over the history
of the United States Government going back to the late 1800s and calculating how
much natural gas the country's got, and they've been wrong every time on the
conservative side. They have underestimated. They've been predicting, the federal
government has for almost 100 years, that we're going to run out of natural gas. And
so, I think, our 1988 study, if anything, is probably conservative again. But we'll see.
We'll update that this summer and have that in your hands. But there are people
there today from private industry. There are people there from universities. There are
people there from DOE, who can try to deal with that with you this morning. At this
point, until I see something better, I think our 1988 study is good, and if anything, a
little conservative.
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But ladies and gentlemen, thank you for letting me be with you. Thank you for
accepting me in this fashion. It's not what! had in mind. The weather's a lot nicer in
Phoenix and I'd like to have been there with you to deal with you for two or three days
of this conference to really learn more about what's going on and what needs to be
done. Because I think that August meeting i had, which went on for just two hours,
was one of the most exciting things I've been a part of. And I think this conference is
going to be that. This is something truly important to consumers and producers and
the environment and the economy of our country. And so, give it your best shot. And
let's see what comes out of it. Thank you very much. Thank you, Nancy.

Nancy Boyd: Mr. Moore, you're terrific. He truly has set the challenge for us. The
solution is ours for the seeking. And I think this is the group to do it.

To move us further along that quest we have with us this morning, Frank Heintz, now
in his tenth year as Chairman of the Maryland Public Service Commission. He was
first appointed to the Commission in 1982. I know him best in his capacity as Chair of
the NARUC Committee on Gas for the past two years, a role which he has served
ever so diligently and fairly. As a Gas Committee member myself, I can tell you he's
a tough task master for subcommittee assignments and is trying to reform all the Gas
Committee members by starting and ending Committee meetings exactly on time.
Chairman Heintz also is a member of the NARUC Executive Committee and has
represented the regulatory community well in service with the Gas Research Institute
Advisory Council, the National Petroleum Council, and the New York Mercantile
Exchanges' Natural Gas Advisory Committee. Equipped with a degree in economics,
a law degree, Peace Corps Service and local and state government public service
experience, as well as a regulatory background, when Frank talks, people listen. I
might note that Chairman Heintz played a key role in organizing this conference. I'm
sure he'll be glad to take all the kudos. Join me in a hearty round of applause this
morning as well as a thank you for his organizational efforts to Commissioner Frank
Heintz.
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A STATE REGULATOR'S PERSPECTIVE ON THE NATURAL GAS INDUSTRY
BY FRANK O. HEINTZ

CHAIRMAN OF THE MARYLAND PUBLIC SERVICE COMMISSION
AND CHAIRMAN OF THE NARUC COMMITTEE ON GAS
IN PHOENIX, ARIZONA ON FEBRUARY 3, 1992

Good morning. I am honored to have this opportunity to
appear before my fellow state regulators, federal officials,
and gas industry executives to address the very important
topic of this conference - the role of local distribution
companies and state regulation in an era of change in the
natural gas industry. This conference is a welcome and
timely opportunity to assemble together to analyze the
impact, at the state level, of the profound restructuring of
the natural gas industry and to discuss the role of natural
gas as envisioned in the National Energy Strategy.

At the outset, I would like to express my appreciation
for the U. S. Department of Energy's co-sponsorship and
financial support of this conference. Henson Moore
originated the call for this conference and lent his
personal support to assure its success.

Thanks are also due to Linda Stuntz, DOE's Deputy Under
Secretary for Policy, whose wise guidance improved the form
and substance of this conference. Also to be thanked is Ken
Malloy, DOE's Deputy Director for Oil and Gas Planning, for
his considerable work in arranging this event.

Always there is a person working behind the scenes who
handles the numerous details of conference. This important
role has been superbly carried out by Mike Foley, NARUC's
Financial Director. Also I want to express my appreciation
to four trade organizations — AGA, INGAA, IPAA and NGSA —
for their assistance and support for the conference.

Of course, special appreciation is due to all the
speakers and panelists whose messages form the heart of this
conference.

This morning I will share with you a regulator's
perspective on the growing significance, and the growing
challenges, of the role of local distribution companies and
state regulation. The ideas are my own, and are but one
regulator's effort to make sense of the tremendous changes
which hive occurred, and are continuing to occur, within the
natural gas industry and to determine the appropriate
response of state regulation.
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Let me begin with this obvious observation — change is
occurring all around us. In our communities, in our nation
and around the globe, change is occurring with surprising
speed and unpredictability. In today's world change is the
only constant.

With flabbergasting speed we have seen the Berlin Wall
torn down and the USSR remade as a Commonwealth of
Independent States. Japan has become such an economic giant
that the U. S. President, with a entourage of automobile
executives, must make an awkward pilgrimage to Tokyo. Here
in the USA, in a startling act of matricide, Ma Bell has
been dismembered and replaced by Baby Bells. The world of
computing has become so competitive that IBM, Big Blue, is
now experiencing the blues. Big steel has been replaced by
Big Mac in numbers of employees and amount of annual
revenues. Sam Walton's Wal-Mart has marched out of Arkansas
to overtake Sears as the number one retailer. In less time
than it takes to say Microsoft DOS, a young Harvard dropout,
Bill Gates, has created the premier software company and
been rewarded with untold wealth. And of course in the most
mindboggling change of all, Warren Beatty has become a
father and the Rolling Stones have turned fifty years of
age.

Change — we can love it or we can hate — but it is
going to occur; and more often than not — it will occur in
surprising and unpredictable ways.

In this -ast decade of the twentieth century, the major
task of business executives, government officials and
citizens of all walks of life is anticipating and responding
to change — not just reacting to it, but more importantly,
proactively taking advantage of the opportunities which are
inherent in change. Day after day, old institutions are
replaced by new institutions, traditional modes succumb to
new modes, old technologies are quickly rendered obsolete by
new technologies and old ways of perceiving the world are
being discarded in favor of new paradigms. We are
challenged to let go of outmoded approaches and embrace new
approaches. A fresh view is needed for a new day.

America's natural gas industry has been experiencing
tremendous changes in the last decade. To understand where
we are today, and the path of change, it would be well for
me to briefly review some of the important milestones since
the 1970s.
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Only fifteen years ago we had gas shortages,
curtailments and bans on new hookups. Legislation, such as
the Fuel Use Act, was passed in order to deter the
""asteful" burning of natural gas in boilers. Then, in a
i_iated admission that regulatory distortions were the cause
of supply problems, Congress enacted the Natural Gas Policy
Act of 1978 which began to lift the regulatory hand at the
wellhead.

There was a sudden collapse of energy prices. A gas
supply bubble appeared where a gas shortage had been.
Rates for pipeline system supply, as set by traditional
regulatory methods, were far out of touch with the realities
of the highly competitive oil and gas markets. LDCs and
pipelines tried special marketing programs to keep dual
fuelod customers on line. The FERC issued Order 380 to
eliminate minimum take provisions.

Next, the FERC issued Order 436, thereby creating open
access opportunities in order that willing gas buyers could
be matched with willing gas sellers. Then the FERC opened
the door to contract reformation through Order 500. As the
1980s came to a close, legislation caught up with economic
reality when Congress enacted the Wellhead Decontrol Act.

The 1970s and 1980s show the unfortunate results of
regulatory policies which fall behind economic realities.
The 1970s and 80s also show how hard it is for regulatory
practices to catch up with dynamic market forces.

In sum, for the last decade, the natural gas industry
has been in the grip of strong market forces which coerced a
tremendous industry restructuring. Regulatory dictates have
grudgingly given way to the dictates of the market place.

As we gather in this room today, the forces of change
continue at work in the industry. The National Energy
Strategy gives a new focus on natural gas, as emphasized
this morning by Henson Moore. The FERC's pending mega-NOPR
will continue the significant restructuring of the pipeline
industry. And the pending pipeline construction rule will
create new options for connecting the burner tip to the
wellhead. The Clean Air Act Amendments of 1990, and other
environmental laws, are creating new constraints, and some
new opportunities, for energy sources. Change was pervasive
in the 1980s. Change will continue, unabated, in the 1990s.



The dramatic reshaping of the natural gas industry has
had five major consequences: first, downward pressure on
wellhead prices; second, increasing assurance of long-term
availability of an economic gas supply; third a reduction in
the pipeline's merchant function, a burgeoning role for gas
marketers and a phenomenal increase in third-party
transportation of gas; fourth, an increasing reliance on
short term contractual arrangements among all segments of
the industry; and fifth, a reallocation of costs toward low-
load factor, weather-sensitive consumers. I will now
discuss these consequences in more detail. First, the price
of gas at the wellhead.

It is safe to say that few, if any, prognosticators
predicted, even several years ago, that the wellhead pr'ce
of gas would fall to such low levels as we have been in the
last twelve months. When spot market prices fell to a $1.2 0
per Mcf last summer many of us were surprised. We have been
further astounded to see prices fall to le~s than a dollar
in the last thirty days, during what is normally considered
the "winter season" and a period of high demand for natural
gas. Consumers have benefited tremendously by the
continuing erosion in the wellhead price of gas over the
last three years. The price decline, which some had
predicted would occur with the end of regulation and the
introduction of a fully competitive production market, has
occurred with a vengeance. Eventually prices will move
higher. However, I doubt that the long term trend in rates
will bring the wellhead price of gas to a range higher than
$2.50 to $3.00 per Mcf. If this view is correct, and it
seems to be shared by a substantial segment of the gas
supply industry, LDCs and state regulators can conclude that
the price of natural gas will remain very competitive with
other fuels over an extended time horizon.

Next, reliability of supply. I believe that LDCs and
state regulators no longer need fear shortages of gas supply
at the wellhead. As other speakers will explain, our nation
is assured of an abundant supply of gas, recoverable at
economic prices, for decades into the future. Conservative
estimates indicate that economically recoverable gas will be
available will be available for forty and more years. Thus
for planning purposes, LDCs and utility commissioners can
assume that gas will be available for all current uses, and
expanded uses for transportation and electric power
generation over a planning cycle extending two or three
decades.

This is not to say that there will not be temporary
jumps in prices, or deliverability shortages in certain
areas, from time to time. However, any fears that our
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nation will run out of gas, economically and reasonable
priced at the wellhead, have been dispelled.

In addition to an assurance of an adequate, long term,
and economically-priced resource base, the third result of
the restructuring of the industry is the significant
reduction in the merchant function of the pipelines, the
increasing use of the pipeline system for third-party
transportation and the new role of gas marketers. Many LDCs
and major industrial users are acquiring their gas directly
in the field or through marketers, rather than acquiring gas
through the pipeline sales function. Buyers have many more
options for obtaining gas, and producers have more options
for selling. For those large gas consumers who don't want
to buy gas directly in the field, there is an effective and
enterprising array of marketers who stand ready to be the
intermediaries and aggregators who bridge the gap between
the producer and the end consumer.

A fourth result of the industry restructuring is the
reduction in reliance on long term contracts and an
increasing reliance on short term contracts and spot market
purchases. In the late 1970s, the natural gas industry was
characterized by twenty-year contracts between buyers and
sellers. In contrast, in 1991, more gas was moved under
spot or short term market arrangements than under long term
contracts. Indeed, new long term contracts of 5 or 10 years
duration were exceedingly rare in 1991.

The fifth consequence of industry restructuring is a
continuing realignment of costs which shifts rate burdens
toward users who have low-load factor characteristics and
require firm supply during the winter heating season. The
proposed mega-NOPR continues this trend. As a result, the
typical residential customer is likely to find that the
reduction in wellhead gas prices is more than outweighed by
the adverse consequences of the cost shifting toward peak-
season firm supply, firm transportation and no-notice swing
service.

The new realities of the gas industry are having
obvious and profound effect on local distribution companies
and the state regulation of natural gas. The traditional
methods of state regulation were quite suitable to the old
fabric of ci fully regulated natural gas industry. There was
a continuum of regulation from the wellhead to the burner
tip. The traditional forms of state regulation fit hand in
glove with the comprehensive scheme of regulation at the
interstate and wholesale level.

The question at this conference — a question which has
been increasingly asked in the last several years and needs
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an answer as soon as possible -- is whether the state
regulatory methods which were suitable to the former
industry structure are still suitable today. In fact, to
give the question greater urgency, I should say the question
of the hour is not if — but how — the regulatory methods
need to be changed.

Increasingly, I am of the opinion that a rethinking of
state regulatory methods is compelled by the new realities
of the restructured gas industry. Also, I am concerned that
a failure to adjust state regulation to the new federal
policies, ongoing technological changes, and increasingly
competitive market dynamics may cause economic distortions
or raise barriers to the efficient, economical and
environmentally sound use of natural gas. I would not want
an unexamined attachment to traditional regulatory methods
to result in energy prices which are higher than they
otherwise might be, or to cause our society to miss
opportunities to reduce unnecessary energy consumption or to
choose less-polluting energy options.

In view of the policy goals and regulatory changes at
the interstate level, the technology changes affecting the
production and use of natural gas, and the increasing
dynamics of gas-on-gas competition and gas competition with
other fuels, an evaluation and assessment of the
appropriateness of current forms of regulation is warranted.
Outdated forms and methods of regulation can be harmful to
consumers, the economy, and the environment. Constructive,
ongoing evaluation of regulatory methods is the best means
for protecting consumers and maintaining the health and
viability of the natural gas industry.

A typical state regulatory statute usually has one
general section which incapsulates the overall purpose of
the public utility commission. In pertinent part, the
language in the Maryland Public Service Commission Law reads
as follows:

"The Commission shall supervise and regulate all public
service companies to assure their operation in the interest
of the public and to promote adequate, economical and
efficient delivery of utility services, giving consideration
to the public safety, the economy of the state, the
conservation of natural resources, and the preservation of
environmental quality."

Thus, the rate setting function, which receives so much
attention in the public eye, is actually a means to an end.
The overall purpose is the promotion of adequate, economical
and efficient delivery of services balanced with policy
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considerations of public safety, the state's economy, and
environmental quality.

Decades ago a particular scheme was developed to
achieve the goals of regulation. The companies were given
an exclusive franchise to provide service, in return for
which they would have a service obligation to customers and
rates would be set by regulators. The monopoly status of
the company would prevent unnecessary and wasteful
duplication of capital plant. The setting of just and
reasonable rates by the state commission would assure that
the company would receive a fair profit but would not be
able to extract monopoly rents from its customers.

Over tine, many states chose two typical methods for
setting rates. State commissions would determine a
company's revenue requirement and set basic rates in order
to recover the LDC's operation and maintenance costs and the
cost of capital associated with plant investment. Purchase
gas adjustments were utilized to cover the costs of the gas
commodity. In determining the company's revenue requirement
and its purchased gas costs, the commissions would allow the
recovery of costs which were necessary and reasonable
expenses, while disallowing costs which were imprudently
incurred.

This regulatory model has worked well for many years.
However, it must be noted that the model was created in a
different era of the natural gas industry. The traditional
node! may be less suited to the changing characteristics of
LDC services, the new responsibilities being imposed on
LDCs, the new risks confronting LDCs, the new opportunities
available to LDCs, and the initiatives and innovation
expected of LDCs. More, specifically, it may be said of the
new era that: an LDCs customer base is increasingly
segmented; the monopoly power of the LDC is weaker; the
LDC's gas supply function is more challenging and fraught
with risk; integrated resource planning and demand side
management impose new requirements on an LDC; and new
natural gas uses, such as gas-fired vehicles and commercial
air conditioning, depend upon the LDC's marketing
initiatives. Quickly, let me explain some of these
observations.

The local distribution company's monopoly powers vary
greatly among customer classes and are weak over time. Some
industrial customers, who may account for a substantial
portion of an LDCs throughout, are dual fueled. They can
switch to another energy source at any time. Other
industrial and large commercial users, although not having
dual fuel capability, are in a position to buy gas from
sources other than the LDC's system. In warmer areas of the

26



United States, the electric heat pump provides a ready home
heating option for residential consumers. In sum, an LDC
may be a monopoly, but it is a weak one.

The LDC's viability depends heavily upon winning and
retaining customers for whom gas service is discretionary.
These discretionary customers often have niche market
characteristics, with differing needs for service and
attaching differing values to the service. These
differences must be recognized and satisfied by the LDC.

Gas supply acquisition involves new responsibilities
and greater risks for LDCs. It used to be that an LDC
obtained its gas supply from one pipeline. The rates for
the LDC's gas supply were fully regulated by the FERC.
Therefore, a state commission's prudency reviews of the
LDC's purchase gas adjustments were not contentious
proceedings because the LDC took oas from one regulated
source. The LDC had little choice for gas supply and there
was little room for second guessing by regulators.

In the late 1980s, the options available to an LDC for
acquisition of gas multiplied. Many, although not all, LDCs
are served by 2, 3 or more pipelines. An LDC can acquire
gas from the pipeline, from marketers, or from producers.
The LDC can transport gas on a firm or interruptible basis.
Thus the options for gas acquisition are many, with the
result that purchase gas adjustment prudency issues are
multiplying, the prudency reviews are becoming increasingly
significant, and the risk of disallowances is increasing.

In the gas industry we are aware of the technology of
the "pig", the movable device that passes through pipelines
for cleaning and monitoring purposes. The pig is inserted
in the pipeline and moves downstream under the pressure of
the flow of the natural gas. By analogy, the pig in the
policy pipeline has left the wellhead, has completed its
journey through the pipeline and has arrived at the tap of
the LDCs and state regulators. The "pig" of increasing gas
supply options and increasing competitive forces has moved
to the LDCs. And the "pig" of regulatory power and
responsibility has moved to the state PUCs.

LDC markets are more segmented. More customers have
more options. The LDCs find themselves in a more
competitive environment with respect to retaining old load
and developing new load. The LDC's role in the acquisition,
transporting and storage of gas is increasingly complicated
and risky. LDCs are expected to develop integrated resource
plans and pursue demand side management.
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The role of public utility commissioners is increasing
in significance. State regulators review purchasing
practices, integrated resource plans and marketing
activities, as well as set rates. The role of PUCs is
becoming increasingly complex because competitive forces are
swirling around the LDC. The PUC must analyze the
ramifications of competitive market dynamics, and where
appropriate, adjust the boundaries or methods of regulation.

As a state regulator, I can try to resist the forces of
change and hold fast to time-tested regulatory methods.
Alternatively, I can try to shape and channel these forces
of change to serve the regulatory purposes of benefiting
consumers and bringing about a more efficient economy and a
cleaner environment.

For the next two and a half days, the speakers and
panelists at this conference will be addressing some of the
key issues affecting LDCs and PUCs as a result of the
industry's restructuring and the vision for natural gas in
the National Energy Strategy. I will be listening carefully
to understand the impact upon local gas companies and state
regulation, of new federal policies and regulatory
practices, changing technology, increasing competition, and
new market opportunities. The speeches and panel
presentations will help me to understand the emerging
regulatory issues, the new opportunities, and the decisions
which my fellow commissioners and J will need to make about
the shifting boundary line of regulation and the regulatory
tools and methods appropriate to the new era.

Let me summarize some of the basic principles which I
will have in mind as I listen to speakers during this
conference. The following points suggest the policy
framework or the regulatory values which I will apply as I
analyze the issues which are being addressed at this
conference.

Over many years traditional methods of regulating local
distribution companies have prevented abuses of monopoly
power by gas companies. Regrettably, these traditional
methods also may have had unintended, but substantial,
adverse effects on LDCs, such as sheltering complacency,
harboring inefficiency, and smothering initiative and
innovation.

As a Commissioner part of my job is to evaluate the
effects of industry developments — technological change,
competitive market dynamics, changing needs and wants of
customers, and revisions to federal policies — because the
cumulative process of change can make overtake regulatory
tools. Part of my job is to modify regulatory methods and
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practices where such modifications show strong potential to
benefit consumers, the economy and the environment.

Typically, it will not be possible to prove or
guarantee in advance that changes in regulatory methods will
always achieve the expected positive results. Also, there
is a high probability that changes in regulation, while
bringing about overall better results for consumers, the
economy and the environment, nonetheless, will have a
measure of adverse affects on some classes of customers of
types of service. Notwithstanding these two drawbacks, it
would be inappropriate for me to cling to outmoded
regulatory approaches just because the future benefit of new
regulatory approaches cannot be guaranteed with certainty or
because certain classes of customers of groups of service
may be adversely affected. In each circumstance I need to
weigh the extent and probability of the overall gains over
and against the extent and probability of negative results
to some customer classes.

In truth, there are some changes which will not find
favor with me. I will reject changes which put at risk the
adequacy or reliability of service. I am unlikely to adopt
any new regulatory practices where there is considerable
danger of large and rapid rate increases for gas to heat
residential customers homes. I will be very reluctant about
new regulatory modes which fail to safeguard environmental
quality, or fail to spur energy efficiency.

Having noted the above provisos, I will proffer my
opinion that the time has arrived for serious consideration
of modifications to traditional modes of regulating LDCs.
The changes in the industry are so significant that changes
in state regulation are warranted.

I want to find the best regulatory tools for
encouraging a variety of behaviors and accomplishments by
LDCs. The dozen behaviors and accomplishments which I
envision for LDCs are:

(1) Efficiency gains in the operation and maintenance
of the distribution system;

(2) Lower hookup costs for new connections;

(3) The highest degree of safety;

(4) Optimum gas supply costs, reasonably balancing
costs and reliability considerations;

(5) Responsive, and high quality customer service,
which I call "Total Customer Service";
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(6) Commitment to planning processes, such as
integrated resource planning, which incorporate
environmental, efficiency, and least cost goals;

(7) Aggressive promotion of cost-effective demand-side
measures;

(8) Aggressive marketing of efficient, environmentally
sound uses of natural gas;

(9) Unflagging commitment to understanding the
diversity of the customer base and meeting the special needs
found in the differentiated segments and niches of the
market.

(10) Supporting research and development leading to
new, more efficient end uses, to LDC operational
improvements, to environmental gains with respect to gas
usage.

(11) Participating in the commercialization of such new
technologies; and,

(12) Perceiving change as an opportunity and being
problem solving, innovative, and entrepreneurial.

In sum, I want an LDC to be continuously adding value
for customers.

Now, if I want these behaviors, these accomplishments
by LDCs, I have to put into plare the right kind of
incentives and employ the right kind of regulatory
practices.

Candidly, I'm no longer sure that rate base/rate of
return regulation or standard prudency review methods are
the right answers to todays challenges and opportunities for
LDC and PUCs.

My prescription for the future is not yet defined with
clarity. But I have these notions about the future
direction for more effective state regulatory policy. We
state regulators should look for appropriate opportunities
to substitute the disciplines and rewards of competitive
market dynamics in lieu of regulatory processes. Where
appropriate, we should try to foster competitive market
dynamics and spur increasing reliance on market-based price
signals.

We should try to take advantage of competitive market
dynamics to spur efficiency, innovation and improvements of
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quality of service. We should endeavor to create a proper
set of rewards surrounding the increasing challenges
associated with acquiring gas supply and making
transportation arrangements. We should re-examine
ratemaking issues regarding research and development,
commercialization of new technology, and marketing and
promotion of natural gas services. We should create
incentives which facilitate integrated resource planning and
encourage LDCs to embrace demand-side management as well as
supply side management. We should recognize the realities
of market segmentation, market differentiation, and market
niches which will increasingly define the value of various
gas services. We should recognize that the restructuring of
the gas industry is, more often than not, going to send
upward price signals to low load, weather sensitive
customers who require firm service.

Change and transition needs to occur, but must be
carefully considered with the ultimate goals and objectives
of regulation clearly in mind. Transitions are very hard in
the regulatory arena. But the failure to make a transition,
to put into place a new and consistent set of regulatory
practices which accord with new realities surrounding LDCs
and new expectations for LDCs can only make the transition
more difficult at a later date.

The year 1992 can be a watershed year for a careful,
deliberate and effective re-examination of the role of LDCs
and state regulation. I hope that this conference will help
to illuminate the issue of change and transition, and
provide useful ideas for proactive decision making.

31



DOE/NARUC Conference, February 2-5,1992
Convening of the Conference and
Address: Future Natural Gas Supply and Demand, Technology, and Policy
Monday, February 3,10:15 a.m. through 11:45 p.m.

Moderator: The Honorable Patricia D. Perkins, Commissioner, Missouri Public
Service Commission

First, today we have Mr. Charles A. Jordan, who is Vice President and General
Manager of Chevron, U.S.A. Production Company. Mr. Jordan is a native of Illinois.
He joined Chevron in 1960 following his graduation from the University of Oklahoma
with a B.S. and M.S. degrees in petroleum engineering. He moved through a series
of drilling, production and reservoir engineering assignments in his early career and
moved to Chevron's San Francisco's corporate headquarters in 1970. Following
assignments in the Corporate Secretary's office, the foreign operations group and the
tanker acquisition staff, he joined Chevron shipping as manager of its international
fleet and subsequently its chartering operation. In 1982, he moved to Melbourne,
Australia, as General Manager of Chevron's activities associated with the development
of the Northwest Shelf LNG project. He returned to the U.S. in 1985 and became
General Manager of Chevron's domestic natural gas supply, transportation and
marketing activities. He has been an active member of the Society of Petroleum
Engineers. He is a member of the Gas Research Institute's Industry Technical
Advisory Committee and is currently serving as Chairman of the Natural Gas Supply
Association's Steering Committee. Mr. Jordan resides in Houston, Texas. May I
introduce Mr. Jordan to you now.
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Good morning. I would like to start by congratulating both you the
audience, and the sponsors of this conference for your interest and effort
in providing this forum where the natural gas industry, its regulators, and
its policy makers can come together and exchange views.

Both our industry and our country as a whole are undergoing some
very profound changes to their business and economic structure. The
success of people like ourselves in not only clearly listening to each
other's concerns and frustrations, but addressing them in an honest and
positive fashion is going to be critical to our ability to chart a safe and
successful path through this sea of change that we face.

As Patricia indicated, I am a producer, ft wasn't but a few years
ago when ( started addressing producer concerns to regulators like
yourselves that I had to stand out in front of the podium so you could see
what a producer looked like. I feel much more comfortable behind the
podium now. That just shows you how far we have come in closing the
communications gap.

'Actually Chevron is the largest producer of natural gas in the United
States. In addition, 1 chair the Steering Committee of the Natural Gas
Supply Association whose members produce and market some 90% of
the gas produced in the U.S. But I must point out that as large as
Chevron is, it only produces 5% of the U.S. production. That shows you
how diverse the producing industry is.

I have also taken on another hat recently. Dick Farman, Chairman
of AGA, has been talking about a* vision for*the last 6 months or so.
Dick's vision is that the natural gas industry come together in a common
effort to make natural gas the fuel of choice for this country. At Dick's
request, I have agreed to chair a new coalition of senior distribution,
pipeline, and producer executives who understand that it's absolutely
necessary that our diverse industry segments come together in a common
effort to demonstrate that natural gas is an abundant, economic, and
environmentally preferable source of energy •• and one that will meet this
country's needs far Into the next century.

Our focus will be on creating initiatives that demonstrate this to a
wide variety of audiences and will dlrectlonalty work to increase demand
for natural gas. You will be hearing more about this coalition over the
next several months.

With this background, I would like to spend a few minutes this
morning addressing three topics •• Firstly, an overview of our nation's
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natural gas supply picture -- Secondly, some of the challenges my
industry faces and how we are reacting - Finally, and most importantly,
some views on how I believe you as regulators and policy makers can
guide us through the complex environment of change that we face.

Let's talk about our natural gas resource base first. Notice that I
didn't say supply. That word means different things to different people.
To some It does mean resource base - to others it means gas
deliverability to consumers - I will address the relationship in a few
minutes.

All of us are subject to an array of resource base estimates. These
are made for exampie, by the DOE, AGA, GRI, The Potential Gas
Committee, a variety of consultants, etc. The purpose of such estimates
range from efforts to influence policy all the way to just simple analytical
support for Investment decision making.

In June of 1990, Secretary of Energy James Watkins requested that
the National Petroleum Council (NPC) conduct an extremely
comprehensive study to help determine how natural gas could play a
larger role In the national energy mix. Many of you are familiar with this
effort. It has brought together a veritable who's who of industry,
government, and academia to provide as broad as possible input to
address Secretary Watkins' request.

Results of these efforts are starting to come together now. Both
Chevron and NGSA ere active participants, and we are very confident that
the conclusions and recommendations will be significant. The results will
be based on one of the most comprehensive and objective economic,
policy, and technologically focused efforts ever undertaken In this
country.

Last year, the DOE/EIA developed a resource base analysis to
support the DOE's ftlational Energy Strategy. It estimated a total resource
base as large as 1370 TCF in the "lower 48" and Alaska. When one adds
something on the order of 600 TCF potentially available in Canada, you
end up with almost 2000 TCF or over 100 years of supply at today's
current domestic consumption rate, i believe you will find the NPC study
comfortably supporting this assessment of the adequacy of North
America's natural gas resource base.

Now looking at the resource base alone could be challenged as a
simplistic view when one recognizes that this resource base includes
undiscovered (potential) volumes, additional recovery due to advancing
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technology, etc. - and of course it doesn't address the cost of recovery,
ft does however, illustrate the point that gas is there - and will be for the
next several generations. I urge you to watch for the forthcoming results
of the NPC study. It will be impressive.

Let me drop back for a moment and comment on cost of recovery.
That's a real world concern that's very important to both producers and
you folks that have a responsibility of representing the consumer.

This slide (Slide No. 1} illustrates the DOE's estimate of how much
of that resource base could currently bo recovered at $1.50/MCF and
$3.00/MCF wellhead prices At today's current wellhead prices of Just
over $ 1.00,1 know our view of that 2000 TCF resource base dims a little
bit. Producers are anxious to make the point that ultimately, the
environmental and other special qualities of natural gas that differentiate
it from less benign fossil fuels such as coal and lignite must command a
price sufficient to find and develop this resource base. Alternatively, this
country will be faced with continued erosion of its environmental quality
and consumers will be saddled with hidden costs for subsidized
scrubbers, waste disposal, and environmental cleanup liability associated
with those less benign fuels.

Producers have done very well at replacing reserves over the last
few years. This was done, however, in expectation of a reasonable
pricing environment. It's obvious that at today's low prices this
replacement rate will slip. Til discuss that in more detail later, I don't
mean to be negative, but we shouldn't lose sight of this reality. Let me
switch back to some positive thoughts.

On the positive side, producers want to stress when looking at this
slide that the industry has been steadily improving its efficiency over the
years. I will address this also In a few minutes and I believe Steve Ban
will focus on advances In technology to an even greater extent.

In summary, we believe this picture will continue to improve with
time. We fully anticipate these bars to go up at given price hurdles. The
NPC study will refine this, and help to define prices required to further
develop those portions of the resource base which are not economic at
today's low gas prices.

Now let's go back to deiivorabillty - the othsr definition of supply.
This slide (Slide No. 2) depicts one person's forecast of North American
deliverability five years from now. I picked the five-year mark because it
begins to illustrate what goes into the deliverability equation. This lower
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segment illustrates deliverability from our existing domestic fields
including all of the workovers and infill development that we anticipate.

The next segment illustrates what we anticipate to be available from
new development areas such as Mobile Bay. Above this, you see
primarily Canadian and LNG import capacity plus anticipated expansions -
• and finally^ this top area illustrates what will be coming from new
discoveries that we are finding today. This segment, and significant parts
of the tower two segments, are the parts that represent us proving up
portions of the top two tiers of our resource base that you saw on the
previous slide. Notice that demand in this particular forecast, if simply
increased at 1.5% per year, is expected to be about 86 BCFD while
deiiverability is anticipated to be about 58 BCFD. In other words
directionally we still anticipate a slight surplus of deliverability in 1S97.

To visualize the industry's capacity to cover the nation's
consumption requirements In another format, I would like to call your
attention to a productive capacity survey that the NGSA prepares
annually. Results of the last survey look like this: (Slide No. 3)

A total of 156 producers representing 66% of U.S. domestic
production participated in this survey. The annual maximum feasible
capacity line represents the highest practical sustained utilization factor
of all gas connected to the nation's pipeline system - 9 1 % . The actual
annual utilization factor, around 83%, defines the actual percent of
connected capacity delivered. Thus the nation had the potential to
increase its actual delivered production by at least 8 percentage points or
approximately 4 BCFD on a sustained basis • and this does not consider
additional dormant Canadian capacity or storage capacity. I believe this
spread wHI increase for 1991 given the soft prices and resultant shutins
we experienced.

The other factor that plays a significant role in meeting the nation's
needs is the efficiency of our pipeline distribution system. I don't have
facts and figures on that but I can tell you that as someone responsible
for moving almost 3 BCF throughout our nation's transportation system
each day, this system is becoming increasingly more efficient. I believe
the effort FERC has made to open access to the system over the past 6
or 7 years culminating in the forthcoming Mega NOPR, although
traumatic, has been extremely successful.

The message I want to leave you with is that, at this time, the
natural gas industry, has more than adequate delivery capacity to meet
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this n ./s consumption requirements • Now let me tell you about
something that is impacting deliverability In the future. Something special
that producers are bringing to the party and are very proud of -- and that
is increased efficiency - both from a technology standpoint and from o
management standpoint.

One of our most successful technological advances in recent years
is being demonstrated for you at this conferences - 3D seismic. This
advancement has revolutionized the process of finding new hydrocarbon
deposits by creating a much more detailed picture of what's beneath the
surface. It's been exceptionally successful in finding smaller new fields
associated with older fields. I recommend that you take a few minutes
to visit our display, and view a technological advance that wa the
industry are justly proud of.

This new development, combined with improved computer
technology, breakthroughs in high temperature and corrosion resistant
metalfurgy for Christmas trees and downhofct equipment, horizontal
drilling, computerized drilling rigs, etc., have all combined to significantly
improve the efficiency of our industry and move more of that large
resource base within our grasp.

Just to give you an example, Arco in 1967, discovered what will
eventually approach a half a trillion cubic feet of reserves in the Arkoma
Basin by drilling deeper than was possible In earlier years. Also, several
companies have discovered major gas structures below 20,000 ft. over
the last few years in Mobile Bay -van area that is now expected to yield
some 20 TCF of new reserves.

Shell is now bringing on a platform that produces 200,000 MCFD
from only five wells. All of these new developments are now proving up
our geologist's long held theories that the deeper we drill the more likely
any hydrocarbons encountered will be natural gas — especially below
10,000 ft - find we are continuing to develop the technology to both see,
drill, produce at deeper depths.

These advances have increased the amount of gas found per well
drilled from 0.75 BCF to 1.5 BCF since 1930 •• a two-fold increase.
However, these technology and efficiency increases are necessary when
one recognizes that the average cost of wells is increasing as we must
drill deeper and move into less hospitable offshore waters to find the new
reserves such as Mobile Bay where the cost of wells is approaching the
$25 Million range.
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The efficiency of our management process has also improved. Our
planning and budgeting processes can react much faster to perceived
supply/demand imbalances and thus, consequent price signals.

Following the decline of prices in the early 80's, the number of
annual gas well completions fell from 15,000 to 8,100 between 1984
and 1986. Between 1986 and 1990, anticipating a more balanced and
stable marketplace, gas well completions rose again and capital
reinvestment shifted dramatically from the oil well side of the ledger to
the gas well side.

This improved reaction time does not negate the need for reasonable
lead times necessary to translate initial investment into gas at the burner
tip. There are a host of other problems • regulatory, permitting, and
planning steps, that must be factored in. And that gets me to my second
topic:

You may not fully appreciate It but you and your predecessors have
pfayed and will continue to play a stronger role In this country's
deiiverabillty profile than we the producers. Deliverability is a function of
price - or more realistically, the expectation of price. Most people agree
that the price disparity resulting from the clash of a regulated and an
unregulated environment caused the deliverabitity shortages of the late
70's.

The deregulation movement that started with 1978 NGPA and
continued through the 80's created falsa price expectations and
producers overreacted. Similarly, but in a different way, the IRS Sec. 29
tax credits on coal bed methane and tight sand gas created a distorted
price signal and producers reacted - or overreacted.

Another way in which regulations have impacted deliverability is in
the permitting arena --

Mobil's Mary Ann Field In Mobile Bay, is a good example. The area
was leased in 1969. It took ten years to work through the seismic and
drilling permit process and actually discover the field. Then, it took
another nine years to work through the procedures for development -
Federal and State permits, the development plan approval, the
environmental impact report, etc., and finally complete development.
Nineteen years elapsed between leasing the area and delivering gas to the
consumer.

The same story is being played out again today off the coast of
Florida. My company is sitting on a major natural gas discovery in the
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Destin Dome area but it's shut down due to permitting problems. The
people of Florida are facing the decision of how to provide fossil fuel
energy to address increasing shortages of electricity - should they import
heavy Venezuelan crude or fuel oil in tankers - or should they allow
development of a clean, environmentally preferable resource base right off
their coast - Will it take another 19 years to decide?

These regulatory impediments affect the way producers act - or
react. Unfortunately, even as we sit here today, we are reacting again.
Arco has cut last year's domestic Upstream budget in half, dropping from
$1.6 Billion in 1991 to $820 Million for 1992. Shell has cut from $1.94
Billion to $1.49 Billion - Amoco from $835 Million to $670 Million -
Chevron From $1.06 Billion to $900 Million -- and unfortunately, for our
domestic economy, this is coming at a time when overseas opportunities
are increasing.

Simply put, we are shipping money, jobs, energy dependence, and
perhaps even indirectly, our environmental security overseas due to still
another reaction or overreactlon to unstable market conditions.

And that gets me to the challenge I would like to leave with you --
how can we, the industry, work together with you, the regulators and
policy makers to provide our country with a stable, secure supply of this
economic and environmentally preferable energy source we call natural
gas?

From what! have said this morning 1 believe you can see that we
believe we have the resource, and the technical capability, but our
industry -- producers In particular - are better engineers than we are
businessmen. We have a history of reacting or more correctly,
overreacting in unstable environments. And, ! believe it falls on you to
help us achieve some measure of stability. As I said earlier, you have a
stronger impact on dellverability than we, the producers do.

George J. Stigler the University of Chicago winner of the 1982
Nobel Prize for economics has spent considerable effort researching the
effectiveness of governmental economic regulation. His conclusions are
that if we are lucky, it accomplishes nothing -- but usually it accomplishes
the opposite of what it was supposed to do. That may be a little harsh
but the gas supply crisis of the late 70'$ seems to bear him out in at least
one instance.

I personally believe some degree of regulation is necessary in our
industry - specifically to protect the residential user who doesn't have
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the economic power to protect himself from the instabilities of the
marketplace and who, in extreme cases, depends upon a stable and
secure gas supply to sustain life. 1 believe your challenge is to identify
and remove regulatory and policy barriers that prevent true market and
investment signals to pass back and forth between the burner tip and the
wefi head. This unhindered flow of signals will do more to create a stable
and secure supply environment than almost any regulation.

Quite frankly this less regulated environment will put severe and
often deadly pressure on the less efficient aspects of our system but
that's what our industry and our country needs to survive and deliver the
most efficient, cost effective service to our customers.

Let me give you some examples of policy or barriers that, in my
view, create inefficiency or instability.

Starting on a simple note, some states still have not updated
legislation that removes utility commission regulation risk from industry
competitors who might logically dispense CNG (Compressed Natural Qas).
My gasoline marketing counterparts get a little uncomfortable at the
thought of their service stations coming PUC control.

On another note, I believe that the proposed proration system in
Texas is a classic barrier to clear transmission of market signals. While
I in particular can understand the producing Industry's frustration with low
prices that have prompted it, production should, and ultimately will, be a
function of demand. The proposed system simply creates a picture of
Instability in the minds of commissioners and* consumers.

I also believe reform of the Public Utility Holding Company Act
(PUHCA) is necessary to allow a more competitive and efficient
environment for IPPs to operate in.

And how about state sanctioned unilateral or even mandated
contract abrogation as we have seen once again in California. Producers
find it difficult to understand why they are criticized for being reluctant
to make long term, warranted contracts when the market risk is only
shared by one party to the contract - the producer. In fact the barrier to
risk sharing is probably the most fundamental barrier to clear transmission
of market signals and thus a more stable and secure resource supply.

As I watch the deregulation process unfold at the Federal level and
! step back far enough to put it in perspective, I see a regulatory structure
moving to permit contracting parties to share the risk burden. This
process has painfully rippled through the producer and pipeline segments
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of the industry and is now moving into the distribution segment. The
challenge is now failing upon the state utility commissioners and
legislatures to make some difficult decisions.

Least cost purchasing demands are politically attractive and easy to
stand behind for the short run but are they really going to create stability
in both price and deliverabilfty?

Recently, my folks worked very successfully with a LDC to a put a
portfolio of longer term contracts together to spread risk and provide the
consumer with a balance of low price and security of supply - only to see
the LDC's PUC come in and begin to force them towards almost total
dependence on the spot market - just to achieve the lowest price of the
day. Somehow I can't see myself or many regulators ever handling our
personal financial investments in this high risk manner. Yet why do they
handle residential consumer security this way?

I said at the beginning, this conference can be immensely valuable
in creating a common understanding of our concerns and frustrations if
we can speak frankly and openly. I have tried to share with you some of
the successes, some of the failings, and some of the frustrations that
producers have.

The future of natural gas, more than any other commodity, is linked
to government and regulatory policies and practices. I urge you to also
respond very candidly the next few days so we can close the gap of
understanding between government and industry.
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Moderator Patricia D. Perkins: Thank you Chuck. We appreciate those comments.
We're going to reserve questions until all the speakers have had a chance to speak
and only if there's time if that's all right.

Our next speaker is Dr. Stephen D. Ban, who is President and CEO of Gas Research
institute. Dr. Ban, as Chief Executive Officer, has overall responsibility for GRI's multi-
faceted R&D program and gas technology development. Dr. Ban joined GRI in 1981
as Vice President of Research and Development and has also served in the positions
of Senior Vice President, R&D Operation, and Executive Vice President and Chief
Operating Officer. Since coming to GRI, Dr. Ban has been the primary architect of
GRI's results oriented program and has been instrumental in the development of the
project review process, the strategic approach to R&D commercialization and the
development of GRI's staff to the present level. Dr. Ban holds B.S., M.S. and Ph.D.
degrees in Engineering from Rhodes Holman Institute of Technology and Case
Western Reserve University. He represents the gas industry and its customers in this
position. Thank you.
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for Natural Gas: Challenges and Opportunities

February 3, 1992

INTRODUCTION
(Slide No. 1)

o As we look to the future, it is clear that natural gas will play a
significant role, one of increasing importance in a highly
competitive energy mix, well into the next century. Three major
considerations will affect how large that role becomes:

Environment
Efficiency
Low Energy Prices

New technology, deployed in a timely manner so that it can have an
impact on the market, will be important in meeting the challenges
presented by these considerations in a paradoxical future—one in
which energy commodity prices are likely to remain low and demand for
energy constrained.

BASELINE

Gas Role In Competitive Market
(Slide No. 2~)

o At GRI, we develop a long-term energy supply and demand projection
each year as part of our planning process. The projection attempts
to incorporate all of the key factors impacting energy markets and to
evaluate the expected trends in markets, with a particular focus on
natural gas.

o Our outlook indicates that natural gas will continue to be very
important in the future energy mix. Primary gas consumption
increases from 19.3 quads in 1990 to 24.0 quads in 2010. Over the
same period, primary energy consumption is expected to grow from
84.2 quads to 99.6 quads or by an average annual rate of 0.8 percent
per year.
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Gas Demand Bv Sector
(Slide No. 3)

Gas demand in the residential sector will stay constant over the
period, despite increases in the number of gas-heated homes from
48 million in 1990 to over 60 million by 2010. Demand is moderated
by a continued improvement in building thermal integrity, and by an
increase in the efficiency of the stock of gas-fired heating systems,
driven by RAECA and IRPs.

The commercial sector represents • potential growth market for
natural gas of over 1 quad. The opportunity rests on the success of
advanced space cooling technologies and commercial cogeneration. Gas
currently is used for space cooling in about 2 percent of total
commercial square footage. To capture a larger share of this
space-cooling market requires development of improved technologies:
gas-fired heat pumps, gas engine-driven chillers, desiccant systems,
advanced absorption and cogeneration systems.

Based on the assumed successful introduction of these technologies,
commercial gas consumption is projected to grow from 2.7 quads in
1990 to 3.9 quads in 2010.

In the near term, industrial gas consumption will be depressed by
economic conditions. In the mid-term future, the growth in
industrial gas consumption ia attributed to increased demand by
process heat and steam, and again, by cogeneration. Gas is projected
to maintain 70 percent of the process heat market through 2010.
Despite growing competition from electricity, growth in industrial
consumption of gas is due to improved gts technologies as well as
price competitiveness.

The electric generation sector holds the greatest potential for
growth. By 2010, gas use for the generation of electricity is
projected to reach 4.3 quads or 20 percent of total gas consumption
compared to 14 percent in 1990. The role of nonutility generation by
independent producers grows from 4 percent of total electricity to
12 percent by 2010.

Gas demand for transportation will grow because of HGVs. Total
vehicle demand is projected to reach about 500 Bcf by 2010. Of the
total, 200 Bcf of gas will be consumed in vehicles mandated to use
alternative fuels. The balance will be consumed In vehicles,
including both fleet and private, which are not mandated to use
alternative fuels, but select natural gas as the transportation fuel
of choice based on its proven benefits.

It is important to recognize that this scenario is predicated upon
continuing successful competition by natural gas technologies in
maintaining traditional gas markets in an energy-efficient future.

44



The end-use gas technologies in residential, commercial, and
industrial service must constantly be improved to meet increasingly
stringent environmental demands, to meet or surpass the fuel
efficiency of competing alternatives, and to remain economically
competitive choices.

If they do not, the choices continually being made of original and
replacement equipment in all end-use sectors will rapidly erode the
contribution gas is making to the national energy mix.

Role Of Conservation
(Slide No. 4)

Over the past few years, a clear environmental bias has emerged in
the evolution of public policy and in its interpretation at the
federal and, especially, the state and local levels of government.
This bias has been shaping energy-use decisions and is likely to
shape them even more in coming years. We expect the environmental
policy initiative will evolve into an aggressive policy thrust toward
energy conservation and efficiency.

The trend has become even more pronounced this past year. In some
states, proposed policy has become technology-forcing, particularly
as it concerns energy efficiency and emissions reduction. The
widespread adoption of integrated resource planning and demand-side
management programs, as well as the spread of programs to allow
utilities to earn a rate of return on funds spent promoting
conservation, is introducing strong requirements and incentives for
energy conservation and efficiency.

Barriers to facility siting and an increasing array of procedural and
contractual hurdles will also act to limit energy deliverability and
increases in energy consumption. These factors, which are not
necessarily reflected in the fuel commodity price, seem likely to
encourage greater investments to improve energy efficiency.

Outside of the energy industries, the same considerations are likely
to divert future investment decisions away from economic activities
that are environmentally difficult and toward those that involve less
energy intensity.

In some cases, the existence of a large number of monitoring
requirements and the possibility of severe penalities if standards
are exceeded may make "ease of use" a major factor in selecting an
energy source. Constraints on energy consumption will also arise
from regionally specific facility siting problems.
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The shadowed portion at the top of each bar in this figure represents
the expected improvement over today's efficiency of energy use. This
is the portion of the projected need for energy services that will be
offset by greater efficiencies in the technologies chat convert
primary energy into services. We project improved efficiency will
eliminate 30 quads of the primary energy that would otherwise be
needed in 2010 if current technology provide* the required level of
final energy services.

Overall, the gaa demand outlook i« one of continued modest growth at
1.1 percent per year. The historic high of 23 Tcf will not be
reached until after 2000, and this demand growth can be readily aet
with the existing resource base.

Gas Resource
(Slide No. 5)

As my colleague from Chevron has already stated, the amount of gas
resource in the ground to meet an increased demand is not at issue.

Our expectations about future gas supply and pricing have changed
dramatically. In recent years, producers have been replacing
reserves with the current low rate of drilling activity and at
continued low prices. This change in the relationship between price
and activity reflects the considerable effects of new technology and
practices that have improved the basic economics of gas production.

This figure compares estimates of the gas resource with demand in
1991. Obviously, the expected gas resource is many times larger than
recent consumption. This suggests that questions about the
sustainability of gas supply miss the point. The gas resource is
sufficient to meet the anticipated growth in gas demand.

The real issues concerning gas supply involve gas deliverability, and
the relative economics or the price at which gas can be sold, not the
size of the resource. Technology will play a major role in providing
for gas deliverability find in determining the price at which gas can
be sold in the marketplace to provide energy services in competition
with other fuels.

An optimistic outlook for gas deliverability is based upon the
assumption that the rapid technological progress that has been
observed in recent years will continue. That assumption must be
supported by continued industry effort in technology transfer and an
attitude from the gas industry and its regulators that is favorable
to adoption of new equipment and techniques.
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Developments in Gas Production
(Slides Nos. 6 & 7)

o What is going on in gas production? Recent trends in gas prices have
dictated a fundamental change in the strategy driving exploration and
production. First, current domestic activity is being concentrated in the
most promising areas. Second, increased emphasis also has been placed
upon the intensive recovery of gas from already discovered resources.
This change has helped to sustain deliveraidlity in the face of low prices
and low drilling activity. It has also led to increases in the estimated
future recovery from discovered reserves, and it has reduced the pace at
which new field exploration will have to increase.

o Several financial factors have also changed. The decline in the wellhead
price in recent years has been accompanied by reduced drilling charges.
This reduction stems in part from the intense competition among drillers
in a low gas price situation, but technological advances have also reduced
the cost of drilling, and can continue to have an effect in the future.
Technological advances in finding and recovering gas have also led to
greater average deliverability from the investment in new wells. Interest
rates for new investment capital have also declined.

o These factors lead to the conclusion that the current rate of producer
activity is likely to sustain deliverability for some time. In the longer
term, the increase in exploration and development activity that will be
needed to sustain production is likely to be smaller and to occur more
gradually than we had previously expected. This indicates that it will
require less adjustment by the gas industry to meet a growing demand in
the future than would have been expected a few years ago. This optimistic
outlook, however, presumes continuation of the strong technological
advances we have enjoyed in the recent past.

o There are areas of technology that will allow production to be sustained
in a low price future: new tools for lower cost E&P, enhanced recovery
from known fields, and, for the longer term, R&D targeting the next set cf
resources such as deeper gas, employing advanced seismic and logging
techniques and more efficient drilling.

END-USE TECHNOLOGY

Overview
(Slide No. 8)

o An increasing role for gas in L competitive energy market won't be
easy to attain. There are a lot of opportunities for economical and
environmentally sound uses of gas.

o However, the equipment available to the gas customers must be able to
conform to new environmental standards, be convenient and responsive
to energy service requirements, and be economically competitive with
alternatively fueled options.
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Gas-fired systems will have to increase in efficiency to match or
exceed alternatives. Despite low commodity prices for energy, public
policy will penalize energy use directly through efficiency
standards, or indirectly through environmental requirements, and will
reward efficiency through regulation or subsidies. (The current
situation relative to low-cost gas furnaces is a goad example.)

The equipment and practices in use today will not make the grade.
Increasingly stringent environmental constraints alont will make many
of these obsolete over the next decade.

An industry-wids attitude that new technologies and advanced systems
must be widely adopted will be the key to a more significant growth
in demand for the future.

In each market segment, there are one or two key technologies that
will critically Impact future demand.

Transportation Sector
(Slide No. 9)

NGVs are a prime example of technologies responding to the
environmental challenge.

The keys to a viable national HGV market are the manufacture,
distribution, warranty and servicing of dedicated natural aas
vehicles. GBI's research is targeted at the fleet markets. The
initial focus was on buses and medium-duty trucks. Major programs
with GH, Ford and Chrysler are now ongoing to develop dedicated
light-duty trucks and vans. The industry goal is to have dedicated
optimized original-equipment-manufactured natural gas vehicles
marketed nationwide by 1997. Market entry is planned for model year
1995. In fact, both GM and Chrysler will be testing the market
reception for NGVs in 1992 with the introduction of interim
conversion vehicles fueled by natural gas.

If dedicated natural gas vehicles are developed, they will compete
well in the alternative fuel market. By the end of the 90s, we
project there will be more than 500,000 NGV vehicles—trucks, buses,
vans, and passenger cars—in use. By the time the transition to
alternative fuels is well underway, in 2010, the number will exceed
1.0 million. Implementation of pending energy legislation would
increase this number dramatically.
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Where are we today? We've made great strides on NG engine
performance and emissions. Current research efforts are approaching
ultralow emission vehicle requirements (needed in 1997). We have
determined the fuel variability problem is solvable. We have been
able to reduce storage tank weight by 20 percent, but better tanks
are still needed. An emerging infrastructure of hundreds of natural
gas fueling stations is part of this trend. New natural gas fueling
systems are being proven in field tests. All in all, good progress
has been made in a short time.

Storage system improvement and catalyst technology to exceed emission
standards are critical technic&l issues for the future.

Residential Sector
(Slide No. 10)

Residential gas use is dominated by space heating requirements.
Because of changes in building practices and mandated energy
efficiency improvements, residential gas demand will not increase
over the next 20 years despite the addition of 12 million new
customers.

For example, the average efficiency of central heating systems is
projected to improve from 66 percent in 1990 to almost 61 percent in
2010.

To compete in this market and gain market share, future systems must
offer heating efficiency meeting the regulated standards and provide
cost-competitive residential cooling. An important and critical
technology directed toward this objective is the gas engine heat
pump.

The development phase of the gas heat pump (6HP) was recently
completed. The GHP was proven to offer a 50 percent increase in
heating efficiency and a cooling performance that is competitive with
premium electric air conditioners. It provides the lowest cost
option to heating and cooling the home. Powered by a long-life,
low-emissions gas engine, the engine system also can provide a basis
for other future energy services, such as integrated water heating,
emergency power generation, residential air conditioning, and
small-scale cogeneration.

The gas engine heat pump will also benefit capacity-limited electric
utilities, providing a reduction in summer peak demand of 2 kW to
3 kW for each 3-ton unit. This unit provides an excellent demand
management option for both electric and gas utilities.

Because of low sales volumes anticipated initially, the first run of
production will necessarily be high in cost, and market entry will be
slow, limiting availability of the new gas system.
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Some method must be found to make the first-cost premium transparent
to the customer in order to remove this market barrier and allow the
gas engine heat pump to be available to all ratepayers as an
efficient energy option. Deployment of new high-efficiency
technologies is generally limited by a higher first cost and by
manufacturer reluctance to take a high risk,

The current plan is to conduct a 50-unit demonstration to evaluate
the market response and then to initiate a five-year
industry-sponsored market entry program to deploy the early
production of GBPa.

Commercial Sector
(Slides Nos. 11 & 12)

The major need in the commercial sector is for space cooling
technologies that are highly efficient and low in emissions, and that
alleviate the problem of electric peak demand. Gas absorption
systems are the critical gas technology that will underwrite a
projected growth in gas cooling from 2 percent of commercial footage
to 5 percent by 2010.

Advanced gas absorption systems have all the attributes desired by
the commercial market in the 90s:

High efficiency
Low Operating Cost

— Low Emissions
Ho CFCs
A Demand-Side Management Technology

Absorption cooling technology was developed in the United States and
held 40 percent of the market in the 60s when it was "deported" to
Japan. The Japanese have advanced absorption technology to a high
level, and currently over 50 percent of the commercial cooling in
Japan is gas fueled.

Japanese cooling technology is now being reintroduced and further
developed to meet U.S. needs. Major U.S. manufacturers have formed
joint ventures to reenter the market with improved double-effect
absorption chillers. Hitachi has licensed York to manufacture and
market an improved version of its technology in the United States.
Carrier has a similar arrangement with !!bara. Trane has entered into
an agreement with Kawasaki, and Snyder General with Sanyo. All plan
to test the acceptance of gas chillers in the U.S. market.

GBI's efforts with York, Carrier, and Trane are targeted at reducing
the first-cost premium necessary for a new higher-efficiency
absorption system. The results of our efforts are now entering the
marketplace as York begins delivery in the spring of 1992 of the
first new systems manufactured in a U.S. facility located in Houston,
Texas. Carrier has also recently booked the first sale of the
improved Ebara units.
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It is important to understand that as a result of years of intense
RfieD in the area of commercial gas cooling, we find ourselves very
well situated with several commercial gas cooling options. Proven
absorption, desiccant, and gas engine-driven cooling systems are now
available in the marketplace.

Assistance is now required to ensure that these efficient,
environmentally friendly systems can overcome the first-cost market
barrier to provide benefits to energy users.

Successful deployment of these technologies could have wide impacts
on gas and electric cooling demand in the United States. Moreover,
deployment of advanced gas absorption systems for commercial use will
stimulate additional domestic effort on smaller residential
absorption systems. (The Japanese have just initiated a $28 million,
three-year program in the development of new residential absorption
systems.)

The initial success in market entry will determine whether a U.S.
manufacturing base is reborn.

Industrial Sector
(Slides Nos. 13 & 14)

Industrial uses of energy are highly diverse. Further, many
applications are extremely sensitive to interfuel price competition
and will be significantly impacted by the growing number of
environmental regulations.

In GRI's 1992 program, we have over 50 concepts that deal with issues
specific to the industrial sector. Examples of industrial
technologies we are developing include: high performance, low N0x
burners that reduce emissions by up to 50 percent relative to
conventional flame burners; direct-fired rapid heating forging and
heat treating furnaces for metal processing that have energy
efficiencies of 50 to 60 percent; and the advanced glass melter that
has high efficiency and dramatically reduced emissions. These
technologies are designed to maintain gas competitiveness in specific
applications and to help in meeting the growing number of emission
restrictions.

It is critical that new gats technologies provide better productivity,
lower emissions, and more flexible process operations. A good
example is coke-fueled blast furnaces, which have traditionally been
used to reduce iron ore to pig iron or "hot metal." Metallurgical
coke is becoming increasingly expensive to use as environmental
regulations are applied to pollutant emissions from the aging stock
of coke ovens.

Since the early 1960s, natural gas, oil, or tar/pitch has been
injected into the furnace to replace a portion of the coke.
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o One advantage of natural gas as an injection fuel is its high
hydrogen content. Hydrogen is more efficient than carbon monoxide
from coke in reducing the ore at high temperatures.

o In a cooperative program with 6RI and the steel industry, Charles
River Associates is conducting a field experiment in an operating
blast furnace to establish the benefits of using natural gas for much
higher coke replacement.

o The production-scale field experiment to confirm the concept began in
Nay 1991 in Armco Steel Company's Middletown, Ohio, blast furnace.
As of mid-1991, tests have been conducted with a gas injection rate
of four times normal levels. These tests have shown a 25 percent
reduction in coke consumption and an amazing increase in metal
productivity of 9.5 percent. (This represents a savings of over $6
million/year and an increase in gas use of 2 to 4 Bcf for each
furnace.)

o Deployment of this technology to other plants is a major challenge.

NEW TECHNOLOGY DEPLOYMENT
(Slide No. 15)

o The single biggest problem limiting the impact of natural gas in the
90s is the slow rate of deployment of new technologies, perhaps more
than the successful research.

o In the last decade, R&D emphasis has shifted dramatically from basic
research to applied R&D. We need to shift further to a more
market-oriented activity—demonstration and deployment of proven
technology. This shift in emphasis is driven largely by the
availability of "unused technology" and the need to expedite the
market entry process to be successful. Only then are the full
benefits of R&D investment realized.

o The step from field-proven technical result to market acceptance has
turned out to be a very difficult transition, particularly for energy
technologies which the U.S. Industry is not very good at
accomplishing. We have determined deployment is the critical step in
a linked set of efforts proceeding from technology transfer to
commercialization to deployment.

o Deployment involves support of activities concerned with the
identification and elimination of barriers to successful market entry
and market acceptance. These barriers include high first coat,
manufacturer risk aversion, arid lack of infrastructure. Overcoming
the barriers is a mandatory step in most R&D programs and is the key
to full utilization of successful R&D. Incentives are needed to
offset these disadvantages.

o Candidates for support of deployment are technologies that show merit
in the field demonstration of economic viability and performance and
have strong societal benefits which cannot be externalized.
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n Our experience has shown that for success in technology transfer, it
is neceSiStry to expand RD&D plans to include support for resolution of
market barriers for the ultimate benefit to the ratepayer to be
captured. Such i?tivitiea need to be planned as a part of the overall
development effort—RDD&D.

o Funding for early market entry has not been anyone's responsibility)
thus, its omission hcs caused many promising projects to languish and
ultimately die on the vine. Deployment support is mandatory in order
to succeed in the global market.

o GRI is taking a pioneering role in recognizing the support
requirements for market introduction of new technology. These costs
must be factored into the planning and coat/benefit evaluation process.

o There is a role in deployment funding for federal and state
governments to ensure the capture of the societal benefits in a timely
manner and to realize mutual goals through joint efforts.

o Initiatives in New York and California underwriting new technology
entry illustrate that deployment funding is a way of expediting and
ensuring the transfer of technology to the ratepayer to gain benefit
of RSD investments.

GRI Deployment Initiatives
(Slide No. 16)

a What can va do? Incentives such as those offered by utilities for gas
cooling are an excellent step towards deployment of new technology.
Such activities should be encouraged and expanded.

o In order to bettar understand market barriers, GRI is increasing its
market analysis/assessment of the impacts of new end-use technologies.
These activities will be started early in the R&D program.

o We are expanding cofunded field test activities and participating with
manufacturers in cofunded post-fieid-test R&D to further lower the
initial cost and increase market acceptance of new end-use
technologies prior to market entry.

Federal Actions
(Slide No. 17)

o DOE needs to expand its cooperative R&D ventures with industry and
through its Federal Energy Management Program to promote the concept
of life-cycle costing for purchases of new end-use technologies.
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The federal government needs to be alert to possible benefits of first
buys of new end-use technologies and become a champion of technologies
meeting requirements of the NES.

And finally, DOE could consider a specific development and
demonstration program for gas, modeled after the Clean Coal Program,
with incremental increases in efficiency, reductions in emissions, and
U.S.-based manufacturing required for demonstration funding.

State Initiatives
(Slide No. 18)

State officials should recognize the unique advantages more efficient
gas heating, gss cooling, and gas cogeneration systems can provide for
both gas and electric ratepayers.

State regulators can help to mitigate new equipment first-cost
barriers by allowing recovery of expenditures in latter stages of R&D
and utility participation in the commercialization of new technology.

State commissions need to consider full life-cycle costing in the
utility's IRP programs. This would consider allowance for rate base
advantage of electric generating systems, which give rise to a cost
handicap for gas systems.

Regulators should establish a set of ground rules for technology
deployment funding that spell out the requirements for proof of
benefits to users from new technology.

CONCLUSION
(Slides Nos. 19 & 20)

The energy industries are facing a complex and paradoxical future in
which energy commodity prices are likely to remain relatively low, and
yet demand for energy will be constrained. Through direct public
policy initiatives and indirectly because of environmental
constraints, a high premium will be assigned to the efficiency of
energy use in a very competitive marketplace.

Four major technology-related considerations challenge the future
viability of the gas industry:

First, the technologies and practices used by the gas industry
itself and by its customers must be able to conform to new
environmental standards. Gas industry operations, from
exploration for new gas fields through delivery to the ultimate
consumer, will have to be carried out within much more rigorous
constraints on emissions, effluents, land use, and toxic
materials control. Technologies will have to advance in
anticipation of new and ever more stringent environmental policy
initiatives.
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Second, gas-fired technologies will have to increase in
efficiency. Despite low commodity prices for energy, public
policy is now penalizing energy use, directly through efficiency
standards or indirectly through environmental requirements, and
will reward efficiency through regulation or subsidies. Gas
technologies must match or exceed the energy efficiency of
alternatives, in some cases, incremental improvements are needed.

Finally, the gas industry's activities must achieve and maintain
profitability for its investments at relatively low natural gas
commodity prices. Technologies must be developed that increase
the effectiveness and decrease the cost of doing business at
every step in finding, producing, processing, and transporting
gas to the ultimate consumer.

These are difficult challenges for us all but perhaps the most
difficult is the deployment of new technology. The equipment and
practices in use today will not make the grade. Environmental
constraints alone will make many of them obsolete over the next
decade. A strong RD&D program to make adequate new technologies
available is essential, and a more flexible and effective method
for capitalizing on our R&D investments is vital to fully exploit
the advantage of natural gas and to preserve a robust gas
industry.

These challenges signal a need for cooperation between the gas industry,
NARUC and DOE, and teamwork to meet our mutual objectives. We welcome the
opportunity to expand cooperation in the vital area of putting technology
to work.

Thank you very much.
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MEGA-FORCES

• Environment
• Efficiency
• Low Energy Prices



PRIMARY ENERGY CONSUMPTION
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GAS DEMAND BY SECTOR
(Quads)

Residential
Commercial

Industrial

Electric Generation

Transportation

Actual
1990

4.5
2.7

8.6

2.9

0.6

1995

4.7

3.0

8.9

3.2

0.7

2000

4.6

3.3

8.9

4.3

0.9

2010

4.5

3.9

10.0
4.8

1.2

Total* 19.4 20.6 22.1 24.3

•Includes 0.3 quad of "other" gas, primarily SNG from petroleum and miscellaneous gases,
and high-Btu coal gas, in 1995, 2000, and 2010, respectively.
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DEVELOPMENTS IN
GAS PRODUCTION

Operational Factors

- Better Prospects

- Intensive Recovery

Economic Factors
- Drilling Cost Reduction
- Lower Interest Rates



IMPORTANT FUTURE E&P TECHNOLOGIES
• Techniques and Tools for Lower Cost E&P

- Slimhole Drilling
- Improved Fracturing Operations
- Improved Drillbits

• Enhanced Recovery from Existing Fields
- Cross-Well Seismic
- Through-Casing Gas Measurements
- Geological Understanding

• Development of Future Resources
- Deep Seismic
- Processing for Low-Quality Gas

• Environmental Issues
- Treatment of Produced Waters and Residuals
- Hydrocarbon Emissions
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U.S. & JAPANESE PRODUCTION OF
ABSORPTION GAS CHILLERS
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TECHNOLOGY DEPLOYMENT
• Barriers to Market Entry

- First Cost

- Risk Aversion

- Infrastructure

• No Clear-Cut Responsibility

• Market Entry Acceleration

• Role for Federal/State Government



GRI DEPLOYMENT INITIATIVES
• Increased Market Analysis

• Expanded Field Tests

• Proving Commercial Feasibility

• Greater Attention to First Cost in R&D

• Pursuit of Stronger Strategic Alliances



FEDERAL ACTIONS TO
ACCELERATE DEPLOYMENT
•DOE

- Expanded Cooperative R&D Ventures
with Industry

- Promote Concept of Life-Cycle Costs
- Act as Champion for Cost-Effective

New Gas Products
• Federal Government

- Implement an "Advanced Gas Utilization1

Development and Demo Program
a la Clean Coal



STATE INITIATIVES TO
ENCOURAGE DEPLOYMENT

• Recognize Importance of Gas Technology
Deployment and Equitable Cost Recovery

• Promote Life-Cycle Costing

• Encourage LDC Participation in Field Tests

• Establish Ground Rules for Deployment Funding



THE STRATEGY
• Environmental Compliance

• Highly Efficient Technologies

• Profitability at Low Gas Prices

• Technology Deployment



Moderator Patricia D. Perkins: Thank you, Dr. Ban. Let me introduce our third
speaker for this panel, Ken Malloy. Mr. Malloy is currently Deputy Director of the
Office of Oil and Natural Gas Policy, which is in the Office of Policy, Planning and
Analysis in the Department of Energy. Since 1988, he has been the Department's
lead analyst on natural gas policy issues. He is the architect of the Bush
Administration's Natural Gas Regulatory Reform initiatives and the author of the
Natural Gas chapter of the recently issued National Energy Strategy. He was
responsible for recommending and coordinating the Bush Administration's strategy on
wellhead decontrol legislation in 1989 and the Reagan/Bush Administration's proposal
on oil pipeline deregulation legislation. Mr. Malloy is an attorney who graduated with
honors from Boston College Law School in 1978. Mr. Malloy was formerly the Deputy
Executive Director and General Counsel of the Illinois Commerce Commission and
Director and Assistant Director of the Office of Regulatory Analysis within the Federal
Energy Regulatory Commission. That office is now the Office of Economic Policy.
During his tenure, he worked primarily on regulations that encouraged the
development of competition in natural gas markets. He was extensively involved in
the promulgation of Orders 436 and 451. Mr. Malloy was also a staff attorney in the
office of General Counsel where he dealt primarily with issues relating to natural gas
pricing under the Natural Gas Policy Act and authored FERC's rule implementing
significant deregulation of natural gas prices on January 1,1985, including the
provision upheld by the Supreme Court requiring producers to sell gas as decontrolled
gas if it qualified for both a regulated and a deregulated category under the Natural
Gas Policy Act of 1978. We welcome you, Mr. Malloy.
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Linda G. Stuntz, Acting Deputy Secretary of Energy
(presented by Kenneth Malloy)

IMPACT OF STATE AND FEDERAL REGULATORY POLICY ON NATURAL GAS

Ken Malloy, Deputy Director, Office of Oil & Natural Gas Policy, U.S. Department
of Energy

Thank you very much. It's a pleasure to be here and I thank you Commissioner
Perkins for those kind remarks. The best laid plans of mice and men. That's a story
of DOE's participation in this conference so far. But there is some good news. As I
was up here thinking about the free advertisement that Henson Moore gave to the
Gas Research Institute, Steve Ban leaned over and said, "Don't worry, we'll pick up
the satellite charges." The bad news is that this past week has been a tumultuous
one for the Department of Energy. We've installed Henson Moore as Deputy Chief of
Staff in the White House. We've seen the departure of John Tuck, the Under
Secretary, and Linda Stuntz' elevation to Acting Deputy Secretary. Most surprisingly,
but in some sense, most gratifyingly, we've seen the movement in the Senate on the
National Energy Strategy legislation and Linda asked me to extend her regrets to you
today that she felt she was needed in Washington given that there is an expectation
that there will be a debate beginning today on the National Energy Strategy legislation.
She's asked me to read the remarks that she prepared for this conference and it's my
pleasure to do so.

Before I begin my presentation, I want to say a few words of thanks to NARUC for
working with DOE to put this conference together. We are especially grateful for th8
work of Frank Heintz, Chairman of the Maryland Public Utility Commission and
Chairman of the NARUC Gas Committee, and for the organizational work of Mike
Foley, Director of Financial Analysis at the NARUC headquarters. We also appreciate
the support of this conference shown by Ken Gordon, the incoming President of
NARUC, and Paul Rogers, the Administrative Director and General Counsel of
NARUC. I'd also like to thank the brilliant work of the DOE policy staff. Actually that
wasn't in her speech; I just figured I'd throw that in.

DOE looks forward to continuing to work with you on opportunities such as this
conference to promote a better understanding and a better exchange of views among
federal and state officials on both gas and electric utility issues. Earlier this morning,
the Deputy Chief of Staff to the President discussed this Administration's interest in
natural gas from a broad perspective. I want to discuss more specifically a key to
future natural gas supply and demand, regulatory policy at both the State and Federal
level. Let me begin by putting these regulatory issues into context.
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As Figure 2 shows, natural gas use has fallen by about 10% in the last 20 years.
There are many reasons for this decline in natural gas consumption, but surely a
fundamental cause is the existence of State and Federal regulatory requirements that
prevent the natural gas industry from effectively responding to new market
opportunities. In other words, we (and I mean that in the broadest sense to include
Federal, State, and private sector interests) have made it so hard and so risky to use
natural gas that alternatives like imported oil iook good. For the sake of our economy,
our security and the environment, we cannot allow this to continue.

The National Energy Strategy seeks to reduce our dependence on insecure foreign
sources of energy by increasing domestic energy production in an environmentally
responsible manner and by decreasing, to the maximum possible extent, the use of oil
in the United States. Continuing prospects of regional instabilities, as illustrated by the
recent Persian Gulf conflict, illustrate the importance of pursuing this strategy. By fully
implementing the National Energy Strategy recommendations, we project that U.S.
consumption of natural gas would increase by almost 1 trillion cubic feet per year over
what it would have been in the year 2000 without National Energy Strategy measures,
thereby displacing about 400,000 barrels of oil a day.

Chart 3 shows the potential for gas use to increase by about 25% over today's levels
in the year 2010, especially in the electric utility sector as seen on the right hand axis.
Natural gas consumption for electric generation is projected to increase from about 2.7
trillion cubic feet (tcf) in 1990, to about 6.7 tcf in 2000, primarily because of significant
advancements in turbine and combined cycle technology.

Realizing this potential for natural gas, however, hinges on the Executive Branch, the
Congress, the FERC, the States and members of the industry themselves changing
the way we think about natural gas, about who uses it, why, and the role of regulation.
Who are we protecting, and from what? Are there market mechanisms that can do
the job better than regulation?

Much progress has been made on the regulatory front during the 1980s, especially at
the wellhead.

Natural gas wellhead price controls are almost entirely behind us,
although their market distorting legacy remains.

Similarly, the blatant discrimination against natural gas use, evidenced by
the Fuel Use Act and the incremental pricing provisions of the Natural
Gas Policy Act of 1978, is now history, although its effects linger in the
minds of many large consumers and regulators.

The advent of the spot and futures market for natural gas is evidence of
a maturing natural gas industry and growing confidence in market
mechanisms.
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The U.S.-Canada Free-Trade Agreement (FTA) boldly envisioned the
development of an integrated North American market for natural gas.
Negotiations underway between Mexico, Canada and the United States
promise to make this vision a reality. Already natural gas exports to
Mexico are increasing dramatically, and providing a welcome new market
for U.S. gas producers. As of September 1991, the most recent month
for which data is available, 1991 U.S. gas exports to Mexico totalled 34
billion cubic feet, more than doubling the amount exported in all of 1990.

• The development of new techniques and technologies has reduced the
cost of producing natural gas and expanded dramatically the
economically recoverable resource base. Indeed, at a time when natural
gas prices are less than half of what they were in 1983 in real terms,
proved reserves have held constant as shown in this graph.

That is a real tribute to the ingenuity and productivity of natural gas producers; and yet
in the natural gas industry, even this good news has a dark lining. Demand has
simply not kept up with increased productivity. Thus, the natural gas bubble became
a sausage and now, with February spot prices under a dollar in several areas of this
country, threatens to become a blimp.

We cannot do much about the warm winters we've had recently, but we can and must
do something about the regulation that continues to distort gas markets.

The National Energy Strategy makes 4 recommendations regarding natural gas
regulation reform at the Federal level:

Obstacles to building new pipeline capacity must be removed.

Rate polices must be substantially reformed to promote more efficient utilization
of pipeline services.

Third parties must be assured nondiscriminatory access to natural gas pipeline
services and facilities.

Impediments to free and open international trade in natural gas must be
removed.

Underlying these four recommendations are three important principles that we believe
should guide regulation in the natural gas industry. First, if a service is offered in a
competitive market, regulation of that service should be eliminated. Second, if a
service is offered in a market that is not competitive, then the regulation of that service
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should be done in the most efficient manner possible, replicating to the maximum
extent possible the workings of market forces. (In most cases, this will not be
traditional cost of service regulation.) Third, regulatory actions in uncompetitive
markets should be structured to encourage the development of competition so that
deregulation can occur at some point in the future.

How does what FERC is doing measure up against these principles and the NES
recommendations? Between the MEGA-NOPR, dealing with pipeline access policies,
rate design, and the development of a secondary market for capacity; and the
construction rulemaking, both currently pending before the Commission, it is not an
overstatement to conclude that virtually the full panoply of Federal policy relating to
natural gas pipeline regulation is before the Commission. Together, these rulemakings
provide the vehicle to put in place at this critical juncture the bulk of the reforms
proposed in the NES.

Given the sweeping nature of these proposals, it is not surprising that there is
controversy associated with them. DOE has commented extensively on both
proposals and believes that changes are needed. Yet, directionally, they are right.
We simply cannot stay where we are at the Federal level, with a newly competitive
wellhead market and rigidly regulated pipeline sales; with nondiscriminatory access to
fully comparable pipeline services not completely available, and with the price of that
access and those services not addressed on a comprehensive basis.

The results of these important FERC rulemakings will affect greatly the duties of State
regulators, not to mention the private sector. This will not be news to you. In the
aftermath of Orders 436 and 380, as LDCs were given new options and opportunities,
you were given (ready or not) new issues as well. How you deal with these new
issues is extremely important to the future of the natural gas industry and to the
Nation.

That is why the National Energy Strategy includes a recommendation that DOE
conduct a study of possible impediments to increased use of natural gas imposed by
State policies relating to production, transportation and use of gas. This conference
will provide grist for this study. After this conference, we wiM publish a report on the
proceedings in March. At the same time, we will publish a notice in the Federal
Register requesting comment from interested parties on the issues raised in this
conference, and any other issues relating to State policies that may be inhibiting the
use of natural gas.

To date, we have identified eight areas of inquiry as obstacles to gas use.

First, impediments to gas use may exist because of mistaken perceptions regarding
gas supply. The Federal examples here are the Fuel Use Act and the incremental
pricing provisions of the NGPA. At the State level, we will be looking for moratoria or
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prohibitions on gas use, tax policies that discourage consumption of gas (deliberately
or inadvertently) and prohibitions against advertising to increase gas consumption.

Second, traditional public utility regulation may disadvantage natural gas use.
Examples include regulation that allows an electric utility to put in rate base and earn
a rate of return on a scrubber to meet Clean Air Act requirements, but does not allow
such treatment for the purchase of natural gas as part of a Clean Air Act compliance
strategy. Policies governing access to distribution company facilities and the rates
charged for using those facilities are also implicated here.

Third, and perhaps most important, as I mentioned earlier, dramatic changes in gas
regulation at the Federal level have resulted in a changed role for the States. To
name a few: public utility commission review of LDC purchasing practices relating to
both gas and capacity services, allocation of take-or-pay costs, contracting for new
capacity at negotiated rates, and capacity brokering. These new responsibilities may
be implemented in a way that conflicts with National Energy Strategy goals for natural
gas use. Chairman Allday will be speaking on this issue at lunch and I look forward to
his remarks.

Fourth, changes in natural gas industry market structure and institutions (the
emergence of spot markets and brokers, to name just two) require a reevaluation of
State regulatory policies. Perhaps, for example, we should reevaiuate States' policies
on combination gas and electric companies in an era of burgeoning competition
between gas and electricity for end use markets. Another example is the recent
California administrative law judge decision rejecting several long-term contracts
proposed by SoCal Gas because it agreed to pay a premium above the spot market.
We will be hearing from some of the principal players in this controversy after lunch
this afternoon.

Fifth, changes in electric regulation - competitive bidding, transmission access,
PUHCA reform, and integrated resource planning - will have a significant impact on
the role natural gas plays in meeting electric demand. David Meyer, the Deputy
Director of DOE's Electric Policy Office, will cover these issues in some depth
tomorrow.

Sixth, new applications for natural gas use (fuel cells, cooling and heating technology,
and compressed natural gas vehicles gas use for Clean Air Act compliance) may be
adversely affected by State policies. Some States have stringent and unrealistic
safety requirements limiting the use of compressed natural gas in vehicles. Similarly,
some State utility statutes would require that the public utility commission regulate a
compressed natural gas (cng) filling station as if it were a local distribution company.

Seventh, new regulatory requirements may be imposed to promote efficiency that may
result in additional impediments to gas use. There is a role for integrated resource
planning in the natural gas industry to ensure that both natural gas and electricity
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systems are used most efficiently, thereby minimizing costs to consumers, producers
and the environment. (I expect my colleagues from GRI will have something to say
about this.) However, clumsy application of concepts developed in the electric utility
industry to natural gas distribution companies could result in erecting yet another
barrier to efficient use of natural gas.

Lastly, policies intended to serve fiscal, environmental or other non-energy objectives
may adversely affect the natural gas industry. Environmental regulation and State
taxing policies can disadvantage natural gas relative to oil, for example.

Many States are engaging in a revaluation similar to that done for purposes of the
National Energy Strategy. They are looking at the extent to which current State
regulatory policies relating to producers, local distribution companies, intrastate
pipelines, and gathering systems may be out of sync with international and Federal
developments and new market institutions.

Ohio is developing a long-term energy strategy that will identify options
for Ohio's energy resources, supplies and usage. Like the NES, Ohio
has embarked on a broad based study that involves holding public
forums and soliciting written comments for inclusion in an interim report
that will be released this summer, with a final plan slated for next
January.

In Oklahoma, the Corporation Commission has recently initiated a
broad-ranging inquiry into the impact of recent regulatory and institutional
changes on the Oklahoma natural gas industry. The inquiry states that
the Corporation Commission is interested in adjusting its regulatory
programs to take account of new developments.

The Wisconsin Public Utility Commission recently announced that it will
be holding a two day program as a first step to developing a long term
regulatory strategy for natural gas. Policy staff from DOE will be
participating in this program.

The Interstate Oil and Gas Compact Commission (IOGCC) has
recognized the increasing importance of natural gas, not only in adding
"gas" to its name but also in embarking on a comprehensive review of
the natural gas industry. It is analyzing the natural gas industry to
determine what barriers exist that impede gas use, and is focusing on
market, physical and regulatory barriers. It will produce an action plan
by June with recommendations for what the IOGCC can do to surmount
existing barriers and avoid imposing new ones.
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Finally, we view the National Petroleum Council Study, discussed earlier by Henson
Moore, as very important. The product of this substantial effort will be valuable to all
of us, but the process of preparing this report has itself broken new ground and
generated new insight, based on what I hear from those who are participating in this
study, including many of you in this room. It is providing an important forum for
segments of the industry to talk with one another, outside some litigated proceeding.

In closing. I thank you for supporting the Department's efforts in organizing this
conference. These are not easy times for the natural gas industry, no matter what
part of it you are in. Mark Twain once said, "By trying we can easily learn to endure
adversity. Another man's, I mean." For too long, I fear, the natural gas industry has
dealt with adversity this way. If there cannot be some broader view developed -- that
the representatives of consumers should consider the needs of those who supply gas
as well as those who consume it - then the marvelous potential for natural gas to
power our homes, generate our electricity and fuel our cars will not be realized.

It is my hope and expectation, as I look over this excellent program, that this
conference will be an important step in developing that broader view.

Thank you very much.
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BUSH ADMINISTRATION:
GAS IS NOT ACHIEVING ITS POTENTIAL

Gas Use has Decreased over Last 20 Years

TCF (TOTAL)

16 J L

1970.
J L

1975

TCF (INDUSTRIAL)

- — TOTAL GAS CONSUMED

- # - INDUSTRIAL SECTOR

I I I I I L I T

1980 1985
I L

9

8

1991

chart 2



GAS USE INCREASES OVER 20 YEARS
TOTAL USE AND USE FOR ELECTRIC INCREASES
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WELLHEAD IS NOT THE PROBLEM

WELLHEAD PRICE CONTROLS ARE FINALLY BEHIND US

FUEL USE ACT AND THE INCREMENTAL PRICING PROVISIONS OF NGPA
ARE HISTORY EXCEPT IN THE MINDS OF KEY MARKET PLAYERS

U.S.-CANADA FREE TRADE AGREEMENT AND NEGOTIATIONS WITH MEXI
CO MAY RESULT IN NORTH AMERICAN MARKET FOR NATURAL GAS

NEW TECHNOLOGIES ARE LOWERING FINDING COSTS OF NATURAL GAS
AND EXPANDING THE RESOURCE BASE
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NATIONAL ENERGY STRATEGY
PIPELINE REGULATION:

FOUR KEY RECOMMENDATIONS

REMOVE OBSTACLES TO BUILDING NEW PIPELINE CAPACITY

REFORM RATE POLICES TO PROMOTE MORE EFFICIENT UTILIZATION OF
PIPELINE SERVICES

PROVIDE THIRD PARTIES NONDISCRIMINATORY ACCESS TO NATURAL GAS
PIPELINE FACILITIES AND SERVICES

REMOVE IMPEDIMENTS TO FREE AND OPEN INTERNATIONAL TRADE IN
NATURAL GAS
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EIGHT CATEGORIES OF POTENTIAL
OBSTACLES TO GAS USE

1. IMPEDIMENTS CAUSED BY SHORTAGE PSYCHOLOGY

2. TRADITIONAL PUBLIC UTILITY REGULATORY IMPEDIMENTS

3. CHANGES RESULTING FROM FEDERAL REGULATORY REFORM

4. ADJUSTMENTS TO NEW INSTITUTIONS

5. REGULATION OF ELECTRIC UTILITIES

6. CHALLENGES POSED BY NEW APPLICATIONS OF NATURAL GAS

7. NEW REGULATIONS TO PROMOTE EFFICIENCY

8. INDIRECT, NON-PUBLIC UTILITY REGULATORY IMPEDIMENTS
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Moderator Patricia D. Perkins: Thank you Mr. Malloy, and I'd like to thank all of our
speakers. We're going to cheat a little bit on our time and take a few questions if
there are any. Would you please step to the microphones and identify yourself and if
you'd like to have your question directed at any particular individual, please state that?
Yes, over here on the left.

Q: My name is John Anderson and I have a question for Chuck Jordan. You
expressed concern about pending changes in the Texas gas proration system, and I'm
curious whether your concerns extend to gas proration in any form, or is it just to
these particular changes?

Chuck Jordan: Well, I think my concern really goes to any form of proration. As I
indicated it, I think the demand really will determine what production should be and I
view any type of proration as a barrier to that open channel. But, I do recognize that
there is a place for proration in terms of waste and waste management. Being an old
reservoir engineer I know very well that you can damage reservoirs by improperly
producing. But I think in this particular instance, the concern is really more directed
towards, let's face it, controlling supply. And I think that is inefficient in terms of
opening up a clear channel of market signals.

Q: One quick follow-up. You said you do see a role for proration in preventing waste,
do you see any proper role for proration in protecting the property rights in nonunitized
reservoirs?

Chuck Jordan: Yes. Yes ! do. You do have to do that.

Q: Thank you.

Moderator Patricia 0. Perkins: Do we have any other questions at this time? All
right. We are going to be adjourning now for lunch which is to be in this room
immediately to your right. Thank you.
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OOE/NARUC Conference, February 2-5,1992
The Impact of the FEfiC Initiatives on LOCs and PUCs
Monday, February 3, 12:00 Noon -1:15 p.m. Lunch

Introduction: The Honorable A. J. "Bud" Pardinl, Commissioner,
Washington Utilities & Transportation Commission

It is my honor to introduce the main speaker for today's luncheon in representing the
30 or 40 state regulatory commissioners who are here. I want to introduce him and
get him on the program as quickly as we can. And when I was furnished the bio of
our speaker, I was instructed that it wasn't necessary to read everything about him but
to allow him more time. Nonetheless, I will read some of the things about his
background so that you know very specifically that he is the real thing. That
everything people have been saying about him probably is true and then I'll give you a
distinct impression as to what we see beyond what we read in the kind of personality
we have in the Chairman of the Federal Energy Regulatory Commission.

Mr. Martin L. Allday was nominated to be a Commissioner of the FERC by President
Bush on October 17th, 1989, and confirmed with alacrity by the Senate for a four-year
term on November 13th, 1989, less than 30 days, a new record for confirmations. He
was sworn into the FERC and designated as Chairman by the President. A lawyer
whose professional career has centered on the practice of oil, gas and mineral law in
Midland, Texas, Chairman Allday was Solicitor for the United States Department of the
Interior before being named to the Commission's top post. From 1958 to 1989, he
was a member of the Midland law firm of Lynch, Chapped, Allday and Alsop. He is a
graduate of the University of Texas at Austin and a graduate of its law school. He is
past president of the Midland County Bar Association and all of those Bar foundations
that go along with being an outstanding lawyer. Among his civic and volunteer
activities, Mr. Allday was Secretary and Director of the National Parks Foundation and
Governor of the Midland Memorial Hospital Foundation and High Sky Children's
Ranch. Mr. Allday, a veteran and combat infantryman, used those skills that he
learned in World War II in the FERC battles where he earned a Purple Heart and a
Combat Infantryman's Badge. He and his wife, Patricia, live in Alexandria. They have
three grown children and five grandchildren.

That's the historical perspective, ladies and gentlemen. I think ! need to give a more
up to date perspective of the kind of fellow that we have who's going to address us
and who is, I guess, the mother regulator of us all, at least in the energy field, as
Steve Ban would say this morning. Along with Lynn Martin, the Secretary of Labor, if
he didn't have enough to do, he accepted the government Chairmanship of the
Combined Federal Campaign of the National Capital Area most recently. To many of
you who may not know what that is, that's a version of the United Way. It's called the
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Combined Federal Campaign. It solicits federal employees for their contribution in the
Washington, D.C. area. To tell you what kind of a job he did during that period of
time, while juggling everything else, more than $35 million have been contributed - an
outstanding 15 percent increase over the previous year. That's the kind of a job that
gets done by a guy committed to that kind of thing and a job that you really don't
always necessarily want to undertake. Among the records in that job: the most
contributors in 13 years, the biggest increase in combined federal campaign giving,
and most departments and agencies in the winner's circle. Mr. Chairman,
congratulations on that view of your commitment to what is right in America and some
of the things that are going on. From some of his personal staff, I've tried to obtain
from them the kind of philosophy and the kind of management style that comes into
play when he's making these momentous decisions, and they tell me that really, his
management is not a Peter Drucker style or anyone else, but it's a management style
that best can be described as "Texisms." It's a new word, Texisms." Chairman
Allday says, "Well, you know the United Fund Drive or FERC Mega-NOPRs, you can
catch more bees with honey than you can with sandpaper." That's a Texisrrf and
that's a management style. Mr. Chairman, I want you to know that those in this
audience are tired of the sandpaper. We're delighted you started to give us some of
the honey and we hope that you keep it up in putting this thing together. There's
another "Texism" that he uses, I guess, occasionally when an idea is preseite ' o him
and he's not absolutely certain that it's going to fly. He'll think about it and wnen he
finally decides in the negative, he rarely turns anybody down, he'll just kind of look at
them and say, "that old dog won't hunt no more." That's a real "Texism." So, I'm
going to take literary license on that one and get out of the introduction and introduce
to you Mr. Chairman, Martin Allday, the Federal Energy Regulatory Commission, an
old dog who is going to hunt some more. Welcome, Mr. Chairman.
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It's great to be here with you today. I want to commend the
Department of Energy for organizing and co-sponsoring this
conference with NARUC. State and Federal regulators have to come
together with the private sector to talk about the issues facing
the natural gas industry.

You in NARUC and we at the FERC have a common goal — to get
a natural gas industry that gives folks reliable gas service at
competitive and efficient prices. That's no easy job — so I'm
glad to be here with you today to talk about the key issues in
front of us.

Before discussing some of the major initiatives the
Commission is working on, I'd like to briefly take a step back
and try to put the current debate affecting the gas industry into
perspective.

When you look at our energy future, there's not much doubt
that natural gas has a crucial role to play. It's a clean fuel
— and with all the attention now on a cleaner environment, that
matters even more. He produce the gas w« use right here in North
America — which means our supply is secure if our infrastructure
remains strong.

So it only stands to reason that gas is likely to be the
natural choice for many customers in the years to come. Put
another way, gas should be the natural choice so long as
nothing — including unnecessary government regulations — gets
in the way of a full and fair competition with other fuels.

That's what the Commission's policy these last eight years
has aimed at clearing the needless obstacles out of the way so
that gas can compete to find its full potential as a national
resource. And that is also the policy behind the President's
National Energy Strategy, which is why I believe it to be in the
nation's long-term interests.

What does it take to make this basic commitment to
competition and efficiency work? As I look at the situation
today, three points stand out.

First, we have to complete the movement to a competitive
market for gas itself. Congress passed legislation that will
free the last wellhead prices starting next year. Now we need to
give producers and customers the widest range of potential
trading partners.
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Second, we need a good system for new pipeline construction.
The nation can't afford to handicap gas by spending years to get
pipelines to serve emerging new markets. We need to let folks
build the right pipelines in the right places at the right time.

And finally, we need pipeline rates that promote efficiency,
that send the right signals for new construction, that allow
reasonable certainty in long-term deals and that promote the use
of gas wherever it's the right fuel choice.

I'll start with competitive gas markets. Beyond competition
at the wellhead, we've seen an explosive growth of non-pipeline
sales and purchases. In 1976, no one really knew what gas
marketers were. Today they're a market fixture.

The change has been good for the industry and the country.
No longer do we worry about chronic gas shortages. No longer do
we hear about a future of terribly costly gas. And no longer do
LDCs and State Commissions see their options in the gas market
restricted to one or a few choices.

While we've made some major achievements, there are still
some unresolved problems:

First, pipelines must be able to compete evenly with
others to buy and sail gas, and conversely others must
be able to compete with pipelines in getting their gas
delivered.

Second, we have to give buyers and sellers more access
to the bast market"driven deals. One way to do that is
by using market centers, hubs, to prevent Balkanized
pipelines.

Third, we have to move to a much more time-sensitive
market. The market has to be able to respond more
quickly to important commercially significant factors
like weather changes.

Pipelines must compete in buying and selling gas with
everyone else — that's the comparability issue, others can
compete fairly for gas sales only if they can get the same
quality of transportation service the pipeline gives itself.

Why is that such a big issue? For one thing, until we
establish comparability, we can't give pipelines market-based
pricing for their own gas sales. So the transition to a fully
competitive gas market will remain incomplete. That means we're
still in the purchased gas adjustment business, three year rate
reviews, and the regulatory overhead stays higher than it needs
to be.
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Even more important, the current regime of regulated
pipeline sales and non-comparable transportation hurts the
development of long-term gas markets. In my view, comparability
is the key to getting credible long-term doals bask into the
industry.

These are the issues the Mega-NOPR addresses. Without
commenting on specifics, I think the future has to belong to
fully comparable service. That's the only way to keep the
pipeline's expertise in buying and selling gas, while subjecting
that expertise to the test of the market place.

Comparability will bring many new choices, decisions, and
opportunities to gas consumers. They'll be able to buy gas from
many suppliers and enjoy the same reliable transportation they've
always had before with their bundled pipeline sales. They'll
also get to choose the transportation services they need — they
won't have to accept all services bundled together. And finally,
they'll be much more able to shed, in tha short or long term, of
capacity they don't need.

All this will open up real opportunities for LDCs to save
their customers money. It also, quite frankly will, bring new
issues to state commissions. For instance, when an LDC releases
capacity, what happens to the money it gets in return? And how
do you make sure that LDCs are doing a good job of buying gas on
the open market?

These questions won't be easy to answer. But the benefits
of moving toward fuller competition can be so great, that it's
more than worth the work that will be needed to answer them in my
judgement.

Comparability is only one part of a competitive future.
Market centers may be another. Market centers where pipelines
come together let producers attached to many pipelines sell gas
to customers attached to many pipelines. Neither side has to
deal only with partners connected to the same pipeline. That
improves competition because it lets many buyers and many sellers
deal with each other.

All too often today, we have a fragmented system — one in
which producers and customers find themselves locked onto a
single system. They can't get to deals on other systems, even
though the systems physically inter-connect. That's
inefficient.

The Commission can not and should not mandate market
centers. In my view, the potential competitive logic of market
centers is powerful enough that they will grow on their own where
sufficient commercial dynamics exist.
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Let me turn now to new pipeline construction. The
construction rule itself is awaiting rehearing. So I can't talk
about specifics. But I can tell you that getting the right
capacity in the right place at the right time is crucial for the
future of the industry.

Right now, the pressure to build many new pipelines has
somewhat subsided. But over time, different parts of the economy
grow at different rates. That changes the geographic mix of
where gas is needed. The same way, we'll see production decline
in some places and new production develop in others.

If gas is to compete with other fuels, we need to he able to
change the pipeline grid much more rapidly than we have in the
past. What will it take to do that?

First of all, we must cut down on the time that regulation
takes. Some of that time is necessary — it gees into
environmental reviews that we just can't short-change. But we
can't afford to spend years deciding which pipelines get built,

Second, we must find a better way of handling risk. Any
large construction project in any Industry carries risk.
Regulation doesn't change that — even though it may change who
bears the risk.

In the future we must find a way to let those who are most
willing to bear risk do so. And we have to let those who bear
genuine economic risk hava some chance of reward if they make the
right decision on the project.

That's why I think you'll see new approaches to building new
capacity five years from new. Those new approaches will grow out
of the same general policy I already mentioned: usi competition
where possible and foster efficiency elsewhere.

For a lot of new pipelines, many builders can probably
compete to get customers. We've already seen the beginnings of
that in the various proposals for new capacity to California. In
one form or another, I think the nation will find a way to take
advantage of that potential competition.

The Commission needs to find sound ways to let pipelines and
their customers allocate risk in building new pipelines. We must
go beyond a time when regulators could size up all the risks and
guarantee everybody against them. The world just does not and
should not work that way. We'll do far better to accept up front
that risk is inherent in new construction and that we need to let
folks choose to bear both the upside and downside of risk if they
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New approaches to pipeline construction will affect the
states and PUCs. with new pipelines in the ground when and where
they're needed, LDCs will be able to serve new loads more quickly
and with more flexibility.

For PUCs, too, new issues will arise. For instance, since
LDCs don't always commit their shareholders' money, how will a
state commission view an LDCs negotiating a market based rate?

The final part of the Commission's long-standing g<as policy
is efficient rates. That commitment is long-standing. The basic
idea goas back to Order No. 436, which said that rates should
ration peak usage and maxisize offpeak throughput. The
Commission never wavered on this policy — and nothing in our
current work changes that.

I do thinh we have seen the need to expand our ideas about
how to implement efficient rates, one key point is that while
transportation rates must make pipeline use efficient, they must
also promote efficiency in the rest of the industry.

That's the argument for fixed-variable rates — SFV rates as
they're called. The alternatives to SFV often let producers
behind one pipeline see their competitive position changed
because the usage rates on a neighboring pipeline are different.
That's just one example — though an important one — of how
pipeline rates can affect the health of other parts of the
industry.

I'm surprised by the suggestion that choosing SFV rates
would somehow put an end to the rate design policy statement and
its goals. That's dead wrong.

Rate design is far broader than just a choice between MFV
and SFV rates. For instance, it also includes:

Capacity resale programs. These give the flexibility
that can let rates ration capacity far better than any
single set of rates.

Seasonal rates. These help ration interruptible
service under all our rate designs.

Distance-sensitive rates. I mentioned these earlier in
talking about market centers.

These are just a few examples. The basic point is this:
events have overtaken some specifics in the Rate Design Policy
Statement. But the commitment to efficient rates is as strong as
ever — and the scope of concern is even wider than before.
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Five years fron now, I think you111 see a flourishing market
to resell capacity, operating at quite short time intervals.
You'll see many mora seasonal rates. You*11 begin to see
incentive regulation to help gain productive efficiency. And
you*11 see an unchanged basic commitment from the Commission to
pursue rates that minimize waste.

Let me finish today by saying this: All the changes we've
seen and will continue to see add up to a major shift in
regulatory philosophy. That will end up raising new choices and
new policy issues at both the State and Federal level.

Twenty years ngo, people spoke of the regulatory compact
between the regulators and the regulated industries as our
governing principle. Regulators stood as guarantor behind all
industry arrangements. Contracts among the parties at that time
all fit within a more general framework of tight regulation. The
theory was that we could regulate away risk.

Today we talk about a regulated contracts regime. We stress
the importance of contracts among parties. Regulation is more
and more be a way of ensuring that the contracts are fairly
negotiated and fairly carried out.

I'm not suggesting the death of regulation. Far from it.
Potential abuses of market power are very real and we need to
keep checking them. But more and more, we need a regulatory
thaw, so that we'll do our work far more flexibly and with far
more respect for the agreements parties reach.

That's a key change — and a very good one. By
concentrating on contracts among parties, we'll encourage far
more flexibility in terms. That will let all parties find the
specific deals that best suit their situations.

And finally, we'll have much better accountability. When
two parties shake hands on a deal, neither one will have to
fear —• or hope — that some third party will come in and snatch
the rug away. That's how business ought to be.

Every movement toward a more flexible and competitive
approach will affect LOCs and states. New choices will open up
for companies. PUCs will see changes in the jobs they must do.
But in my view, the changes spell a real chance to help customers
all over the country — and that makes the changes worth doing.
I would even say it makes them necessary.

Getting good regulation that protects against abusive market
power without being rigid is a hard job. But it's a vital one.
I believe it's one we can keep working on together.
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A.J. "Bud" Pardini: The Chairman's agreed to take a few questions before the next
meeting. Is there anyone thai has a question?

Martin Allday: Time's up.

A. J. "Bud" Pardini: Time's up and let's go on to the next meeting. It's a
continuation of the Chairman's talk in more detail. Thank you. Chairman Allday,
thank you for being with us for that very, very gracious message.

Martin Allday: I'd like to address that if you all will let me handle that.

A.J. "Bud" Pardini: Ladies and gentlemen, wd have a question that the Chairman
thinks is pertinent that you hear and that he will answer, if you can just remain where
you're standing, no need to sit down, we'll repeat the question and we'll get his
response.

Martin Allday: I was asked about the President's 90 day moratorium on additional
regulation rui^s being passed by the various regulatory agencies in this government
and how it wili effect the FERC. You know, government ought to look at itself every
once in a while. It ought to back off and say, have we got more stuff out there than is
worthwhile? Let's taka off a period cf time and see if can't get rid of some of the
jungle. And that's part of the so-called moratorium. The President recognizes the fact
that he can't order us to do anything since we're independent regulatory agencies.
But to look at stuff, look at our regulations that have been accumulated, I guess, for
over 50 years and get a bunch of the myths out of the book. With respect to current
ongoing efforts such as the Mega-NOPR, such as our construction rule, I like to think
that they are, will be included. I don't get "No." But that they will be included within
the exceptions to the moratorium which are permitted if it will stimulate economic
growth. And if anybody tells me that the Mega-NOPR and the construction rule are
not going to stimulate economic growth, I'll throw in with them. It seems to me that
both of those should be exceptions and so I'm hoping that we'll get to continue doing
those. But we really don't know, we just got the letter from the President last
Wednesday. Haven't had a real chance to, you know, assimilate that exactly yet, but
that's kind of the way I feel about it. And I'm sorry I didn't give you more time to
answer questions because I'm sure that was on some your minds. Thank you.

A.J. "Bud" Pardini: Thank you, Mr. Chairman.
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DOE/NARUC Conference, February 2-5,1992
Long Term Contracts in Portfolios of Gas Supply
Monday, February 3, 1:3© p.m. - 3:00 p.m.

Moderator: The Honorable Peter D. Bickley, Commissioner, New Mexico Public
Service Commission

The topic of this panel is "Long-Term Contracts in Portfolios of Gas Supply." The
previous speakers and the panels in this conference have already described the
restructuring of the natural gas business that has shifted the dynamics away from the
interstate or federally regulated arena to the state lovel. And I think the Chairman of
FERC has just shown us very graphically how that was the intended result and, as a
result of that, we see the focus coming to the states. We're seeing long-term
contracts now being discussed in the context of the producers dealing directly with the
LDCs or end users. You may notice on your program that there is not a
representative of an interstate 'pipeline here and I suspect that was intentional.
However, I'!! try to make up for hat if there are members of the interstate pipelines
here and I'm sure there are some. I've already run into several - I'll iet you ask the
first couple of questions.

The overwhelming problem is how do we deal with replacing the kinds of contracts
that got us into such difficulties about ten years ago. As you recall, ten years ago,
eight years ago, the emphasis at a meeting like this on long-term contracts would
have been on how in the world are we going to deal with the billions of dollars worth
of take-or-pay liabilities that have been accrued by the pipeline. But before we get
into this, and you can relax about our time, we actually had planned this for an hour
and fifteen minutes and we have almost an hour and 30 minutes. So, we'll have a
chance for some questions at the end. But I'd like to read a couple of things from the
current press that suggest a little bit more in terms of setting the context for the
possibilities of long-term contracts from the current press. This first one is entitled
"Natural Gas Prices Crater" and this is from the current edition of Natural Gas Week.
It says,

Texas and Louisiana gulf coast cash markets plummeted last week as
gas prices fell below $1 per million BTUs. Gas prices across the nation
cratered as producers struggled with markets flooded with gas and
complicated by storage companies that were unsuccessfully trying to get
out of gas before March or April. Producers are fighting the bearish
trend by curtailing production. "The industry is in a melt-down," said a
Houston producer. He said, "It is hard for producers to shut in because
it cuts off cash flow, but the current market has made it necessary."
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The reason I thought it was appropriate to mention this is that the article goes on and
identifies five or six companies that are unilaterally curtailing their own production.
And when we start talking about removing ourselves to a certain extent from
regulation and allowing a completely free market, it seems to me we're also allowing
producers to begin to curtail their own productions when they feel that the price being
offered is below their own particular finding costs.

The second item I would like to mention is entitled "The Texas Railroad Commission
Eyes an End Run to Enact Proration Plan by March 1st." Now this has also been
discussed, but it's an example of how a regulatory agency at the state level is
attempting to deal with this and what we've been asking for in the prior discussions is
that state behavior by both the regulatory commissions that deal with rates, and I
assume also that among those regulatory commissions that deal with prorationing,
come around to this idea that we're all going to work together and we're not going off
in a lot of different directions unilaterally. I thought it was interesting that the article
suggests that the Associated Distributors have written a letter to the Secretary of
Energy and asked for his intervention on the Texas Railroad Commission initiative.
And in response to that, the Chairman of the Texas Railroad Commission has said
that the Texas Railroad Commission is well within its statutory authority in determining
allowables. We are improving the way that we determine how much gas is allowed.
"This is not a matter of federal business, it is a Texas responsibility." she said. The
Chairman said that the Texas Railroad Commission action is aimed at conserving the
state's gas resources and making sure that it can be a long-range viable energy
source. Now the thought that occurred to me as I saw this in terms of the context of
long range contracts is i« most of the gas flowing out of Texas were under long-term
contracts, would this move be considered now? And i suspected it wouldn't. So the
question is, how are we going to integrate state actions within this framework that is
developing in which we, as regulators, and the LDCs in particular are going to have to
deal with this?

The third item I have was sent to me by a fellow commissioner who was the
introducer of the FERC Chairman and it comes from the Portland Qreaonian and it
says, "Power Play Hurts Oregon." "The California Public Utilities Commission earlier
this month ruled that natural gas buyers in California can cancel arbitrarily their long-
term contracts with Canadian producers in Alberta." That's a bad faith move. Now
that California's decided to tear up the deal, what is to prevent Canadian suppliers
from terminating on short notice the contracts they have signed with others? Now this
particular panel is not designed to deal with the three points that I just made, but it
does indicate the initiatives that are originating at the state level are going to provide
some anguishing kinds of things to be dealt with as this whole thing is sorted out.

Our panel this afternoon consists of five people. We have a Ph.D. economist. We
have a consumer advocate. And we have two representatives of producers. And I'll
go ahead and just start to introduce our speakers.
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Our first speaker is Frederick John, who is Senior Vice President for Southern
California Gas Company. And I understand, I didn't confirm this, but I understand they
are the largest LDC in the country, so they've got a lot of gas to buy. Mr. John is
responsible for the gas supply marketing and regulatory affairs and public affairs of his
company. And he also has the experience of having been a senior vice president of
their Pacific interstate company which is an interstate pipeline, so he has that
perspective as well. Before joining SoCal Gas, he was the Executive Director of the
California Public Utilities Commission. He has a Juris Doctor degree from the
University of North Carolina. And I hope that he'll give us a little more perspective on
just exactly what is happening in California and also our consumer advocate is also
from California, so we may get a little more perspective on that situation. So, join me
in welcoming Mr. John.
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Long'Term Contracts in Portfolios of Core LDC Gas Supply
Presentation at the February DOE-NARUC Natural Gas Conference

I. Introduction

A. LDCs should use a portfolio approach to supply strategy.

B. Long-term contracts should be a part of the LDCs supply portfolio.

1.1 would like to give you a few definitions:

a) Spot supplies = 1 day to 1 month, "best efforts"

b) Intermediate term supplies = under 1 year

c) Long term supplies = 1 year or more

2. It is not appropriate to rely on spot supplies to meet the peak needs
of the core residential and commercial markets.

3. The supply security versus price trade-off is difficult to measure,
but security through long-term contracted supplies now appears to
be very inexpensive.

4. Long-term, secure supplies can be purchased from producers,

marketers, pipeline affiliates, and pipelines.

n. Why should LDCs use a portfolio approach to supply strategy?

A. The market is restructuring rapidly.

1. A portfolio of supplies is appropriate for hedging the market and
physical risks inherent in this market.

2. Pipelines are reducing their merchant role, and the production sector
has continuously restructured since the mid-1980's.

3. The gas market is becoming ? North American commodity market.
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B. Changes in the market

1. Basic market conditions: growth in cogen and gas use for electric
generation; pending arrival of excess pipeline capacity; gas
supplies from new sources such as coal bed methane and nev;
E&P technologies have more than kept up with market growth.

2. Current supply/demand situation

a) Pipeline capacity and production supplies are in excess of
demand to an extent unanticipated only a couple of years
ago.

b) Short-term and long-term supplies have come down in price.

c) Our experience since 1989 shows long-term supplies are
available and the price gap between short and long-term
supplies has narrowed.

d) Long-term supplies that provide upward price protection at
limited downside risk are available.

3. Market performance

a) A generally downward gas price trend began in the mid-1980's
and continues. However, prices are volatile, having wild
swings within this trend.

b) The North American gas market is now a commodity market,
with cash market trading and the development of a formal
futures market.

c) The new market environment is still untested by a cold winter:
(1) There have been successive mild weather years since

1984 on a national basis.
(2) In southern California, we have not had a colder than

average year since 1985. We have not had a truly cold
year since 1952.

78



4. Market strategies by LDCs

a) Many LDCs still rely extensively on pipeline suppliers for a
substantial portion of supplies.

b) Some LDCs are moving to more direct purchases.

c) SoCalGas was the first LDC to quit taking a pipeline's
commodity supplies permanently. More competitive
alternatives were available via a portfolio of supplies based
on direct purchases from suppliers.

d) Because of the continuing price, supply area, supplier, and
production risks, SoCalGas continues to favor a diversified
portfolio of supplies to reduce market and physical supply
risks.

C. How has SoCalGas' long-term portfolio of supplies performed?

1. Performance has met our objectives of security, low cost, and stable
prices.

2. Unique aspects of the California LDC environment

a) CPUC has established broad guidelines for core gas
acquisition.
(1) SoCalGas may only acquire supplies for the core

residential and commercial markets. SoCalGas may
acquire gas for the noncore only on a very limited
basis. Thus, our market requires secure supplies.

(2) The CPUC set security at lowest cost needed to achieve
security as its prime goal; price stability is a secondary
goal.

(3) Purchasing is subject to retrospective annual
reasonableness review.

b) For the past few years, pipeline capacity constraints have
placed limitations on how core supplies can be acquired
While SoCalGas must^lso provide access to transportation
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and storage for the noncore, especially in the summer smog
season. This includes providing the noncore with equitable
access to low cost supply basins.

3. We have built a portfolio of supplies mixing fixed with index price
terms, varying contract length, varying supplier types, and from a
variety of supply basins.

a) We plan sufficient contract supplies to meet peak cold year
needs. We balance supply purchases with the use of storage.

b) We include discretionary spot supplies on an opportunistic
basis.

4. Performance has met our objectives of security, low cost, and stable
prices

a) There has been no risk to cere supply security.

b) The gap between core supply costs and spot prices has shrunk.
(1) For 1986 to 1988, firm supplies cost 29% more than

spot.
(2) Starting in 1988, SoCalGas began soliciting long-term

supplies directly. We typically received a hundred or
more bids covering volumes far in excess of our
requirements.

(3) In 1988 through 1990, we narrowed that core/spot price
gap to under 3% by 1990, while spot prices were
rising.
[Slide: 1988-1991 core average costs vs spot supplies
purchased in same pattern]

c) Stable priced portfolios rise slower in a rising market, but also
fall slower in a falling market.
(1) In late 1990, winter futures prices jumped up 20% after

the Iraqi invasion — and our portfolio looked very good
in December 1990 relative to the spot market.

80



(2) In eariy 1991, however, spot prices dropped suddenly,
and the gap between our core portfolio cost and spot
increased.

(3) We experienced both the upside and the downside of a
stable price portfolio in a two month period.

5. In 1990, SoCalGas successfully solicited long-term supplies of 5-15
years with prices close to future spot prices expected at the time.

a) The selected group of 5 contracts was a mixture of 5 to 15 year
contracts, including fixed, annually indexed, and monthly
indexed pricing terms with substantial monthly and seasonal
volume flexibility.

b) Because of a substantial disallowance proposal by the CPUC's
DRA staff on prior supply purchases, we felt compelled to
submit these contracts to the CPUC for pre-approval.

c) The review of these contracts focused more on short-term cost
and the risks of the supplies being too expensive, rather than
security, stability, and Women and Minority Business
Enterprise development goals (one of the five contracts was
with a "WMBE").
(1) Spot prices have fallen since these contracts were

negotiated.
(2) If in effect today, these supplies would cost more than

spot.
(3) Even so, we think our customers will be better off in the

long-run with some portion of our portfolio being
supplied via multi-year contracts.

(4) The CPUC has not yet acted on these contracts,.but a
proposed ALJ decision recommends that they be
rejected.
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6. The portfolio approach is subject to significant second-guessing by
regulatory staff.

a) A regulatory staff can develop hindsight analyses based on
selective contract and time period reviews rather than an
overall portfolio level review.

b) Disallowance proposals based on piecemeal hindsight reviews
pose intolerable levels of shareholder risk to the LDCs.

7. The CPUC has scheduled an informational En Bane hearing for
February 5 ID explore whether or not to consider modification to .
the CPUC guidelines for core gas acquisition by LDCs.

III. Closing

A. Supply portfolios work for LDC supply procurement.

1. We have implemented this strategy successfully.

2. A range of short to long term supplies can be acquired on a

competitive basis, and the gap between short and long term
supply costs has shrunk.

3. Our experience shows that the acquisition cost of new secure
supplies can be very close to the cost of spot supplies.

B. The regulation of the gas portfolio and its cost is of critical importance
to any LDC. SoCalGas Chairman Richard Farman will address this in
his presentation on February 5. Stay tuned.

Juaury 31. 1992
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The Honorable Peter Bicktey

Thank you very much Mr. John. Did you notice how many times he mentioned the
California Public Utilities Commission? Quite a few times, so it shows the degree to
which we, as regulators, are involved in the gas procurement business of the utilities
we regulate. There is one proposal that came to mind while he was speaking,
however, and that is if the industry in California would be willing to tie the definition of
long range contracts to the average tenure of their public service commissioners.
There's been a lot of press reports as to what's happening on the California
Commission as far as the tenure of existing commissioners.

Our next speaker is Richard A. Metz, who is Vice President of Marketing for Grace
Petroleum Corporation. It is a subsidiary of Dallas-based Grace Energy Corporation
and he is responsible for crude oil, natural gas, natural gas liquids, and sulfur sales
related to Grace Petroleum's production. He is also responsible for GPC Marketing
Company, which is a crude oil reselling and gas marketing affiliate. We, as regulators,
know what we have to deal sometimes with state affiliates of utilities like GPC
Transporter, which is a natural gas gathering and pipeline affiliate. Mr. Metz is an
engineer and is very much involved in the activity before FERC and state regulators in
achieving unbundled non-discriminatory cost-based transportation through various ad-
hoc groups and industry trade organizations. Mr. Metz has an engineering degree
from Montana State University and an MBA from Oklahoma City University. Will you
welcome Mr. Metz please?
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GOOD AFTERNOON...

I WOULD LIKE TO, FIRST OF ALL, THANK THE DOE FOR INVITING ME TO
BE A PART OF THIS CONFERENCE AND TO SPEAK TO YOU TODAY ON "LONG
TERM CONTRACTS IN PORTFOLIOS OF GAS SUPPLY". OF COURSE MY VIEWS
WILL HAVE AN INDEPENDENT PRODUCERS SLANT TO THEM.

TO BEGIN WITH, I'D LIKE TO PROVIDE YOU WITH SOME BACKGROUND ON
WHERE MY SLANT COMES FROM SO YOU WILL HAVE AN INSIGHT TO MY
PERSPECTIVE. I HAVE BEEN IN THE PRODUCING END OF THE BUSINESS
FOR 23 YEARS... WITH THE LAST 15 YEARS AT GRACE PETROLEUM
CORPORATION AND 13 OF THOSE 15 YEARS DIRECTLY RESPONSIBLE FOR
SELLING ALL OF GRACE'S OIL AND GAS PRODUCTION.

THE FIRST CHART IN MY PRESENTATION IS GRACE'S GAS SALES HISTORY
SINCE 1980. IT SHOULD BE NOTED THAT IN ORDER TO MAINTAIN THESE
SALES LEVELS GRACE WAS VERY AGGRESSIVE IN ACQUISITIONS AND
EXPLORATION AND DEVELOPMENT IN THE EARLY 80S, THE CHART SHOWS
THAT GRACE'S GAS PRODUCTION PEAKED IN 1980 FOLLOWED BY A GAS
SALES REVENUE AND TOTAL REVENUE PEAK IN 1982. THE TREND
THEREAFTER HAS BEEN ALL DOWNHILL.

I HAVE INCLUDED SEVERAL ADDITIONAL COLUMNS ON THE CHART WHICH
REVEAL GRACE'S HISTORY WHICH IS TYPICAL OF MANY INDEPENDENT
PRODUCERS. THEY ARE AS FOLLOWS: il) AVERAGE PRICE. WHICH HAS
FALLEN STEADILY SINCE 1984; GRACE HAVING THE LUXURY OF A
FINANCIALLY STRONG PARENT COMPANY HAS BEEN A TOUGH NEGOTIATOR IN
AMENDING ITS OLD HIGH PRICED CONTRACTS, RESULTING IN A SLOWER
DECLINE THAN MOST INDEPENDENTS (NOTE IN FOOTNOTE (C) THAT
GRACE'S AVERAGE MARKET RESPONSIVE PRICE FOR 1991 IS ESTIMATED AT
$1.41), (2) GAS RESERVES. WHICH ARE STEADILY FALLING (DUE TO
LIMITED REINVESTMENT IN THE BUSINESS BECAUSE OF THE POOR
OUTLOOK), (3) RESERVE-TO-PRODUCTION RATIO. WHICH IS FALLING AS
A GREATER PERCENTAGE OF PRODUCTIVE CAPACITY IS SELLING EACH YEAR
RESULTING FROM THE INCREASED NUMBER OF SPOT MARKET SALES. THESE
SALES TEND TO FEED UPON THEMSELVES AS ONE PRODUCER IN A FIELD
BEGINS TO SELL AT ITS MAXIMUM PRODUCTIVE CAPACITY; THEN ALL
PRODUCERS IN THE FIELD ARE COMPELLED TO SELL AT MAXIMUM RATES TO
PREVENT RESERVE LOSS AND ABUSE OF CORRELATIVE RIGHTS THROUGH
DRAINAGE, (4) TOTAL SALES. AND LASTLY (5) GAS AS PERCENT OF
TOTAL SALES WHICH SHOWS HOW GRACE HAS ALIGNED ITS FATE MORE
CLOSELY TO THE FATE OF GAS.

A COUPLE OF OTHER ITEMS WHICH NATURALLY FLOW FROM THIS HISTORY
BUT AREN'T ON THE CHART ARE: (1) THERE HAS BEEN OVER A 60%
REDUCTION IN GRACE PERSONNEL OVER THE LAST 10 YEARS, LEAVING 175
PEOPLE EMPLOYED TODAY AND (2) THE WRITE-DOWN OF $136MM OF THE
VALUE OF GRACE'S PRODUCING PROPERTIES IN 1986 DUE PRIMARILY TO
THE DECLINING PRICE OF OIL AND GAS. THIS REMINDS ME OF A SAYING
I SAW RECENTLY WHICH SAID, "EXPERIENCE IS WHAT YOU GET WHEN YOU
DON'T GET WHAT YOU WANT." GRACE HAS HAD ABOUT ALL THE EXPER-
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GRACE PETROLEUM CORPORATION - GAS SALES HISTORY

rEAR

1980
1981
1982
1983
1984
1985
1986
1987
1988
1989
1990
1991

GAS SALES—--
(BCF)

38.5
37.8
35.7
30.2
31.8
25.4
23.5
24.9
23.8
28.4
29.2

(B) 28.4

($MM)

$79.7
103.2
113.1
98.5

105.1
80.8
67.7
63.3
62.1
65.6
62.3
57.4

AVERAGE
PRICE

($/MCF)

$2.07
2.73
3.17
3.26
3.31
3.18
2.88
2.54
2.61
2.31
2.13
2.02

GAS
RESERVES
(BCF) (A)

308.5
307.1
295.1
269.6
227.8
207.6
199.8
176.4
179.4
190.6
177.8

(C)

RESERVE TO
PRODUCTION

RATIO
(YEARS)

8.0
8.1
8.3
8.9
7.2
8.2
8.5
7.1
7.5
6.7
6.1

iGAS AS %
TOTAL OF TOTAL
SALES
($MM)

$173.7
214.3
217.1
184.7
180.2
124.7
91.0
84.6
78 2
84.8
88.3
79.2

SALES
(%)

45.9 51
48.2
52.1
53.3
58.3
64.8
74.4
74.8
79.4
77.4
70.6
72.5

(A) - PROVED DEVELOPED RESERVES
(B) - 1991 FIGURES ARE PRELIMINARY ESTIMATES
(C) - AVERAGE PRICE FOR MARKET RESPONSIVE PRICED SALES - $1.41



IENCE IT CAN STAND AND I SUSPECT OUR EXPERIENCE IS REPRESENTA-
TIVE OF THE U.S. DOMESTIC PRODUCING INDUSTRY AS A WHOLE.

SO MUCH FOR WHERE I AM COMING FROM. AS ADVERTISED, THE TOPIC
TODAY IS "DO LONG TERMS CONTRACTS BELONG IN PORTFOLIOS OF GAS
SUPPLY?" WHEN I FIRST BECAME INVOLVED WITH GAS CONTRACTS THERE
WERE ONLY LONG TERN CONTRACTS. GAS SHORTAGES BROUGHT ABOUT BY
FEDERAL CONTROLS OF PRICES AT LOW LEVELS CREATED AN ACTIVE
SELLERS MARKET ON NEW GAS SUPPLIES. THE PRODUCERS WERE
DEMANDING SHORTER TERMS IN THOSE DAYS, AS TERMINATION OF A
CONTRACT WOULD GIVE THE PRODUCER AN OPPORTUNITY TO NEGOTIATE A
NEW CONTRACT WITH IMPROVED PROVISIONS. THE BUYERS ON THE OTHER
HAND, WHICH HAD BEEN CURTAILING CUSTOMERS WANTED LONG TERM
DEDICATION FOR SUPPLY SECURITY AND WERE WILLING TO INCLUDE ALL
THE FLEXIBILITY THE LAW WOULD ALLOW TO ENTICE THE PRODUCER INTO
SIGNING A LONG TERM CONTRACT. AS THE PRICES UNDER THESE LONG
TERM CONTRACTS WENT UP AND UP BEYOND THE COMPETITION—WHILE OIL
PRICES BEGAN FALLING, HIGH PRICED GAS WAS NOW PRICED OUT OF THE
MARKET AND THESE CONTRACTS BECAME A PROBLEM FOR THE INDUSTRY
LEAVING NO SEGMENT UNAFFECTED: PIPELINES, CUSTOMERS (LDCS AND
END USERS) AND PRODUCERS.

GRACE WAS RIGHT OUT THERE WITH THE REST OF THE PRODUCERS
DEMANDING THE BEST TERMS IT COULD GET. WE ASSUMED AT THE TIME,
WHICH TURNED OUT TO BE A BAD ASSUMPTION, THAT THE PIPELINES KNEW
WHAT THEY WERE DOING AND WOULD ONLY AGREE TO PROVISIONS IF THEY
MET THEIR CUSTOMERS NEEDS AND WANTS, AS THE PIPELINE'S CUSTOMERS
WOULD BE THE ONES ULTIMATELY PAYING THE PRICE. IN THOSE DAYS WE
NEVER LOOKED BEYOND THE WELLHEAD TO THE MARKET AS WE HAD A
"CONTRACT" WITH A PIPELINE. THOSE LONG TERM CONTRACTS GOT MORE
THAN ONE PRODUCER IN TROUBLE, AS PIPELINE CUSTOMERS, THOUGHT TO
BE RELIABLE, BECAME MORE AND MORE CREATIVE AND AGGRESSIVE IN NOT
PERFORMING UNDER THESE CONTRACTS.

NOTWITHSTANDING THIS BAD EXPERIENCE WE SHOULD LIKE TO SEE LONG
TERM CONTRACTS RETURN TO OUR BUSINESS. OBVIOUSLY, THE CONTRACT
PROVISIONS WHICH WERE THE ROOT OF THE PRIOR PROBLEMS WILL NEED
TO BE CORRECTED. WE NEED TO GET BACK TO PRICE STABILITY AND A
BASIS FOR REASONABLE CAPITAL BUDGETING AND DRILLING INVESTMENTS.

I ASSUME YOU REALIZE THAT THE MARKETING DEPARTMENT IS AN
INTEGRAL PART OF ANY DRILLING DECISION. SOMETIMES I GET THE
FEELING LDCS, THEIR CUSTOMERS AND PUCS THINK THE PRODUCER DRILLS
A GAS WELL AND DOESN'T THINK ABOUT HOW, WHERE OR WHAT PRICE HE
IS GOING TO SELL THE GAS FOR, UNTIL HE HAS COMPLETED THE WELL.
AT GRACE, A DECISION MADE WHETHER OR NOT TO DRILL IS BASED ON AN
INVESTMENT ECONOMIC EVALUATION WHICH REQUIRES A PRICE AND TAKE
FORECAST FROM THE MARKETING DEPARTMENT. OBVIOUSLY THAT FORECAST
COULD MAKE OR BREAK ANY PROPOSAL. IN SUPPLYING THAT FORECAST IN
THE PAST WE USED THE TERMS OF AN EXISTING CONTRACT IF THE WELL
WAS TO BE DRILLED ON DEDICATED ACREAGE OR THE TERMS BEING
OFFERED IN CONTRACTS IN THE VICINITY OF THE PROPOSED WELL AT THE
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TIME. WE NEVER CONSIDERED THEN THAT CONTRACTS WOULDN'T BE
HONORED. ONCE FOOLED, SHAME ON YOU; TWICE FOOLED, SHAME ON ME.

AS THE INDUSTRY BEGAN TO COLLAPSE, THE LONG TERM CONTRACT BECAME
AN UNPLEASANT EXPERIENCE IN THE INDUSTRY FOR ALL PARTIES-
PIPELINES, CONSUMERS, AND PRODUCERS. WHILE THE INDUSTRY AS WE
KNEW IT WAS COLLAPSING, THE PLAYERS MOVED TO ANOTHER ARENA: THE
LOWEST INCREMENTAL COST OR "SPOT MARKET" ARENA. THE ULTIMATE
CONSUMERS—PREDOMINANTLY THE LARGER END USERS—WERE DEMANDING
ACCESS TO CHEAPER GAS SUPPLIES. ONE OF THE FIRST MANIFESTATIONS
OF THIS WAS WHEN THE CALIFORNIA PUC (CPUC) TOLD SOUTHERN
CALIFORNIA GAS (SOCAL) HOW TO SEQUENCE ITS GAS PURCHASES IN THE
MID-8OS. THE SEQUENCING PHILOSOPHY THE CPUC IMPOSED ON SOCAL,
BASED ON THE LOWEST PRICE INCREMENTAL SUPPLY, MEANT THAT
CANADIAN GAS COULD BE A FORCE IN THE MARKET AND UNDERSCORED THE
POTENTIAL INFLUENCE RATE DESIGN HAS ON THE INCREMENTAL PRICE OF
GAS. IT APPEARS THAT MANY LDCS WITH THE ENCOURAGEMENT/
INSISTENCE OF THEIR PUCS FOLLOWED SUIT AND BEGAN EMPHASIZING THE
LOWEST PRICED GAS SUPPLY. THIS GAVE A MAJOR BOOST TO THE SPOT
MARKET AS IT WAS THE HOME OF LOW PRICED GAS.

GRACE WAS FORCED TO PLAY IN THE NEW ARENA BECAUSE THERE WASN'T
ANOTHER. GRACE, IN AN EFFORT TO AGGREGATE SPOT GAS AND RESELL
IT EFFECTIVELY, SELLS ITS GAS AND THE GAS OF OTHER PRODUCERS
THROUGH A MARKETING SUBSIDIARY, GPC MARKETING COMPANY. TODAY,
SPOT SALES REPRESENT OVER 50% OF GRACE'S GAS SALES. THIS
REQUIRES THE NEGOTIATION OF NEW CONTRACTS ON OVER 400 WELLS
EVERY MONTH. JUST TO LET YOU KNOW THAT IT IS NOT QUITE AS BAD AS
IT MIGHT INITIALLY SEEM, GAS FROM SEVERAL WELLS IS PACKAGED
TOGETHER BY PIPELINE WITHIN A REGION AND THE PACKAGE OF GAS IS
THEN SOLD TO A BUYER. THE 400+ WELLS THUS BECOMES 30+ PACKAGES.

CHART 2 SHOWS THE HISTORY OF GPC'S SPOT MARKET PRICES WHICH
COULD EASILY BE MISTAKEN FOR A SCHEMATIC OF A ROLLER COASTER AND
IT SURE HASN'T BEEN A FUN RIDE FROM THIS END. ON THE RIGHT SIDE
OF THE GRAPH WHERE THE LINE BREAKS, THE NEW LINE REPRESENTS A
PROJECTION OF GPC'S PRICES FOR THE NEXT 12 MONTHS BASED ON THE
CURRENT TREND OF NYMEX GAS FUTURES ON JANUARY 3, 1992 WHEN
JANUARY SALES WERE TALLIED. IN ORDER TO TRY TO MAKE SOME SENSE
OUT OF THE PRICE GYRATIONS, THE LINE WHICH SNAKES THROUGH THE
MIDDLE OF THE GRAPH IS A MOVING 12 MONTH AVERAGE OF THE SPOT
PRICES. THE TREND LINE OVER THE PAST YEAR AND A HALF IS GOING
THE WRONG DIRECTION FROM MY WAY OF THINKING. THIS RESULTS IN
ONLY THOSE PROSPECTS WITH OUTSTANDING RESERVES OVERCOMING THE
PRICE SCENARIO THAT EXISTS TODAY.

NOW TO GET BACK TO THE SUBJECT AT HAND. FROM MY PERSPECTIVE
SPOT CONTRACTS ARE PERSONNEL INTENSIVE WHICH MAKES THEM LESS
DESIRABLE EVERYTHING ELSE BEING EQUAL. I BELIEVE THE BUYER
FEELS THE SAME SO HERE THERE IS A COMMONALITY OF INTEREST. THE
REASON SPOT MARKET CONTRACTS CONTINUE TO PROLIFERATE IS THAT
NEITHER BUYER NOR SELLER IS COMFORTABLE ABOUT WHAT THE FUTURE
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HOLDS AND THE EXPERIENCES OF THE PAST MAKE THEM EVEN MORE
NERVOUS. PRODUCERS HAVE TO BE, AND ARE BORN OPTIMISTS TO RISK
THE KIND OF THE MONEY THEY DO ON DRILLING WITH NO GUARANTEE OF
ANY RETURN. THEREFORE, THEY TEND TO FEEL THAT WHILE CURRENT
PRICES ARE TOO LOW, THERE WILL BE A RAPID TURNAROUND SOON. THE
BUYER ON THE OTHER HAND SEES PRICES FLAT TO DOWN BASED ON RECENT
HISTORY AND LIKELY TO STAY THAT WAY. THUS THE BUYER FEELS NO
URGENCY TO COMMIT TO HIGHER PRICED LONG TERM CONTRACTS. WITH
THIS DIVERGENCE OF VIEWS IT IS EASY SEE WHY THE PARTIES HAVE
BEEN UNABLE TO ENTER INTO LONG TERM CONTRACTS. THE LONG TERM
CONTRACTS I HAVE BEEN OFFERED OVER THE PAST 2-3 YEARS ARE BASED
ON FIXED PRICE ESCALATORS WHICH FALL FAR BELOW GRACE'S
EXPECTATIONS (OPTIMISM SHOWING THROUGH AGAIN). SO HOW DO WE GET
FROM SPOT CONTRACTS TO LONGER TERM CONTRACTS WITH TERMS WHICH
ARE AGREEABLE TO BOTH SELLER AND BUYERS.

I BELIEVE THERE HAS TO BE A BALANCE STRUCK BETWEEN CHEAP GAS,
RELIABLE GAS AND SECURE GAS. I HOPE THE PUCS SEE THAT NEED ALSO
AND HAVE BEEN FACTORING IT INTO THEIR DECISIONS. FROM MY
PERSPECTIVE I AM NOT SURE THAT THEY HAVE, BUT SINCE IT IS A
SUBJECTIVE BALANCE, ITS ALL IN THE EYE OF THE BEHOLDER. ITS
LIKE THE NEVER ENDING DEBATE IN WASHINGTON ON HOW MUCH DEFENSE
SPENDING DOES THE U.S. NEED TO DETER AGGRESSION? THE PROBLEM
LIES IN HOW DO YOU DETERMINE WHAT ARE ADEQUATE SAFEGUARDS AND
WHAT ARE EXCESSIVE SAFEGUARDS, AS THEY BOTH HAVE THE SAME
RESULT. HOW MUCH IS ENOUGH? I PERSONALLY WOULD RATHER ERROR ON
THE SIDE OF CAUTION. THE LDCS/PUCS HAVE TO MAKE A SIMILAR
JUDGEMENT IN THE GAS BUSINESS. I BELIEVE THAT THE PUCS HAVE
ENCOURAGED THE LDCS DURING WHAT APPEARS TO BE A PERIOD OF EXCESS
GAS TO BUY THE CHEAPEST GAS, WHICH FOR THE BULK OF THE YEAR IS
SPOT MARKET GAS. THIS STRATEGY IS PROVIDING A SHORT TERM BOON
TO THE CONSUMER BUT IT IS PUTTING THE PRODUCING INDUSTRY IN A
VERY CRITICAL CONDITION—RAY PLANK, CHAIRMAN AND CHIEF EXECUTIVE
OFFICER OF APACHE CORPORATION, RECENTLY CALLED IT A "MELT DOWN"-
- AND THE IMPLICATIONS ON LONG TERM SUPPLY ARE OMINOUS.

I BELIEVE THE PERIOD OF SO CALLED "EXCESS" IS COMING TO AN END.
CHART 3 IS THE BASIS FOR MY CONCLUSION. THIS CHART REPRESENTS
THE SUM OF ALL THE STATES' MONTHLY GAS PRODUCTION AS REPORTED TO
THE EIA, SHOWN AS A DAILY RATE. EACH WINTER THE RATE PEAKS
WHICH I FEEL IS A GOOD APPROXIMATION OF THE COUNTRY'S TOTAL
DELIVERABILITY. I WOULD ESTIMATE IT AT 50-51 BCF/D. DURING THE
OTHER MONTHS OF THE YEAR THE RATES FALL. TO ME, THE DEPTH OF
THE VALLEYS WHICH OCCUR DURING THE OFF SEASON REPRESENT THE
SURPLUS DELIVERABILITY THAT EXISTS. IN 1986, THE SURPLUS WAS 8-
9 BCF/D; IN 1990, IT WAS DOWN TO 5-6 BCF/D (APPROXIMATELY 10% OF
THE TOTAL DELIVERABILITY).

TO DETERMINE WHEN THE EXCESS DELIVERABILITY WILL BE GONE I DREW
A STRAIGHT LINE THROUGH THE PEAKS AND ANOTHER THROUGH THE
VALLEYS, AS SHOWN ON CHART 4. BASED ON THIS TECHNIQUE THE
EXCESS DELIVERABILITY WILL BE GONE IN LESS THAN THREE YEARS.
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ALSO, REMEMBER DURING THE LAST FIVE YEARS CANADIAN IMPORTS HAVE
INCREASED AN AVERAGE OF 2 BCF/D WHICH HAS CUSHIONED/PROLONGED
THE SURPLUS.

NOW, IF WE COULD LOOK INTO THE FUTURE TO THAT NICE MAY MORNING
WHEN THOSE PARTIES WHICH MUST PURCHASE STORAGE GAS TO MEET NEXT
WINTER'S NEEDS CAN'T GET ALL THEY WANT, WHERE DO YOU THINK SPOT
PRICES WILL GO? MAYBE IT'S THE OPTIMIST IN ME AGAIN, BUT I
THINK IT WILL BE STRAIGHT UP, AS THE LDCS IN PARTICULAR, ARE
OBLIGATED TO SERVE THE NEEDS OF ITS CUSTOMERS NO MATTER WHAT.
I HAVE MIXED EMOTIONS ABOUT THAT DAY, NOT THAT I WOULDN'T LIKE
TO MAKE UP SOME OF THE GROUND I HAVE GIVEN UP OVER THE PAST 6-8
YEARS (ASSUMING WS ARE STILL IN BUSINESS) BUT I DON'T WANT THE
BOOM/BUST CYCLE TO REPEAT ITSELF AGAIN.

THEREFORE IN MY VIEW PRUDENT GAS BUYERS OUGHT TO BITE THE BULLET
AND SET ASIDE PART OF THEIR PORTFOLIO (I WOULD BELIEVE THEY
WOULD WANT IT TO BE THE MAJORITY OF THEIR PORTFOLIO) FOR
SUPPLIES DEDICATED UNDER LONG TERM CONTRACTS, WHICH WILL REQUIRE
THE PAYMENT OF A PREMIUM OVER SPOT MARKET TO SECURE A "REAL"
SUPPLY. IF THE LDCS HAVE PLAYED THE OPEN ACCESS GAME FAIRLY
THEY SHOULD HAVE A GOOD HANDLE ON THE CHARACTERISTICS OF THEIP
LOADS AND BE ABLE TO PREDICT FUTURE DEMAND SUCH THAT LONG TERM
SUPPLY CONTRACTS WOULD BS MANAGEABLE.

NOW TO CHART 5. THIS CHART REPRESENTS THE WORST CASE SCENARIO
FOR VALUING FUTURE SALES FROM A PRODUCERS PERSPECTIVE. THAT IS
SELLING, AT SPOT PRICES, 100 % SALES EACH MONTH UNTIL IT IS
DEPLETED. FOR MY EXAMPLE I USED GRACE'S TOTAL RESERVES,
PRODUCTION AND THE MARKET RESPONSIVE PRICE FOR 1991, FROM THE
EARLIER CHART WHICH DEPICTED GRACE'S GAS SALES HISTORY. AN
ACCEPTED ENGINEERING TECHNIQUE FOR PREDICTING UNRESTRICTED
ANNUAL PRODUCTION (100% SALES), FOR A GAS RESERVE IS A FIXED
DECLINE PERCENT. IN MY EXAMPLE THIS RATE IS 15.9% (28.4
BCF/177.8 BCF - 15.9%). AS THE REMAINING RESERVES DEPLETE, THE
SALES RATE DECLINES AND FOR SIMPLICITY I STOPPED THE ANALYSIS
AFTER 25 YEARS AS LESS THAN 2% OF THE RESERVES HAVEN'T BEEN
PRODUCED AND THESE LAST YEARS EFFECT ON THE PRESENT WORTH IS
MINIMAL. THE BOTTOM LINE OF THIS ANALYSIS IS A PRESENT WORTH OF
$153.8MM WHICH IS ABOUT S8C/MCF BEFORE SEVERANCE TAXES AND
OPERATING COST. IS IT ANY WONDER THERE IS A DECLINE IN
DRILLING!

FROM MY EXPERIENCE THERE ARE TWO BASIC TYPES OF SUPPLY
ARRANGEMENTS THE LDCS LIKE: (1) A CONSTANT PREDICTABLE SUPPLY
AND (2) A RESERVE SUPPLY AVAILABLE WHEN NEEDED. WELL, DO I HAVE
A DEAL FOR YOU! CHART 6 ANALYZES WHAT PRICE THOSE SAME RESERVES
WOULD HAVE TO SELL FOR, IF THEY WERE SOLD UNDER A 5 YEAR
CONTRACT AT A CONSTANT PREDICTABLE VOLUME. NOTE THE COLUMN TO
THE FAR LEFT IS THE PRESENT WORTH FROM CHART 5 FOR REFERENCE.
IN ORDER TO BE ABLE TO SELL A CONSTANT VOLUME OVER 5 YEARS THE
INITIAL RATE HAS TO BE LESS THAN THE "100% SALES" RATE SHOWN ON



PRESENT WORTH OF 100% SALES AT MARKET RESPONSIVE PRICE

EAR

1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25

REMAINING
RESERVES

(BCF)

177.8
149.4
125.6
105.7
88.9
74.7
62.9
52.9
44.5
37.4
31.4
26.4
22.2
18.7
15.7
13.2
11.1
9.4
7.9
6.6
5.6
4.7
3.9
3.3
2.8

-GAS SALES-
(BCF)

28.4
23.8
20.0
16.8
14.1
11.9
10.0
8.4
7.1
5.9
5.0
4.2
3.5
3.0
2.5
2.1
1.8
1.5
1.3
1.1
0.9
0.7
0.6
0.5
0.4

($MM)

$40.0 (A)
33.5
28.2
23.7
19.9
16.8
14.1
11.9
10.0
8.4
7.0
5.9
5.0
4.2
3.5
3.0
2.5
2.1
1.8
1.5
1.2
1.0
0.9
0.7
0.6

PRESENT
WORTH® 10%

($MM)

$36.4
27.7
21.2
16.2
12.4
9.5
7.2
5.5
4.2
3.2
2.5
1.9
1.4
1.1
0.8
0.6
0.5
0.4
0.3
0.2
0.2
0.1
0.1
0.1
0.1

TOTAL 175.5 $247.4 $153.8

(A) - CONSTANT MARKET PRICE - $1.41

CHART 5



PRESENT WORTH OF SALES FOR 5 YR CONTRACT AT CONSTANT VOLUME

SPOT SALES

PRESENT
NORTH ® 10%

($MM)

$36.4
27.7
21.2
16.2
12.4
9.5
7.2
5.5
4.2
3.2
2.5
1.9
1.4
1.1
0.8
0.6
0.5
0.4
0.3
0.2
0.2
0.1
0.1
0.1
0.1

$153.8

(A)
(B)

YEAR

1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25

REMAINING
RESERVES

(BCF)

177.8
160.5
143.2
125.9
108.6
91.3
76.8
64.6
54.3
45.7
38.4
32.3
27.2
22.8
19.2
16.2
13.6
11.4
9.6
8.1
6.8
5.7
4.8
4.0
3.4

TbTAL

—GAS SALES—
(BCF)

17.3
17.3
17.3
17.3
17.3
14.5
12.2
10.3
8.6
7.3
6.1
5.1
4.3
3.6
3.1
2.6
2.2
1.6
1.5
1.3
1.1
0.9
0.8
0.6
0.5

174.9

- PRICE FOR 5 YR CONTRACT =

($MM)

$27.7 (A)
27.7
27.7
27.7
27.7
20.5 (B)
17.2
14.5
12.2
10.2
8.6
7.2
6.1
5.1
4.3
3.6
3.0
2.6
2.2
1.8
1.5
1.3
1.1
0.9
0.8

$263.1

PRESENT
WORTH® 10%

($MM)

$25.2
22.9
20.8
18.9
17.2
11.6
8.8
6.8
5.2
3.9
3.0
2.3
1.3
1.3
1.0
0.8
0.6
0.5
0.4
0.3
0.2
0.2
0.1
0.1
0.1

$153.8

113.5% OF MARKET PRICE
- AFTER 5 YEARS SELL 100% OF GAS AT MARKET

RESPONSIVE PRICES
CHART 6



CHART 5 TO LEAVE ENOUGH RESERVES IN THE FIFTH YEAR TO MAINTAIN
THE SALES VOLUME. THE 17.3 BCF SHOWN IS EXACTLY THE AMOUNT OF
SALES THAT THE REMAINING RESERVES COULD PRODUCE IN THE 5TH YEAR
BASED ON THE 15.9% DECLINE RATE. AT THE END OF THE 5 YEARS
THERE IS STILL GAS LEFT AND IN ORDER TO MAKE AN APPLE-TO-APPLE
ECONOMIC COMPARISON I ASSUMED THAT SALES WOULD BE MADE AT 100%
RATES AND SPOT PRICES THEREAFTER AS THAT WILL GENERATE THE
GREATEST PRESENT WORTH. (OF COURSE AT THE END OF 5 YEARS THE
SAME ANALYSIS COULD BE DONE ON THE REMAINING RESERVES AND A NEW
5 YEAR CONTRACT COULD BE COMPLETED IF THE PREMIUM WAS RIGHT.)
TO OFFSET THE REVENUE SHORTFALL CREATED BY SELLING LESS GAS
DURING THE 5 YEAR TERM THE PRICE OF THE GAS SOLD OVER THE
CONTRACT PERIOD HAS TO BE PRICED AT A 13.5% PREMIUM TO SPOT
PRICE IN ORDER TO EQUAL THE PRESENT WORTH OF SELLING 100% OF THE
GAS ALL THE TIME IN THE SPOT MARKET.

CHART 7 DOES THE SAME ANALYSIS EXCEPT THE TERM IS 10 YEARS AND
RESULTS IN AN EVEN HIGHER PREMIUM OF 32.9%. THE ANALYSIS I HAVE
SHOWN IS VERY BASIC AND CAN BE ENHANCED BY LOOKING AT VARIABLE
PRICE FORECASTS RATHER THAN HOLDING THE PRICE FLAT, INCLUSION OF
WELL OPERATING COST BOTH FIXED AND VARIABLE, ETC. THE BOTTOM
LINE IS A PREMIUM HAS TO BE PAID TO HAVE A PRODUCER EARMARK GAS
FOR A LONG TERM CONTRACT AT A CONSTANT RATE. THE LONGER THE
TERM, THE HIGHER THE PREMIUM. NO VALUE IN THIS EXAMPLE WAS
ASSIGNED TO INTANGIBLE COSTS SUCH AS THE LOST OPPORTUNITY COST
OF TIEING THIS GAS UP FOR A LONG TERM WITHOUT THE ABILITY TO
TAKE ADVANTAGE OF BETTER OFFERS.

NOW TO LOOK AT THE CONTRACT WHERE GAS IS AVAILABLE UPON DEMAND.
CHART 8, LIKE CHART 6 AND 7, SHOWS IN THE LEFT HAND COLUMN THE
PRESENT WORTH OF 100% SALES AT SPOT PRICES. THE NEXT COLUMN
TITLED "DCQ" (DAILY CONTRACT QUANTITY) IS THE LESSER OF: (1)
100% SALES RATE, OR (2) EQUAL DAILY VOLUME BASED ON THE RESERVES
AND THE CONTRACT TERM. THE "DEMAND CHARGE11 IS THE DCQ TIMES, IN
THIS EXAMPLE, 17.6% OF THE MARKET PRICE. GAS SALES WERE ASSUMED
TO BE 50% OF THE DCQ. THIS ASSUMES THAT THE BUYER WILL TAKE GAS
AT LEAST 1/2 THE TIME. THE GAS WAS PRICED AT THE MARKET
RESPONSIVE PRICE. THE 17.6% DEMAND REPRESENTS THE PREMIUM
NEEDED TO MAKE THE PRESENT WORTH EQUAL THE 100% SALES RATE
PRESENT WORTH.

CHART 9 IS THE SAME ANALYSIS EXCEPT FOR A 10 YEAR TERM. THE
DEMAND CHARGE IS THIS EXAMPLE IS 31.3% OF THE MARKET PRICE. AS
IN THE PREVIOUS EXAMPLES THE LONGER THE TERM THE HIGHER THE
PREMIUM.

CHART 10 LISTS OTHER PROVISIONS WHICH I FEEL ARE ESSENTIAL TO A
LONG TERM PRODUCER CONTRACT. FIRST THE PRODUCERS OBLIGATION TO
DELIVER GAS IS LIMITED TO THE RESERVES THAT CAN BE PRODUCED.
THE DETERMINATION OF RESERVES IS A SCIENCE WHICH BECOMES MORE
EXACT, THE MORE GAS THAT IS PRODUCED. THEREFORE A PRODUCER
CAN'T WARRANT GAS DELIVERIES. SO I HAVE PROVIDED FOR THE
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PRESENT WORTH OF SALES FOR 10 YR CONTRACT AT CONSTANT VOLUME

JPOT SALES

'RESENT
irORTH ® 10%

($MM)

$36.4
27.7
21.2
16.2
12.4
9.5
7.2
5.5
4.2
3.2
2.5
1.9
1.4
1.1
0.8
0.6
0.5
0.4
0.3
0.2
0.2
0.1
0.1
0.1
0.1

YEAR

1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25

REMAINING
RESERVES

(BCF)

177.8
166.2
154.6
143.0
131.4
119.8
108.2
96.6
85.0
73.4
61.8
52.0
43.7
36.8
30.9
26.0
21.9
18.4
15.5

10.9
9.2
7.7
6.5
5.5

—GAS SALES—-
(BCF)

11.6
11.6
11.6
11.6
11.6
11.6
11.6
11.6
11.6
11.6
9.9
8.3
6.9
5.8
4.9
4.1
3.5
2.9
2.5
2.1
1.7
1.5
1.2
1.0
0.9

($MM)

$21.7 (A)
21.7
21.7
21.7
21.7
21.7
21.7
21.7
21.7
21.7
13.9 (B)
11.7
9.8
8.2
6.9
5.8
4.9
4.1
3.5
2.9
2.5
2.1
1.7
1.5
1.2

PRESENT
WORTH ® 10%

($MM)

$19.8
18.0
16.3
14.6
13.5
12.3
11.2
10.1
9.2
8.4
4.9
3.7
2.8
2.2
1.7
1.3
1.0
0.7
0.6
0.4
0.3
0.3
0.2
0.1
0.1

$153.8 TOTAL 173.2 $298.0 $153.8

(A) - PRICE FOR 10 YR CONTRACT » 132.9% OF MARKET PRICE
(B) - AFTER 10 YEARS SELL 100% OF GAS AT MARKET

RESPONSIVE PRICES

CKAT.T 7



SPOT SALES

PRESENT
WORTH @ 10%

($MM)

$36.4
27.7
21.2
16.2
12.4
9.5
7.2
5.5
4 2
3.2
2.5
1.9
1.4
1.1
0.8
2.6

rnuui

YEAR

1
2
3
4
5
6
7
8
9
10
11
12
13
14
15

16-25

_ i ^ i v v v ^ f i l i a •**'

DCQ
(MMCF/D)

77.5 (A
71.3
65.6
60.4
55.6

DEMAND
CHARGE

($MM)

>) $7.0 (B)
6.5
5.9
5.5
5.0

REMAINING
RESERVES

(BCF)

177.8
163.7
150.7
138.7
127.7
110.7
93.1
78.3
65.8
55.4
46.6
39.2
32.9
27.7
23.3

19.6-4.1

—GAS SALES—
(BCF)

14.1 (C)
13.0
12.0
11.0
17.0
17.6
14.8
12.4
10.5
8.8
7.4
6.2
5.2
4.4
3.7

16.1

($MM)

$19.9 (D)
18 3
16.9
15.5
24.0
24.8 (E)
20.9
17.5
14.8
12.4
10.4
8.8
7.4
6.2
5.2

22.7

• * oo

H

PRESENT
WORTH @ 10%

($MM)

$24.5
20.5
17.2
14.4
19.0
14.0
10.7
8.2
6.3
4.8
3.7
2.8
2.1
1.6
1.2
3.8

$153.8 TOTAL $29.9 174.3 $245.8 153.7

(A) - DCQ IS LESSER OF:
[11 MAX. SALES RATE {177.8 X1.000 X15.9%)/(365) = 77.5 MMCF/D}, OR
12] RESERVES SPREAD EQUALLY OVER TERM {(177.8 X1,000)/ (5 X 365) = 97.4 MMCF/D}

(B) -DEMAND CHARGE IS 17.6% OF MARKET PRICE TIMES ANNUAL DCQ
(C) - SALES RATE AT 50% OF DCQ
(D) - MARKET RESPONSIVE PRICES

_ AFTER 5 YEARS RFLL 100% OF GAS AT MARKET RESPONSIVE PRJCES



PRESENT WORTH OF SALES FOR 10 YR CONTRACT WITH GAS ON DEMAND <r>

SPOT SALES

PRESENT
WORTH® 10%

($MM)

$36.4
27.7
Zi.2
16.2
12.4
9.5
7.2
5.5
4.2
3.2
2.5
1.9
1.4
1.1
0.8
2.6

YEAR

1
2
3
4
5
6
7
8
9
10
11
12
13
14
15

16-25

DCQ
(MMCF/D)

48.7 (A)
48.7
48.7
48.7
48.7
48.7
48.7
48.7
46.5
42.8

DEMAND
CHARGE

($MM)

$7.8 (B)
7.8
7.8
7.8
7.8
7.8
7.8
7.8
7.5
6.9

REMAINING
RESERVES

(BCF)

177.8
168.9
160.0
151.1
142.2
133.4
124.5
115.6
106.7
98.2
90.4
76.0
63.9
53.8
45.2

38.0-8.0

—GAS SALES—
(BCF)

8.9 (C)
8.9
8.9
8.9
8.9
8.9
8.9
8.9
8.5
7.8

14.4
12.1
10.2
8.5
7.2

31.3

($MM)

$12.5 (D)
12.5
12.5
12.5
12.5
12.5
12.5
12.5
12.0
11.0 (E)
20.3
17.0
14.3
12.1
10.1
44.1

PRESENT
WORTH® 10%

($MM)

$18.5
16.8
15.3
13.9
12.7
11.5
10.5
9.5
8.2
6.9
7.1
5.4
4.2
3.2
2.4
7.3

$153.8 TOTAL $77.2 171.1 $241.2 $153.5

(A) - DCQ IS LESSER OF:
[1J MAX. SALES RATE {177.8 X1,000 X15.9%)/(365) = 77.5 MMCF/D}, OR
(2J RESERVES SPREAD EQUALLY OVER TERM {(177.8 X1,000)/ (10 X 365) - 48.7 MMCF/D}

(B) -DEMAND CHARGE IS 31.3% OF MARKET PRICE TIMES ANNUAL DCQ
(C) - SALES RATE AT 50% OF DCQ
(D) - MARKET RESPONSIVE PRICES
(E) - AFTER 10 YEARS SELL 100% OF GAS AT MARKET RESPONSIVE PRICES



OTHER PROVISIONS

DEDICATED RESERVES ;

INITIAL RESERVES
RECOVERABLE RESERVES OF THE WELLS DEDICATED TO THE CONTRACT ON
THE EFFECTIVE DATE OF CONTRACT.

REDETERMINED RESERVES
DURING THE TERM OF THE CONTRACT, IF THE INITIAL RESERVES ARE DETERMINED
TO BE INCORRECT, THE CONTRACT TERMS WHICH ARE BASED ON RESERVES WILL
BE PROSPECTIVELY ADJUSTED UPWARD OR DOWNWARD TO REFLECT THE
REDETERMINED RESERVES.

NOMINATIONS

MONTHLY UP TO THE 100% SALES RATE.

PRODUCER HAS RIGHT TO SELL GAS IN EXCESS OF BUYERS NOMINATION TO PROTECT
PRODUCER'S WELLS FROM DRAINAGE BY OTHER PRODUCERS.

POINT OF DELIVERY

POINT WHERE GAS IS DELIVERED TO PIPEUNE ON WHICH BUYER HAS CAPACITY RIGHTS.

REGULATORY OUT

IF BUYER IS PROHIBITED BY ITS REGULATING BODY FROM PERFORMING, PRODUCER
HAS THE RIGHT TO TERMINATE CONTRACT AND RECEIVE LIQUIDATED DAMAGES
EQUAL TO 10% OF THE REMAINING CASH FLOW UNDER THE CONTRACT. BASED ON
THE AVERAGE OF THE PREVIOUS 12 MONTHS MARKET PRICE.



RESERVE RELATED OBLIGATIONS TO BE MODIFIED AS THE RESERVES
CHANGE. I HAVE PROVIDED THAT THE BUYER CAN BUY ALL HE WANTS UP
TO THE CAPACITY OF THE WELLS. CONCURRENTLY, IT HAS TO BE
RECOGNIZED THAT IF MORE GAS IS TAKEN EARLY THERE WILL BE LESS
GAS AVAILABLE LATER. NEXT, THE PRODUCER HAS TO PROTECT HIMSELF
FROM DRAINAGE, AS GAS PRODUCTION IS ONE OF THE FEW BUSINESSES IN
WHICH IT IS LEGAL FOR YOUR COMPETITOR TO SELL YOUR INVENTORY.
THE LAST ITEM, REGULATORY OUT, MAY BE THE MOST CONTROVERSIAL AS
IT REFLECTS OUR FRUSTRATION WITH THE GAS REGULATION SYSTEM.
OVER THE PAST 6-8 YEARS EVERY CONTRACT WE HAVE OR HAD WHICH
RESULTED IN A PRICE ABOVE THE THEN MARKET PRICE HAS BEEN
CONTESTED BY THE CUSTOMERS AS AN UNCONSCIONABLE CONTRACT WHICH
NEEDED TO BE OVERRIDDEN EITHER AT THE FEDERAL OR STATE LEVEL.
PRODUCERS SPENT MONEY IN ANTICIPATION OF CONTRACT PERFORMANCE
AND WHEN THEIR PRICES ARE LOWERED BY GOVERNMENT EDICT OR
INNUENDO IT COMES DIRECTLY OUT OF THE PRODUCERS POCKET AS THERE
HAVEN'T BEEN ANY SIMILAR REDUCTIONS (REFUNDS) ON THE INITIAL
CAPITAL SPENT BY THE PRODUCER. THEREFORE I AM PROPOSING THAT
LONG TERM CONTRACT PROVISIONS CAN BE MODIFIED BY THE REGULATING
BODY PROVIDED THERE IS SOME COMPENSATION TO THE PRODUCER WHO HAS
RELIED ON THE CONTRACT. IN OTHER WORDS THERE IS REGULATORY
UNCERTAINTY. IF I SOLD GAS DIRECTLY TO A STEEL MILL, AN AMMONIA
MANUFACTURER OR ALL THE WENDY'S RESTAURANTS IN CHICAGO THERE IS
NO REGULATORY BACK DOOR TO THOSE AGREEMENTS. ALL THINGS BEING
EQUAL I WOULD RATHER SELL TO AN END USER THAN A REGULATED
ENTITY. LIQUIDATED DAMAGES AREN'T ANYTHING SCIENTIFIC, THEY
WERE JUST PULLED OUT OF THE AIR. THE METHOD OR AMOUNT WOULD
STRICTLY BE SUBJECT TO NEGOTIATION.

IN SUMMARY IT IS OUR VIEW LONG TERM CONTRACTS ARE NECESSARY TO
MAINTAIN STABILITY IN THE INDUSTRY BOTH AT THE PRODUCING AND
CONSUMING END. THE EXAMPLES I HAVE GIVEN ARE BUT A FEW OF THE
ENDLESS WAYS A LONG TERM CONTRACT COULD BE STRUCTURED TO MEET
BOTH THE BUYER AND SELLERS NEEDS. THE MAJOR HURDLE I HAVE SEEN
TO DOING THIS OVER THE LAST S YEARS IS A RECOGNITION BY THE
BUYER THAT THE SELLER HAS TO HAVE A PREMIUM OVER SPOT PRICES TO
DEDICATE A GAS RESERVE TO A LONG TERM CONTRACT.

AGAIN I APPRECIATE THE OPPORTUNITY THE DOE AND NARUC HAVE GIVEN
ME TO ADDRESS YOU TODAY AND ALLOWING ME TO EXPRESS MY VIEWS AND
OPINIONS. I WELCOME YOUR QUESTIONS AND COMMENTS, AS WE ALL
LEARN BY ACTIVELY DISCUSSING THE ISSUES.
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Moderator, Peter Bickley: Our next speaker is Douglas R. Bohi. He is the Director
of Energy and Natural Resources Division at Resources for the Future, which is a
nonprofit research institution located in Washington. It specializes in resources and
environmental issues and Dr. Bohi directs a multi-disciplinary staff of economists and
physical scientists who are engaged in the study of energy, economics and policy,
climate and global warming, water allocation, forestry, and other resource questions.
He's been associated with the Resources for the Future over a period of quite a few
years. However, I think most of us remember him perhaps from his tenure at FERC.
Between February of 1987 and October, 1988, he was the Chief Economist and
Director of the Office of Economic Policy at FERC, and as such, he was involved in
the initiation of a number of initiatives that related to both gas and electricity at that
time. Dr. Bohi has a Bachelor of Science in Economics from Idaho State and a Ph.D.
from Washington State and he was a Fulbright Scholar in the Netherlands. Would you
welcome Dr. Bohi.
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CHANGING INCENTIVES FOR LONG-TERM GAS CONTRACTS
by !

Douglas R. Bohi-

There is much concern about the absence of long-term gas contracts with
fixed price and quantity conditions, which until recent years vas the the
standard way of doing business in the gas industry. These types of
contracts performed a valuable service in the development of the gas
industry, and there comparative absence today is sometimes thought to be
one reason for the current malaise in the industry. One hears the argument
that there must be some kind of "market failure" that prevents buyers and
sellers from entering into these lonjr term arrangements, and recent changes
in state and federal regulations are often cited as the cause of the
problem. The purpose of my remarks is to argue that what is taken as a
breakdown in the market may be simply a reaction to a decline in economic
incentives to enter into long-term contracts with rigid price and quantity
terms. This is, in other words, simply one more aspect of change in the
gas business that Frank Heintz referred to in his opening remarks this
morning.

I will start by giving a brief description of the motives for engaging
in long-term contracts, and then describe how incentives to use long-term
contracts have declined for both gas buyers and gas sellers. I conclude
that the decline in the use of long-term contracts is not cause for
regulatory concern, but a result of the continuing transformation of the
gas business to one that more closely resembles other commodity markets.

INCENTIVES FOR CONTRACTING

In choosing between spot transactions and long-term contracts—where
the contract may or may not pre-specify a rigid price formula and minimum
purchase conditions—firms will be motivated by two broad considerations:

(1) The willingness to assume risk—including the risk of market
fluctuations and the risk of contract breach;

(2) the possibility of opportunistic behavior after the deal is
made.

Contracts provide a mechanism for allocating market price and quantity
risk to the party most willing to accept it, in return for compensation by
the party that sheds the risk. However, contracts create another risk-
-namely contract breach—that must be balanced against the reduction in

Senior Fellow, Resources for the Future, Washington, D.C. For
presentation to the NARUC/DOE Conference OR "State Regulation and the
Market Potential for Natural Gas: Challenges and Opportunities,"
February 3-5, 1992, Phoenix, AZ. This paper draws from "Contracting
Incentives in Electricity Generation Fuel Markets" by K. Palmer, P. Fox-
Penner, D. Simpson, and M. Toman (RFF, Draft Working Paper, 1991).
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price and quantity risk. The more rigid the specification of price and
quantity terms in the contract, the less flexibility the parties have to
respond to changes in market conditions, the greater the possible
divergence between market values and contract prices, and the greater the
opportunity cost of adhering to the contract by either the buyer or seller.
If the opportunity cost becomes too high, the contract will be breached.

Contracts are also used to limit opportunistic behavior. Opportunisa
may occur if the assets of the buyer or seller can be held hostage after
they are in place. ExIrene examples include a gas producer that has only
one pipeline outlet, a pipeline that serves only one customer, and a gas-
fired electric generator that has access to only one pipeline. Each
investor faces the danger that the value of their transaction-specific
asset can be confiscated by the other party, because that party can use its
bargaining position to seek concessions in future negotiations. Unless a
contract can be arranged in advance that mitigates the risk of stranding
that asset, no one will invest in the asset in the first place. This issue
illustrates one reason for concern about the absence of long-term
contracts, because the inability to limit opportunism could stifle
investment in the gas industry as well as investment in gas-burning
equipment by potential customers.

While contracts can be used to limit opportunism or to allocate price
and quantity risk, the incentive to structure the contract to cover one or
both dimensions will vary among industries according to their specific
situations. Incentives will vary, for example, with the volatility of spot
prices and available options for hedging against price changes; the
importance of supply performance conditions such as quality and
deliverability; the number of close ubstitute commodities; and the number
of competing buyers and sellers in your market. In the coal market, for
example, the predominant contract choice seems to favor limiting
opportunism vhile providing considerable price flexibility. This is
because investments in coal mines and in coal-fired generating equipment
tend to be transaction specific—i.e., parties have limited options—and
investors are more concerned about opportunism and breach risk than about
market price risk.

It is often the case that unregulated firms can't structure a contract
to cover their needs, in which case they have the option of vertical
integration as an alternative business arrangement. Vertical integration
with fuel suppliers is not as common in regulated industries such as
electric generation, primarily because the transfer pricing rules imposed
by regulators are usually based on original cost and do not recognize
either replacement cost or the value of the product. In some cases there
is also a danger of becoming a registered holding company under PUHCA.

HISTORICAL INCENTIVES IN THE GAS INDUSTRY

Historically, gas producers sold to pipelines under long-term contracts
with rigid price terms, minimum purchase requirements, and most-favored-
nation clauses (that ensured producers the highest price oaid by the
pipeline for gas from that producing region). Before th<£ pipeline system
had matured, these terms were necessary to motivate investment in gas
production, since producers typically had few competing buyers. Without a
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contract that limited opportunism, the pipeline could unilaterally seek
concessions from the producer after its investment was in place, and reduce
the incentive for investment.

Pipelines also faced risks of opportunism because, once built, the
asset could be held hostage by either producers or LDCs. However, most
pipes purchased from several producers and sold to several customers, and
were harder to "hold-up" than either producers or LDCs. In any case, in
the past, regulations effectively required long-term contracts and made it
easier to recover their costs. Federal certification rules required
evidence of long-term dedicated gas supplies, and protected existing
pipelines froa entry by competing pipelines.

RECENT CHANGES IN CONTk CT INCENTIVES

The gas market has evolved over the past decade in a number of ways
that has reduced incentives to engage in long term contracts with
inflexible purchase conditions. Those changes include:

(1) The continuing maturation of the pipeline network, which has
increased the number of options available to buyers and sellers of gas.
The increase in options reduced the hostage problem and reduced the
desirability of inflexible prices. Gas producers are unable to force
buyers to accept premium prices when buyers have other options. And, gas
producers are unwilling to sell at discounted prices when they have better
options. Premiums and discounts will not stick when buyers and sellers
have access to a more favorable spot market.

The number of options available to buyers and sellers will
increase even more in the future as market centers, or "hubs," develop
around pipeline interconnections and storage facilities.

(2) The price of gas is more volatile now than in the past, largely as
a result of structural changes in the oil market that have increased the
volatility of the price of oil (30* swings in the price of oil within a
month are now common). The increase in price volatility has led to more
intense competition in gas markets, including both interfuel competition
and gas-on-gas competition, and has reduced the desirability of contracts
with minimum purchase conditions and inflexible prices.

For gas prices to be flexible enough to meet the competition means
that they must be flexible enough to reflect changes in the market value of
gas. When other energy prices are volatile, gas prices set by rigid
formulas will quickly become "out of line" with the market, and increase
the risk of contract breach. Investors in electric generation units, for
example, are not interested in signing gas contracts with predetermined
prices that might be voided in the future. They will prefer market-
responsive contracts that are more likely to ensure a stable source of
supply.

(3) Open access to the pipeline system and unbundling transportation
service is another recent development that reduces incentives for
traditional gas contracts. According to INGAA, during the past year 832 of
interstate gas was sold under contract carriage arrangements; 51% under
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open access Section 284 blanket certificates; and over half was sold at
spot prices. Open-access conditions have increased the number of options
available to buyers and sellers, and further reduced the risk of
opportunism and the advantages of inflexible contracts. While the system
is not completely open, it continues to move in this direction, and the
Mega-NOPR vill continue the trend.

(4) Capacity brokering, or at least capacity reassignment, allows
buyers and sellers to develop new transportation options, and opens up
marketing options for gas that vould otherwise not be available. This
reduces the need for contracting for gas supplies.

If FERC can come to terms with the concept of capacity brokering
and allow some pricing flexibility in the secondary market, the market for
gas would open up a great deal more.

(5) Other changes that will move the market further away from
inflexible long-term gas contracting include the gas futures market and
easier entry of new gas pipelines.

CONCLUSION

I conclude that gas buyers and sellers have fewer incentives than they
once had to enter into long-term contracts with inflexible purchase
conditions. Because of continuing changes in the industry, I expect that
future long-term gas contracts will come to resemble those found in the
coal market and in several unregulated industries, which do not fix
purchase conditions but do establish a viable working relationship. Long
term contracts will continue to be used, but they will in general be more
flexible than those of the past.

In short, the current situation in the gas market can be characterized
as follows: sellers would be happy to provide traditional long-term
contracts if buyers were willing to pay a high enough premium, while buyers
would be happy to sign such a contract if sellers would provide a large
enough discount. The difference in prices simply means that neither party
wants a traditional long-term contract bad enough to make a deal, not that
there is something inherently wrong with the market.
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Moderator Peter Bickley: Thank you, Dr. Bohi. ! think we're already seeing in the
three papers that have been presented today the number of ideas in which there
appears to be a lot of flexibility on the part of the LDCs, the producers and certainly
from an economic standpoint that could allow for some additional long-term contracts
to be developed. Our next speaker is Edmund J. Texeira, who is the Director of the
CPUC's Division of Rate Payer Advocates. He heads a staff of 210 economists,
policy analysts, engineers and financial examiners who represent rate payer interest in
contested proceedings involving the CPUC. He has served in a variety of supervisory
and management positions in the Division of Ratepayer Advocates and his tenure with
the California Commission goes back to 1957. Mr. Texeira has a Civil Engineering
degree from the University of Santa Clara. Please welcome him.

Edmund J. Texeira, Director, California Division of Ratepayer Advocates

Thank you for the opportunity to present my views on long-term contracts for natural
gas. If my voice fails me, I'm trying to get over a cold and the flu and it's been a long
siege, like so many other people in the country. First of all, I originally thought there
would be a lot of diversity of opinion and I was willing to accept the fact that there
might not be until Mr. Bohi spoke and in general, surprisingly, I would concur with
most of his remarks. I've been termed the consumer advocate, which is a term that I
have a little bit of difficulty with because I consider myself as a regulator for 34, 35
years. And I have never gotten to the point where I can accept that designation for
the work that I do.

Anyway, just a little bit of background. The division of Ratepayer Advocates and its
predecessor, were created in 1984 just to separate the advocates, the advisory
function for the Commission and not to the consumer point of view. Our
charge still, though, is to represent the point of view of all ratepayers in California.
Because of this charge, we're the most independent part of the Commission and so
that forces me to make the following disclaimer. "The following comments are not
intended to represent the views of the Public Utilities Commission or any of its
Commissioners including the two in the audience today." They represent the views of
DRA, a mere party to Commission proceedings.

A couple of general remarks. First of all, we're in general agreement with the current
philosophy that the market should decide on the appropriate prices, the appropriate
way of delivering services instead of the traditional regulatory model. And like the rest
of the country and California, we are headed along that path of letting competition
serve its true function in providing goods and services at the appropriate prices. The
other couple of major points I want to make is we're against long-term contracts,
we've been against long-term contracts in general because long-term contracts have
not represented market prices. Examples: in the 1970s, PG&E and Edison entered
into long-term contracts with Chevron for low sulphur fuel oil; by the early 1980s,
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energy conditions and customer demand had changed considerably and the utilities
were stuck with long-term contracts at high prices for low sulphur fuel oil that they did
not need. After many years of law suits and Commission proceedings, ratepayers
were held responsible for the majority of expenses associated with buying out these
long-term contracts. In a telling statement by then Commissioner Graveile, who since
has gone to Heaven, and I quote, "we all have learned that the long-term oil contracts
hold no substantial assurance of supply for the utility buyer, but do entail onerous
price and purchase provisions that benefit only the seller." This is a dissenting opinion
from our PUC Decision 82-12-109. Further, in the 1970s and 1980s, as you are well
aware, interstate gas pipelines such as El Paso and Transwestern entered into
hundreds of long-term gas supply contracts, many of which have fixed price terms. As
you know, the interstate pipelines ultimately had to buy out these long-term contracts
as a result of regulatory and market changes. The resulting transition costs to
California ratepayers amounts to over $1 billion dollars. Similar experiences can be
cited with respect to the nuclear fuel, coal and electricity purchase contracts. Too
many times, the Commission has been put in the awkward position of having to tell
utilities to go back and renegotiate long-term contracts as a result of changed market
conditions. As I speak, PG&E is in the process of renegotiating long-term supply
contracts with Alberta producers. And a comment if I may there, the California
Commission has been accused of abrogating the contracts with Canadian producers.
As far as I know, the CPUC has not entered into any contract with any Canadian
producer so I have a great deal of difficulty in figuring out how we ha^e abrogated any
contract. And, of course, there's a recent case that Fred John has mentioned of the
five long-term gas supply contracts entered into by SoCal last year and because that
issue is before the Commission, I don't want to dwell too much on it other than to say
that the administrator at large, Barnett, endorsed our position and we are very happy
with his decision. Again, the problem there on long-term contracts is that if they don't
represent the market for whatever reason, then there can be a disadvantage with the
ratepayers.

I'm shortening my speech somewhat. I'd like now to go to how we think LDCs should
go about purchasing gas for the core. And no question, there's no argument that the
LDCs in the future will only purchase gas for the core as the independent market is
rapidly developing. First, and probably the most trigger point, LDCs should not pay
premiums over spot for long-term supply contracts based on current market
conditions. There is not empirical or theoretical justification for paying large premiums
over spot gas. A long-term contract does not inherently favor either party to a
transaction and, therefore, does not by itself support either a premium or a discount.
In today's excess supply market, DRA sees little justification for paying premiums over
spot gas prices. In fact, San Diego Gas and Electric Company recently has turned out
to be our most favored utility, has initiated a gas procurement strategy where it meets
its gas requirements through spot gas market supplies and will only enter into
contracts indexed at or below spot market prices. In 1990 and 1991, San Diego Gas
and Electric entered into a four-year contract at a discount to spot market prices,
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which resulted in a savings to people in the San Diego area of over $1 million dollars.
For a change in a new policy at DRA, we have recommended, in a report that was
issued this past Friday, that San Diego Gas and Electric Company be financially
rewarded for exceptional management of its gas procurement. And that's a new one
for us. Second, DRA would generally prefer seeing contracts indexed to spot prices
as opposed to long-term fixed prices. All that we ask is that customers pay the
market price for gas. When the prices go up, rates go up. When the prices go down,
the rates should go down. And we think that the market should prevail and not any
other artificial device, you know, to distort the market.

As opposed to fixed priced contracts, indexed contracts will more accurately track
market prices of the value of the commodity. The spot market prices represent the
true benchmark of the consensus between sellers and purchasers of the market value
of gas in a particular time period. Therefore, the index contract does not benefit one
party over the other. The utilities may argue that it is prudent to enter into multi-year
contracts at fixed prices now based on their belief the gas market is going to tighten
up and prices are going to rise. But, as we have learned, nobody has a crystal ball to
forecast future gas prices. DRA does not believe it is prudent for LDCs to operate like
commodity traders who try to outguess the market. This is nothing more than
gambling with ratepayer money.

Third, the utilities should maintain an open bid process for both its spot and long-term
solicitations and encourage bids by many suppliers. When the utility allocates a large
share of its core demands to long-term contracts which span several years, the utility
has reduced the size of its open bid. Taken to an extreme, complete reliance of
multi-year long-term contracts reduces competition in the gas market with the long-
term contract then becoming a substitute for vertical integration between the supplier
and buyer. One of the pages that I skipped by was our definition of a long-term
contract against a short term contract. And the definition that we generally adopted
recently is that the short-term contract would be a 30 day and everything else is long-
term.

Generally speaking, I believe that tin LDC can best meets its core requirements from
spot gas and long-term contracts which generally do not exceed a year. This is based
upon the price of market, and if the market is different, then the situation will be
different, and we can only base it on the present situation ~ that's the only one we
know at the moment. These one year long contracts would include either fixed or
indexed price provisions. But the fixed price contracts should be judged against the
market price. I believe that if the utility accepts a long-term contract whose term does
exceed a year, a utility should incorporate price flexibility or price limits in the contract
that effect the ratepayer. The utilities should ensure that contracts with longer terms
have provisions that have higher likelihood of tracking the market price. Realizing this
is relatively strong reliability as a buyer, and the utilities should aggressively pursue
offers with discounts to market price.
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A final item tL^ Id like to address is the notion of incentives for the LDCs in the area
of gas procurement. Retrospective reasonableness reviews or contract preapproval
will always remain somewhat inefficient devices to ensure that LDCs buy gas in the
most economical manner. This process does not send out signals to utility
management. Specifically, LDCs are not encouraged nor rewarded for exceptional
performance in procuring gas supply for its customers. I strongly believe that
regulatory commissions should explore the potential for establishing incentive based
mechanisms to measure the performance of LDCs core portfolio prices directly against
spot market prices. The mechanism should be structured to provide the LDC with
both down side risks and up side benefits in terms of financial penalties or rewards.
As an aside, DRA is working very closely with one of the LDCs on attempting to work
out an incentive system. Not only limited to gas procurement but along for the whole
utility operation.

In conclusion, I would like to reiterate the main points which I made above. First,
utilities should not pay substantial premiums above spot under long-term contracts.
Second, utilities should maintain an active presence in both the spot and contract
markets through an open bid process. Third, utilities should focus more on contracts
indexed to spot prices. Fourth, the regulatory commission should explore the potential
of market based incentives as an alternative to traditional reasonableness review and
contract preapproval. I thank you for you attention.

Moderator Peter Bickley: Thank you Mr. Texeira. i think he's indicated to us pretty
much what the Chairman of FERC said this morning, that we're going to be getting
into market based rates and indexes that are going to be tied to market rates. And I
think its encouraging that a consumer advocate would be feeling more comfortable
with that even though he's still opposed to fixed rate contracts. Our last speaker is
Donald E. Burns, who is Vice President of Marketing with Oryx Energy Company. If
that name is unfamiliar to you, that evolved from the Sun Exploration and Production
group. And those of us familiar with exploration production realize that they're one of
the leaders in horizontal drilling, particularly in Texas. Mr. Burns is a refining engineer
and has had a lot of experience in financial administration and has been in gas
marketing for some time. He has a Bachelor of Science in Business Administration
from Penn State and has attended the Professional Management Development
program at Harvard. He also serves on the Steering Committee of the Natural Gas
Supply Association. So he's familiar with the efforts of this group to try to help
structure what's going on at FERC at the present time. Would you welcome Donald
E. Burns please?
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NARUC - DOE CONFERENCE ON
STATE REGULATIONS AND THE MARKET POTENTIAL FOR

NATURAL GAS CHALLENGES AND OPPORTUNITIES

TOPIC: LONG TERM CONTRACTS IN PORTFOLIOS OF GAS SUPPLY

GOOD AFTERNOON! I'm Don Burns and I work for Oryx Energy Company

located in Dallas. We are the largest independent oil and gas producer with natural gas

sales of over 800 million cubic feet per day. I can tell you upfront that I am a strong

supporter of Long Term Contracts in gas supply portfolios.

The contracting of natural gas sales can be compared to a giant pendulum which

has swung from one extreme to another. I can remember the time not too many years

ago when virtually all sales of natural gas were made under long term contracts with

major pipelines. The terms of these contracts were extremely well defined and allowed

little or no flexibility to deal with the changes that occurred in the marketplace during

the 1980's. But change did occur. The regulatory environment changed and permitted

new ways of conducting business. Thanks to the famous "gas bubble", the spot market

for natural gas evolved.

The rigid long term contracts which had dominated the market for many years

began disappearing like the dinosaurs. Natural gas became a true commodity and 30-day

market-responsive contracts evolved to allow trade within this new spot market. The

swing of the pendulum was complete and we had now gone from one extreme to the other!



I think of spot market contracts as being 30 days duration or less. With the price

determined on a bid basis and volumes subject to change by either party. Any deal of a

year duration or more we consider to be a long term contract.

As previously suggested I believe the pendulum has moved too far. Obviously, the

spot market is a reliable source of gas supply so long as total supply exceeds demand. For

a price, which in a spot market can move dramatically over short periods of time, an LDC

can generally expect to fulfill their needs for gas supply.

Today we have a gas market that is over-supplied. Based on expectations and

forecasts of a growing gas market, most if not all oil and gas producers have had a "gas

strategy" in the past few years. The increased emphasis on gas, coupled with new

technology, has resulted in substantial supply without a corresponding increase in demand

so the gas bubble remains. In the last year to year and a half, we have seen the negative

results in prices. Prices in the spot market are now being driven below replacement costs,

drilling programs are being drastically cut and a "gas strategy" is no longer the "in"

strategy with producers. Least cost purchasing is not the answer.
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So once again we are creating the situation for a dramatic swing in supply. Use of

only the spot market creates a very short term signal as to the supply/demand balance

resulting in untimely volatile price swings. Because of the long lead time in finding and

developing new gas reserves, the producer cannot react to this short term signal in a

timely fashion. We will continue to have long periods of over and under supply as long

as we rely so heavily on the spot market.

In order to bring the needed supply stability to our industry, I believe it's time to

move the "contract" pendulum back towards the middle. We need to develop expressions

of trust between parties through more long term contracts. We need to protect against

supply shortages by having realistic contract terms including pricing arrangements that

reflect the value of the commodity, and provide adequate funds for reserve replacement.

I believe long term contracts would benefit all parties. First, they would provide

stability to the market in terms of both supply and price. If producers can count on a

reasonable and steady revenue stream for their production, then the incentive exists to

maintain that supply by finding and developing replacement reserves. Second, long term

contracts would assure adequate supplies to LDC's and their customers at reasonable

prices. 1 0 2



The exact natural and characteristics of tomorrow's long term contract will have to

be negotiated between parties. But there do appear to be several key features which will

exist.

Two of these characteristics appear to be related; volume take requirements and

price. One may be able to assume that if the pricing provisions are properly constructed

that the volume problems can be minimized. At this time it appears that either index

pricing or fixed pricing with reopener provisions are leading candidates. In some fashion

both sellers and buyers must be satisfied that the gas is trading hands at a market price.

For the producer, this price must not only be above the replacement cost, but also cover

the many other expenses such as the accounting and marketing expenses plus a reasonable

profit.

Our industry-wide statistics, that we use for comparison purposes, show that

reserve replacement costs for oil and gas over the last three years averaged above five

dollars and sixty-five cents ($5.65) per barrel of oil equivalent. Assuming a six to one

(6/1) ratio of gas to oil suggests a minimum gas reserve replacement cost of about 95 cents

per million BTU. This, of course, includes only those direct costs associated with finding,

developing and producing. As Henson Moore said earlier today, replacement cost can be



vary depending on location and difficulty. Some of the offshore projects Chuck Jordan

mentioned will be considerably above this average.

A third characteristic of long term contracts involves the concept of supply

warranty. The buyer wants to know that if he makes a commitment to buy that the

supply will be there when needed.

This is not an extraordinary request on the surface,but it does reopen the concern

a producer has with regards to stable cash flow. Gas reserves deplete and must be

replaced. Monies must be available to fund exploration and development programs

including the "dry hole" risk. It may very well be that the need to warranty supply will

guarantee the survival of a strong spot market. This spot market could represent

uncommitted reserves which may be used at some future time to supply the natural gas

requirements of long term contracts.

In closing I'd like to suggest a way for state regulators to help in the process of

moving toward longer term relationships in the natural gas business. First, learn as

much about the gas business as you possibly can from reservoir to burner tip.
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Secondly, appreciate the need for flexibility and simplicity within the context of

longer term arrangements. Encourage prudent risk taking that's going to be necessary for

all segments of the industry to continue to serve the many consumers of natural gas.

Thank you very much for listening to my comments and I look forward to further

discussions with you.
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Moderator Peter Bickley: Thank you, Mr. Bums. We've just about run out of time. I
think we might have time for one or two questions. I'd like to keep my promise and
offer the first question to a representative of the interstate gas pipeline companies.
Anyone have a question? I'll take questions from anyone.

Q: I'd like to ask a question about the relationship between gas pricing and oil pricing.

Moderator Peter BIckley: Are you addressing it to one of the speakers in particular?

Q: I guess Mr. Burns was the last speaker and the one that provoked the question.

Moderator Peter Bickley: Thank you.

Q: You don't find long-term contracts for gasoline and yet we don't seem to have a
reliability problem or a security of supply problem. Why would you think that a
commodity market such as natural gas would operate differently from a commodity
market such as gasoline or even crude oil?

Donald Burns: Well, we don't have any gasoline. We're just an independent
producer but I think this. You talk about gasoline, you're talking about crude oil and
you're talking about a lot of foreign imports. First is the domestic U.S. gas supply. So
you're talking about trying to fund development or exploration in the U.S. for gas
versus worldwide exploration for oil. It's a little bit different.

Q: Why?

Donald Burns: Well, as I explained. When you go overseas you're talking about oil
in huge reserves and there is a market for crude today to bring in for refining. In the
U.S., we're dealing basically with the oil reserves here. We're not talking about trying
to import gas into the U.S., o.k.? So, you'd still need the ability to have prices that will
sustain yc oil and gas business when you think there's no long term crude supplies.
We do sell a lot of our crude oil to domestic refiners on long-term contracts. So, in
that case it is the same, we do have long-term contracts overseas, but at the same
time, when you look at the gas market, you have to look at it in the U.S. without
getting involved in what's happening in the crude world. It may not be answering your
question, but there are long-term contracts in crude.

Moderator Peter Bickley: Anyone else on the panel want to respond to that? Are
there any other questions? I'd like to thank Frederick John, Richard Metz, Douglas
Bohi, Edmund Texeira and Donald Burns. I think we've learned a lot more about the
possibilities involved in more long term contracts. Thank you. The next panel will
start at 3:30.
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DOE/NARUC Conference, February 2-5,1992
Panel: PUC Review of LDC Purchasing Practices and Transportation
Arrangements
Monday, February 3, 3:30 - 4:45 p.m.

[Introduction by Commissioner Lipman and presentation by Howard Dow, III, Vice
President of Rates and Regulatory Affairs for Michigan Consolidated Gas Company,
are not included because of audio problems incurred with taping. A handout is
included, however, providing highlights of Howard Dow's presentation.]
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PUC Review of LDC Purchasing Practices

By

H. L. Dow III

Vice President, Rates and Regulatory Affairs

Michigan Consolidated Gas Company



Balancing Act of Management

Need to Minimize Customer Costs
in the Long-Run

o
CO

Significance to Shareholders of
Gas-Cost Disallowances



Existing Gas Purchasing Options of LDCs

Dramatic Changes in LDCs' Options Already
in Place: Orders 380 and 436

• Less Than Half of LDCs' Total Gas
Requirements in 1990 Met With
Pipeline Sales



Michigan Consolidated Gas Company
Average Cost of Purchased Gas
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MPSC's GCR Review Process

• Five-Year Plan Review

Annual Reconciliation



Michigan Experience: Positive Features

Recognizes the Value of Both Supply
Reliability and Diversity

• Timely Review of Cases

Prudency Based on the Market Conditions
at Time of Contract



Michigan Experience: Negative Features

Search for Optimum, Rather Than
Reasonable Mix

• Over-emphasis on Spot Price Forecasts



Impact of New Gas Supply Developments

en

• Changes in Pipeline Transmission
Service Options

• Expanded Alternatives to Traditional
Pipeline Sales Service

• Less Reliance on "Just and Reasonable"
Pricing

• Increased Price Volatility



Recommendations

o>

• Regulators Should Not Assume the Role of
Management

• Advance Review to Establish Meaningful
Guidelines

• Evaluate Decisions in Light of Circumstances
at the Time

• Zone of Reasonableness Should Apply, Not
Optimum

• "Benchmarking" May Best Replicate
Competitive Model
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Introduction

I appreciate being invited to speak. The manner by which public utility commissions
(PUCs) review local distribution companies (LDCs) purchasing and contracting practices is
crucial to the nation's welfare. While this review process is undergoing substantial change, it
has not yet embraced its optimal form.

It is important to understand the forces which drive this change in the PUC review process.
Without this knowledge, we are unlikely to know how PUCs should adapt.

My talk is organized as follows. First, I will identify the forces which drive change - both
historical bias and new options stemming from federal policy. Second, problems with
"improved" traditional regulatory review are discussed. Third, dimensions to an optimal PUC
review process are set forth.
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Part A: TRADITIONAL REGIXATORY REVIEW

# A-l. Forces Driving PUC Change

Fundamental changes in the PUC review of LDC purchasing and contracting practices are
being driven by two major forces. These forces are more basic than simply the changes in
FERC's regulation of interstate pipelines and purchased gas costs. The two major forces are:

First, A MEGA-TREND

Societal values have changed. We have moved from a "buyer beware" to a "seller beware"
institutional setting. Society demands that business be at risk. The r asumer does not wish to
be at risk. There has been a large "regulatory lag" in perceiving and adjusting to this mega-
trend.

Irrespective of any other factors, this mega-trend would have altered PUC regulation and
its review process of gas distributors.

Second, REVISING THE REGULATORY COMPACT

The traditional regulatory compact has always been flawed in two ways. This compact is
also greatly out-of-sync with economic conditions and societal values. More specifically, these
dimensions are:

1) The traditional regulatory compact was intellectually flawed because the effect from its
assignment of risk is harmful.

2) The traditional regulatory compact is flawed empirically. Best-cost service has not been
experienced.

3) The traditional regulatory compact is also out-of-sync because:
a) an increased number of options and greater exposure to competitive forces have
made traditional state oversight even more imperfect,
b) societal mega-trend mandates new allocation of risk, and
c) more aggressive use of prudence inquiries to second guess LDCs' decisions can
be unfair to the LDC.

Each of these factors require the state regulator to set in place policies that identify ahead
of time that risk resides with the company. The PUC must make sure that the rate-of-return
justly compensates the LDC for possible increased risk exposure.
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tt A-2. Biases and Basis For My Perspective

What's the basis for my comments? Hopefully, these are not theoretical comments of an
egghead professor.

The basis for my perspective results from a dozen public management audits of LDCs which
I have undertaken in seven states, several focused audits of LDCs when I was employed at a
state PUC, and also a handful of private audits wherein I have been employed directly by the
LDC. These activities suggest that:

• Companies don't cooperate in the same fashion in public management audits as they
do when you are hired privately to evaluate performance and make recommendations.

• Companies don't implement public audit recommendations in the same fashion or to
the same extent as they implement private audits.

• The quality of private audits are better because you have better information with
which to work.

• Public audits become lawyerized. Public audits are likely to have a positive benefit
to cost ratio, but private audits generate even greater benefits and with lower costs.

The world requires LDCs to plan for an uncertain future. Best cost behavior results from
actions generated from forecasts and from the attempt to maximize profit. Regulatory
proceedings don't handle this world well. They look to the past. Improved regulation results
in the minimization of risk, not maximization of profit nor in best rates for the core ratepayers.
Entirely different prices and outputs are observed depending upon which regulatory review
paradigm is employed.

tt A-3. Historical Perspective

PUC Review Been Largely A Pass-Through

Best-cost gas supply contracting received little attention at the state level until mid-1980s.
Earlier attention dealt with the gas shortage. LDCs were able to pass-through their external
contracting costs without a lag. The pass-through of actual costs provides a lesson. Automatic
adjustment of rates with actual costs provides inadequate incentives; the result is that most LDCs
devoted little attention to the "competitive" price dimension as a supply side issue.

The PUC pass-through mechanism was based in part upon a trust in federal regulation to
make a determination of prudency and to deny duplication of facilities which were perceived as
wasteful. Thus, the PUC never asked major questions. Should the LDC become interconnected
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with others? Should the LDC sign shorter-term contracts to maintain greater flexibility?

FUC Review Is Biased Against Local Investments

PUC oversight has typically given greater scrutiny to the LDC's own investments (additions
to rate base) in gas supply facilities than those with which the LDC has contracted from others.
Yet, ratepayer's rates are affected equally The LDC's storage fields and SNG and LNG plants
have had numerous prudence inquiries relative to the level of pipeline capacity under contract.

Why this bias in favor of federal service?
o Federal approval counts, and
o Federal rules don't permit what is arguably best for the LDC.

Best-cost service is precluded when the LDC faces unsymmetrical exposure to risk. The
PUC has established this environment in the LDCs choice of contracting with pipeline for
capacity or building its own storage or LNG facility.

PUC's Review Process Implicitly Values Price Stability

Planning models assume that PUC review is biased against price volatility. This criteria is
not directly stated. Yet, this criteria can explain LDCs use of long-term contracts and aversion
of the more competitive market. The criteria can also account for PUC's silence on these issues.

Interestingly, this "price stability" value coexists with reliance upon traditional regulation
even though the ridigity associated with regulation, not competitive markets, has created the
large boom-bust cycles within the natural gas industry.

# A-4. Federal Policies Enlarge LPC Options

The number of options that the LDC must consider has increased and could immeasurably
increase further. Options have increased from FERC's 1) open access rules, 2) selective
discounting (rates within a band of reasonableness), and 3) ease of new entry and bypass.
Options will increased further with 1) mileage based rates and lower rates for backhaul and 2)
capacity brokering without ceiling rates and with flexible terms.

The availability of these options requires PUC to change their review of LDC purchasing and
contracting practices. Various dimensions include:

• Broadened Scope of the LDC's Service Area. Who should be selling to whom; who
should be purchasing from whom? Off-system sales and purchases can have a significant
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effect upon the cost of service. Open access, wellhead decontrol and cost-based rates
greatly enlarge market boundaries and the potential for win-win situations.

• Capacity Contracting. The PUC must examine not just the issue of whether there
is any excess capacity under contract, but must also know whether this capacity was
acquired at least cost. Further, capacity to storage or transmission need not have long-
term capacity contracts to achieve reliable service.

• Portfolio Contracting. The best-cost portfolio of gas supply requires insight into
when to be long and when to be short. Best-cost planning entails considering the price-
risk trade-offs that are important to producers as well as consumers. Best-cost planning
can entail the use of futures markets.

• Choice of Market Versus Regulated Service. Portions of market will be
deregulated with concomitant allocation of assets. The LDC will be able to chose from
which side of the pipeline it wishes to do business. If the LDC chooses market services,
the LDC may be unable to return to the regulated sector in the future. Does this increase
the likelihood of state PUC penalties?

• Negotiated Versus Recourse Rates. The pipeline and others will sell under rate
designs that have maximum rates but then permit either a range beneath this that service
can be selectively priced at a discount or wherein negotiated rates for same or different
level of services are possible. The state review process currently has no effective
process to judge what rate and service should be acquired.

If these options become available, then the current divergence between rates for core and
noncore customers will greatly diminish. More importantly, the entire issue of reliability
becomes a non-issue.

This realization of reliability becoming a non-issue thus may account for some of the
resistance to providing these options. That is, if PUCs altered their review of LDC contracting
practices, and if LDCs were responsible and exposed to the risks that these options present, core
customers would likely experience a $2.4 billion annual reduction in their bill for natural gas
service.

PartB. IMPROVED TRADITIONAL REGULATORY REVIEW

iitional Regulation

Many regulators and industry observers state that the current disarray in public utility
regulation results from a failure of regulators in the past to be sufficiently involved in utility
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planning decisions, whether new electric generation, gas purchasing, or demand forecasting.
For these regulators, "improved" regulation is now required.

These statements disregard that the most serious problems that developed have often been
with those utilities with the better planning operations. Thus, these statements are made without
any confidence that had these new improvements been in place in the 1970s, we would not be
confronting the same problems today.

Some would argue that I am overly negative with regards to the efficiency of traditional
regulation. These cite three changes that have arguably improved PUC oversight of LDCs.
These are:

1) least-cost planning,

2) management audits, and

3) prudence inquiries.

a B-2. Least-cost Planning

Least-cost planning involves PUC staffs working together with the LDCs (some sort of joint
planning) in determining what the future supply/demand for natural gas will be and hence what
gas supply contracts are economic a priori. Together they reach conclusions on such questions
as: Is a five year contract better than a one year? Is now a good time to lock in next winter's
supply? When should gas be put in and taken out of storage? What will market demand be 10
years from now?

LDCs may perceive that once the PUC has bought into purchasing and contracting
decisions, that the LDC will not be held accountable in the future if these decisions turn out to
be bad. If so, least-cost planning, even if it results in rates 10% higher than necessary, presets
the LDC with nice insurance coverage. Currently, this planning may be making only small
mistakes that the PUC has no trouble in passing through. PUCs also gain an insurance blanket
as they can cite this planning process to their state legislature as providing new tests.

The LDC may be in for a rude awakening when a major mistake is revealed and the PUC
review process penalizes the LDC even though the PUC's staff had earlier reached the same
recommendation. At this juncture, LDCs may call for regulatory changes similar to those I
identify in Part C as optimal regulation.

PUC staffs neither know what is best nor need to know. If an incentive scheme of penalties
and rewards was in place, regulatory staffs would not have to answer these questions.
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In most states, commission staff now spends a great deal of time determining how to forecast
the future and what the best forecast is. Commissioners meet to hear experts give their view
of future market conditions. Staff spend far less time on analyzing trades among LDCs that are
possible, determining the factors which account for inter-utility differences in rates, and
determining alternative regulatory paradigms wherein they need not know that which they are
not best at not knowing.

It B-3. Management Audits

Management audits examine the methodology by which management makes decisions.
Audits check and seek to determine performance indices which management can use to judge
whether "good" decision-making process actually exists. Management audits differ from
prudence inquiries - they don't attempt to prove fault. Through management audits, the
regulator gains critical insight into the following:

• the LDC's ability to perform successfully over the near- and long-term.

• opportunities for the LDC to reduce operating costs, enhance earnings, and improve
the quality of service provided.

• challenges the LDC faces and systematic methods to meet many of these challenges.

Management audits cause the LDCs to develop better paper trails and make changes in
anticipation of the audit. Both of these may be positive and result in a lower benefit being
assigned to management audits than is likely the case. That is, the benefit occurs prior to the
audit and can't be cited by the auditor as a direct finding.

The auditor encounters various road blocks. Data are not made available on a timely basis
or in a complete fashion. The LDC may deflect the auditor's criticism of it as a criticism of the
PUC's oversight. The auditor then becomes timid in critizing the PUC. The LDC management
can not operate optimally if state PUCs don't require and allow the LDC the ability to be best-
cost.

The auditor often confronts brickwalls which exist because of the interrelatedness among the
issues in the natural gas industry. No management audit will identify optimal management
decisions if the rules are wrong in the first place.

Management audits appear better if 1) focused and frequent - this can also be cost-effective,
and 2) LDCs do not have a major voice in the selection of the auditor.

Management audits are too adversarial for the results to be optimal. Even if the auditor is
on target, the implementation process does not easily move from recommendations to actual
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changes and lower costs. The solution is not to make audits less adversarial, but to give the
LDC the incentives to undertake their own audits, including obviously by the employment of
external consultants.

# B-4. Experience With Management Audits

Several examples may help place my general observations on management audits in better
perspective. These will serve to give a more concrete idea on where the problem exists. In
each example, I will identify which of three problems exist and what type of PUC review
process would resolve the problem(s). Three problems are:

1) Poor management decisions because of regulatory rules which limit company's
options.

2) Poor management decisions because of organizational structure within the company
or due to specific corporate culture.

3) Poor management decisions because management has a poor decision-making process
or makes bad decisions.

Management audits don't solve or reveal problems of type # 1. Management audits can
reveal types # 2 and # 3. Type # 2 is more argumentive; specific findings leading to lower
operating costs and enhanced earnings tend to result from type # 3 problems.

Case # 1. The LDC's gas supply plan started with a wrong premise, that is, this LDC perceived
that because it had a low load factor, storage was a too expensive option to include in its
capacity portfolio. This distributor had an otherwise intelligent staff, but staff was totally wrong
on the economics of this major ticket item.

What type of problem?

Type # 1. Regulatory system did not give the LDC contracting flexibility and thus the
audit posed questions that management had failed to address.

Type # 2. Company was gas and electric combination wherein profit and hence
top management's interest was primarily on the electric side. Gas operations
simply do not generate that much profit. Hence, gas supply operations were
handled by a staff of two people.

The ultimate problem is Type # 1. The regulatory system did not provide
incentives. These would have driven regulatory change, and new incentives
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would have induced good management decisions.

Case # 2. Management stated very directly that there was a 5 percent growth in total
throughput possible from a new commercial rate schedule (in between their current high
commercial margin and their lower industrial margin). This new rate schedule could generate
benefits in rates for all customer classes but the LDC was afraid that PUC would require current
rates of other commercial customers to be decreased if this new rate class was proposed.

What type of problem?

Type tf 1. The LDC does not seek new markets because there is no incremental
financial incentive. This involves both carrots and sticks. That is, the regulator
currently does not hold the LDC accountable for serving the "potential" market.

Case # 3. My audits revealed that the best run gas supply operation was an LDC with annual
throughput less than 10 Bcf. The president of this LDC was clad in a polyester suit and watched
soap operas in his office with his secretary, who was also his wife. This LDC had no extensive
paper trail, but simply had a manager of gas supply with good basic insight.

What type of problem?

There is no problem. This may be the result of the PUCs relatively frequent,
focused public management audit program.

Case # 4. An LDC had staff which was modeling very sophisticated nuances to obtain their
optimal gas supply portfolio while other staff was signing new 20 year pipeline transportation
agreements with inflexible terms because the company thought the financial community feared
they would not have a pipeline supplier in the future. In the process, this LDC lost some (great)
flexibility to make future adjustments.

What type of problem?

Type# 1. Regulation permits risk to be shifted to the customer, regulation does
not permit reliable service to be captured through short-term contracting, and
hence the LDC contracts to minimize risk.

Case # 5. Two unaffiliated distributors serve contiguous areas. One LDC had a conservative
corporate culture, while the other was more bold. Yet, the bold LDC got its wings clipped
because they did not hide surplus capacity under contract but sought to maximize the situation
in a win-win manner.
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The audit identified a local facility that could be raothballed (still left in rate base)
temporarily with resulting cost savings. This Finding raised the question of the LDC's off-
system sale of pipeline capacity to another distributor. The LDC actually made 5 cents off of
the resale and another 5 cents was credited back to its customers. The final result of the audit
was the ending of the off-system sale, the continued operation of local facilities. The result was
likely a loss for the ratepayer of the LDC.

The state regulator showed little interest in joint economies and proved timid in making &
finding that excess capacity existed. Thu PUC stopped the resale of excess capacity pipeline
capacity. The LDC showed little interest in minimizing costs for fear that it would lose rate
base and hence return.

What type of problem?

Type # 1. The politics of the state regulation makes the defense of incentive
schemes tenuous. Thus, PUCs give no incentives such that the issue does not
arise and the distribution of wealth created doesn't have to be debated.

Similarly, the PUC did not seek to learn of new means for cost economies if
these generated wealth that would then need to be distributed.

Case # 6. An LDC with very articulate management which has done excellent analytical work
identifying probable market conditions but will only defend new investment on reliability
grounds. Management becomes unduly conservative when making investment based on
probability that competitive prices will deviate from regulated rates.

What type of problem?

Type # 2. First, the corporate philosophy reflects an undue weight on
legal/engineering side of the company. Second, prior symbiotic relationships with
pipeline supplier lessens the drive to seek lowest rates.

Type # 1. Regulation still relies upon judicial process in which reliability is
easier to defend than making decisions based upon economic forecasts.

Case # 7. Several LDCs with excellent gas operations and insight dampened their gas marketing
activities which would gain business whenever that business could take market share away from
electric. Cogeneration was not championed.

What type of problem?

Type ft 1. If there are benefits from competition among alternative fuels, why
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has the regulator chosen to remain with combinations utilities where conflict of
interests are inherent. The is most pointedly the case when the electric side has
current excess capacity; competition would drive prices in & fashion that
regulators have difficulty in implementing. But this is also the case where the
combination utility has vastly different profit margins on gas versus electric.
Regulation can hold in abeyance interfile! competition.

The problems are largely of Type ft 1. The problems are not Type # 3 for which public
management audits have their greatest strength. LDC managements would seek out greatest cost
economies, enhanced earnings, and the quality of services most sought if they were operating
in a neutral setting that provided them incentives. These experiences suggest that PUC review
should movt to a form of regulation that provides incentives. Why rely upon public
management audits that don't address the root problem?

# B-5. Prudence Inquiries

These have never been particularly successful. How many LDCs have disallowed gas supply
costs? There is still some $6.00/Mcf and alot of $3.50/Mcf gas included in pipeline's PGA's
that is readily passed through. Prudence inquiries also don't get rid of rotten tenured professors.

It is hard for a judge to rule that one forecast is better than another. Prudence is far more
easily based on engineering, rather than on economics.

Regulation entails judicial processes. Among the characteristics of the judicial process are
1) the terms and conditions of service are not timely to market conditions, 2) the regulated utility
can not compete successfully with the unregulated, 3) historical precedent is the basic criteria
used to judge, and 4) great deference is given to LDCs management as they best know the
pecularities of the individual distributor or pipeline system.

Part C. OPTIMAL REGULATORY REVIEW PROCESS

ffC-l. The PUC Review Process

Rules for What Is Optimal

First, the PUC would not review the terms and conditions of any service which is provided
in a market that is workably competitive. Here, the review process is deferred to the choices
made by the individual ratepayer. There is MQ PUC review. The PUC does, however, need

127



a "competitiveness division."

Second, the PUC would, for those services that can't be deferred to a competitive test,
develop an incentive mechanism which rewards exactly the behavior which the traditional
regulation review process sought to establish. The PUC would review the profit or loss which
the LDC earns under this mechanism only infrequently. That is, extended periods would lapse
once this mechanism is established in the PUC review of whether the LDC's revenue
requirements are being met.

Breaking The Catch-22

There is a catch-22 that must be resolved in moving to this form of PUC review. The FERC
rules don't get changed correctly when the PUC review process is non-optimal. But without
correct FERC rules, state regulators argue that they can't change to an optimal review process
because arguably reliability will be affected.

Thai is, without the state PUC changing its regulatory review of LDC behavior, the LDC
does not seek to change FERC's regulations and rules such that it can function best.
Alternatively stated, unless the LDC faces market risk at the state level with both the rewards
and penalties associated with this risk exposure, the LDC can be made worse off by FERC
moving to a more competitive scheme.l

What the LDC seeks in settlements at FERC is a function of 1) what the LDC perceives that
FERC will mandate anyway and 2) what the PUC will hold the LDC accountable for.

The result has been that cord customers are kept in a catch-22 stranglehold. FERC defers
to settlements, and state PUCs don't act because of imperfect federal policies. This catch-22
can be broken by either state PUCs altering their review process to one of mandating an
incentive structure or by strong determined FERC pro-competition policies. If state PUCs act,
their LDCs will demand change at FERC. If FERC acts, LDCs will be driven to change.

# C-2. Answering Questions Given This Paradigm

Chairman Frank Heintz posed several questions to better defme the topic and to develop some
focus among the panel. Let me briefly respond.

1 For example, if FERC permitted secondary markets without price ceilings for pipeline
capacity and the resale price provides high reliability with a cost that is far lower than the regulated
ceiling rate, the LDC who still has thirteen years left on a fifteen year pipeline contract at the
maximum ceiling price will face greater PUC review problems than had an efficient secondary
market never developed.
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• How should reliability be balanced with lowest cost?

I do not believe that this is the question on which a regulator should be focusing. First, no
one form of contracting is any less reliable than another when prices are flexible and secondary
markets exists. Reliability exists. State regulators must ask themselves what changes are
necessary such that the market yields reliability automatically.

Only because of regulatory impediments which sanction monopoly pricing, maintain prices
below equilibrium, and deny timely entry does reliability become an issue. FERC which permits
lack of resale, FERC permits postage stamp rates, and FERC may give "open access" to both
pipeline and to storage. However, without rates and the ability to trade, open access can still
mean few opportunities for high reliability.

What is meant by reasonable and prudent purchasing?

Getting the quantities the market wants at a competitive price. This must meet a dynamic
test.

• How should FUCs review a LDC's resale, brokering, or release of capacity to pipe or
storage?

The options are simply vast. No PUC planning is going to know ahead or be able to second
guess afterwards. The entire package is even more interrelated. Does the LDC have rate design
that provides customers incentives to get off if capacity is more valuable elsewhere. Has the
PUC set forth the objective function that it wants the LDC to maximize?

• Should an LDC engage in hedging techniques andv if so, how should the PUC review the
hedging activities?

Private firms hedge. It is a standard business practice. Some firms speculate. Private firms
find their business risk is lowered from their hedging activities and their profit may or may not
be enhanced. Typically, there is a cost for insurance.

LDCs should be allowed to hedge, speculate, et.ai., but they should be at risk. If an LDC
hedged its future requirements for gas and the cash price then moves unexpectedly down, the
LDC, not ratepayer, should be accountable. If the LDC hedged its future requirements and cash
prices then moved unexpectedly up, the LDC should capture the full rewards.

Should state FUCs seek to influence LDCs to sign long or short-term contracts for
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pipeline capacity?

The PUC should not necessarily show neutrality with regards to the terms of pipeline
capacity or storage contracts. The determining factor hinges upon the extent of contestibility
there is in the provision of this service. In essence, when there is no market power, the PUC
should be neutral.

Pipelines have some market power over transmission in many city-gate markets. Hence,
negotiation between the LDC which the PUC regulates and the pipeline may favor pipeline.
Thus, there is a proper role for state oversight to influence basic rates at FERC, the positions
the LDC takes in FERC proceedings, and the terms which the LDC negotiates with its pipeline
suppliers.

Where pipelines have no market power, the PUC should not force any particular contractual
relationship. All terms and conditions in these latter situations should be free of regulatory
review.

n C-3. PUC Review of Gas Supply

Based upon the same reasoning as in the above question-answers, there is absolutely no
reason for any PUC review over the terms and conditions upon which the gas commodity is
traded. There is every reason to establish a mechanism that ensures all customers access to
third-party merchants.

If the PUC does not defer to a market mechanism, then the PUC should establish benchmarks
with which the LDC becomes accountable. Yet, which spot price is relevant? What
transportation rate discount is appropriate? Which other 10 LDCs are similar from which a
benchmark of their purchased costs can be compared? Each of these questions involves the
regulator into a difficult determination that is not necessary.

Some may counter that state laws prevent the PUC from deferring to the market. Plainly,
utilities in some states can cite that maximizing the benefits for only sales customers is their
mandate based upon state law. A disregard for rights of transportation customers to essential
facilities can still be observed.

State law thus arguably makes PUC review necessary. Alter state law, and PUC review
becomes redundant. Typically, I am doubtful whether state law must be changed. Rather, what
is required is persuasive logic in a PUC order citing the regulatory forces inherent in competitive
market resulting in just and reasonable test being met.

Yet, no PUC has moved to deregulate the merchant service for all customer classes? Two
red herrings are typically cited to explain this resistance. First, there is the issue of reliability.
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Second, the PUC states that it wishes to prevent cross-subsidization. While it is hard for the
PUC to get the terms and conditions for transportation and storage services right, the fact is that
these are as easily biased one way as other.

Thus, I stti! seek a logical reason. My conclusion is that PUCs don't know what to do with
stranded contractual obligations. Yet, if the PUC can't deal with stranded investments, then why
is the PUC relying upon traditional regulation or improved regulation?

My argument of deference to competitive forces to determine the cost of gas supply even
at the residential home may raise several additional questions. For example, if the PUC
deregulated the merchant function at the state level, will not FERC policy fail because the LDC
no longer is a strong voice for open access? No. The voice of independent merchants at FERC
will increase and be more focused because of a singular vested interest.

Another question is if the PUC deregulated the merchant function, will not consumers lose
because they don't have the same means to diversify as does the LDC when it serves as a
merchant? This is not the relevant question. The new independent merchant will have the
ability to diversify risk quite well; if not, the LDC may be the merchant of choice to residential
customers, and nothing changes.

ft C-4. Interaelatedness Among The Issues

FERC's policies on rate design, restrictions on entry, secondary markets, et.al, affect the
manner which the PUC can review purchasing and contracting practices. If FERC does not
open up the pipeline grid to market forces, then the LDC is more restricted. The gains from
providing incentives are less.

PUC's policies on rate design also affects PUC review at the local level. The LDC has an
incentive to prove that its peak day requirements justify its capacity contracts. Yet, this meeting
of a review criteria may be the result of an inefficient rate design. Does an LDC have an
incentive to minimize the rates to each of its customer classes? Available capacity is not an
absolute based on the economy, but also is affected by the LDCs own rate design, marketing
activities, and interaction with other LDCs.

Many LDCs do not have rates that correctly price peak day service or maximize throughput.
PUC review will lead to poor conclusions unless rate designs are efficient. Unless PUC review
provides a means for experimentation, the LDC may face such risk that it does not propose
optimal rates.

Many LDCs may serve low value industrial load even at peak. Other areas may value the
pipeline capacity more, but the release would make the distributor undercollect its own revenue
requirement. What, if any, customer class should be held accountable for the use of valued
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pipeline capacity for lower value customers? The answer appears to vary depending upon the
initial allocation of risk.

Conclusion

The optimal paradigm for the PUC review of LDC purchasing and contracting starts with
with a regulatory paradigm that assigns risk upon the LDC. There are profits and risks in a
market economy. Being exposed to risk causes firms to expend costs to minimize the risk,
including lowering costs and altering input combinations.

The transition within the industry implies greater need for planning, for optimization based
on both economics and engineering, and less upon political directives. But the transition is far
more encompassing than adding a new layer of regulatory oversight at the state level.

States must revise their regulation to get out front - to give those incentives. The
management audits will be internally profitable to the firms. If LDCs don't adjust, there will
be other firms that will evaluate where poor management exists within this industry, and they
will buy them out and lower the costs both for the profit they can obtain and to the betterment
of ratepayers who experience lower rates.

An a priori incenitve process needs to govern PUC review of purchasing practices and
transportation agreements. Lessons can be learned from the competitive market on how to
structure this dynamic process which yields consumer benefits.
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Moderator: Hon. Rachel Lipman, Commissioner, Kansas Corporation
Commission

Our next speaker is Penelope Tvrdik who is Senior Vice President of gas marketing
and supply at Peoples Natural Gas in Omaha, Nebraska. Ms. Tvrdik received her
Juris Doctorate degree with high honors in 1970 from the University of Iowa. Prior to
joining Peoples Natural Gas in 1983, she engaged in the private practice of law,
specializing in litigation. From 1985 to 1991, she served as Vice President of gas
supply. She was promoted to her current position in March of 1991. A little bit of
background about her company, for those of you who don't know. Peoples is
headquartered in Omaha and serves 320,000 customers in Iowa, Minnesota,
Nebraska, Kansas and Colorado. Total throughput of gross sales last year was 160
Bcf, 75 percent of those sales going to industrial and commercial customers. Please
welcome Penelope Tvrdik who has had a lot of experience dealing with a lot of
different commissions.
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prudence\'prud- n(t)s/n
1: the ability to govern and discipline oneself by the use of reason 2: sagacity
or shrewdness in the management of affairs 3: skill and good judgment in the
use of resources 4: caution or circumspection as to danger or risk. Webster's
Ninth New Colleoiate Dictionary

Prudence. What a great word. The use of reason, shrewdness, skill, judgment
and caution. Of course, all gas distributors want to be prudent and no doubt are trying
their best to be so.

Then why does the term "prudency review" have such a negative connotation?
Now that state commissions have begun to get active in the area of reviewing LDCs' gas
purchasing practices, LOCs have been put on the defensive. The term "least cost plan-
ning" implies that the lowest cost supplies must be purchased without regard for reliabil-
ity. The process used is normally adversarial, and LDCs' supply planning often centers
around, "Will our commission approve this?" rather than, "Is this the best thing to do for
our customers?"

State commissions have a legitimate interest in the gas portfolios developed by
the distributors they regulate. Consequently, many states have developed procedures in
recent years for reviewing LDCs' purchasing practices. Procedures used have varied
and have had uncertain results. Other states have waited and have had iittle or no
activity in this arena.

I am not aware of any studies that have yet been undertaken to show that state
purchasing practices reviews have met their objectives. !n fact, their objectives are
frequently unclear, certainly to the companies being regulated and probably to the regu-
lators themselves.
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No valid statistical evidence exists to show that state purchasing practices re-
views are effective, or that LDCs in states where reviews are conducted end up doing a
better job than LDCs which are not reviewed.

Instates where rigorous annual reviews are conducted, considerable resources
are devoted by the companies, staff, outside consultants and intervenors. Customers
ultimately pay ail these costs and are entitled to receive value. How do we know whether
purchasing reviews are effective and serve the best interests of the customer?

WHAT ROLE SHOULD REGULATORS PLAY?

In order to determine whether purchasing reviews are effective, we must know
what regulators are trying to accomplish. If the goal of the process is not clearly under-
stood, there wil! certainly be no way to determine whether the goal was achieved.

What is the proper role that regulators should be playing in LDCs' purchasing
strategies? There are certain things which are dearly not part of that role. Regulators
should not be making management decisions. Their role should not include ensuring a
particular action or outcome. Companies should not be ordered to conduct their pur-
chasing in a certain way. The process should not be negative, with the focus being on
whether the company has done something wrong. The exclusive or even predominant
focus should not be on "least cost" issues, and the primary goal certainly should not be
to disallow cost recovery.

Admittedly, answering the question of precisely what the regulators' role in
supply strategy should be is very difficult. The November 1990 report by the Staff Gas
Subcommittee of the National Association of Regulatory Utility Commissioners suggests
three possible goals for a process of PUC involvement:

1. To improve utility decision-making by ensuring that all relevant factors are
appropriately considered (applicable to forward-looking, integrated re-
source plans).

2. To provide an opportunity for PUC review of specific contracts entered into
by the LDC during the period of review (applicable to hindsight reviews as
part of the PGA reconciliation process).

3. To give the LDC an incentive to plan and execute gas purchasing
decsions weii and to place it at risk for poor decisions (applicable to
incentive/penalty programs).
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All of these alternatives miss the mark because they imply an adversarial pro-
cess. The overwhelmingly difficult question faced by both regulators and utilities is,
"What constitutes good gas purchasing practices?" The goal of these proceedings
should focus on the attempt to answer this question.

' Of course, the question has no absolute answer. But LDCs should nevertheless
be continually evaluating themselves to enhance their performance. Regulators and
LDCs should share the same objective of performance enhancement on behalf of the
customer. The process used should be positive, focusing on improvement, marketing
success, rewards for improvement, and customer satisfaction.

In reality, both regulators and LDCs share the twin goals of a successful supply
strategy: adequate, reliable supplies at reasonable prices. The difficulty, of course, lies
in defining what is meant by the words "adequate," "reliable," and "reasonable."

I propose that we identify a joint goal for regulators and LOCs in supply planning
and define a non-adversarial, participatory process which allows that goal to be accom-
plished. The goal is for regulators and the LDC to
participate together to define for the future in the LDC's service area what is meant by
"adequate, reliable supplies at reasonable prices."

Note that nothing negative or mandatory is implied by this goal. The emphasis
is on a shared process. The process looks to the future, not the past. The goal avoids
the typical unhappy emphasis on cost disallowance, on least cost, or on a process built
on fear.

Once this shared objective has been identified and clearly established, the
process itself should be outlined to meet some basic criteria which I refer to as the four
fundamentals of future supply planning: (1) Feedback, (2) Forward-looking, (3) Fit, and
(4) Flexibility.
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FEEDBACK

Talk. Communicate. Interact. Debate. If regulators see their roles as guides to
accomplishment of shared objectives, feedback becomes an obvious element in any
process. Regulators should share their thoughts. An environment should be estab-
lished where company personnel feel free to say what they think and where ideas can be
exchanged. Everybody in the industry is still learning. There are no right or wrong
answers in most cases.

Why not consider some alternative forums to the usual hearing process? How
about informal meetings throughout the year to discuss topics of mutual interest? Inter-
nal position papers could be shared and discussed. One problem with the hearing
process is that most communication is one-way, from the utility to the PUC. Alternative
forums could provide for better two-way communication.

In an environment free of fear, regulators and LOCs can have a dialogue in
which both can learn. Feedback should be positive as well as negative; all too often the
only positions taken by regulators are negative or neutral. In fact, positive rewards,
including not only financial incentives but also recognition, should be viewed as an
essential element in any program designed to stimulate improvement.
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FLEXIBILITY

The Catch-22 of supply planning is that any plan must be long-term, and yet it is
impossible to plan long-term. Customers' requirements change, for a variety of reasons
including conservation and economic conditions. A customer on sales gas today may
switch to transportation tomorrow. Wellhead gas prices may fall, as they have this past
year, instead of rise, as they were predicted to do.

The view taken in supply planning must be long-tern, while retaining flexibility to
adapt to unforeseen circumstances. With a long-term view, there is no reason to find
fault with the particular activities conducted during a certain year unless those activities
are clearly wrong for the tcng-term based on information known at the time.

For example, consider a decision to be made by an LOG whether to take advan-
tage of an annual opportunity to convert sales entitlement to firm transportation. As-
sume that immediate gas cost savings are believed to result if the conversion occurs.
Should the LDC incur a penalty if it fails to convert?

Much more information is necessary in order to know whether to agree or dis-
agree with the company's decision. Regardless, however, there is no reason to penalize
the company if it fails to convert. Since the conversion can take place the next year or
the year after, no long-term harm to customers has occurred.

Plans with a long-term view always allow time for proper assessment and analy-
sis. Flexibility is built into the planning process, and assumptions that cannot be
changed or modified later based on actual wcperience are avoided.
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FORWARD-LOOKING

Establishing a process which looks to the future rather than judges the past is
perhaps the most difficult and yet most important criteria to achieve. It is easy to review
what has been done in the past. The numbers are clear, comparisons can be made,
and as we all know, "hindsight is 20-20."

It is far more difficult to look into the future and develop a strategy based on
many unknowns. While many purchasing reviews ask for future plans, those plans are
rarely approved. Instead, the right to review actual results is reserved, and hindsight is
applied later in the real purchasing review.

If regulators and the LOG join together in a positive process of defining what
should work in the LOC's market area, there should be no need later to judge what was
actually done.

Cf course, I am not saying that abuses can never be reviewed. The PUC always
has the right to disallow costs that it believes should not have been incurred. But with a
forward-looking, shared process, the need for cost disallowance should be minimal or
even nonexistent

1 am also not saying that we should net look at the past. Comparing plans to
results and analyzing outcomes are essential elements of a quality improvement pro-
cess. But the purpose of studying the past should be to learn from it and to improve for
the future-not "to disallow imprudently incurred costs."

Forward-Ldbkihg;
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Each LDC is different. Traditionally, there have been virtually no industry supply
organizations, for a valid reason. In contrast to the marketing of gas water heaters or the
requirements for operational safety, which have many common elements, each LDC's
supply portfolio is unique. This is because LDCs' customer bases vary and because
supply alternatives available vary.

For example, one LOG may have a large percentage of industrial sales, whiia
another is almost exclusively residential. One LDC may have access to several pipeline
suppliers and be situated in a geographical region conducive to storage development,
while another is captive to a single pipeline.

Comparisons among distributors are doomed to failure, if a process is built
around comparisons, the end result is certain to be inequitable. Even a simple compari-
son such as a utility's commodity WACOG (weighted average cost of gas) can be very
difficult to interpret.

For example, one company may have storage costs, such as cushion gas and
compression, built into its base rates. Perhaps only the cost of working gas injected in
the summer is included in the WACOG. Another may have been required to refill its
storage during a higher-priced winter period because of weather-related demand. Still
another may have no storage at all.

The supply goal of adequate, reliable supplies at reasonable prices is well-
accepted throughout the industry. But the definition of what those words mean to a
particular LCC is a continual challenge. For example, an LOG wth high industrial sales
may need to be less concerned with reliability and more c-.r. . .. :th price than an
LDC exclusively with a residential market

Trying to force all LDCs into the same mold is a mistake. Customers r. eds and
realistic options available or needed must be the focus of an LDC's supply plan.
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CONCLUSION

Regulators should play a participatory, proactive role in the LOC supply planning
process. Rather than establish a backward-looking process with a threat of punitive
measures, regulators should work with each LOC in a partnership to develop a forward-
looking, customer-focused supply strategy that fits the LDC's service area and is flexible
enough to accommodate change.

Feedback

Forward
Looking

Flexibility
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Moderator Rachel C. Lipman: Thank you Penny. Well, it's always nice to have
some point counter-point, particularly at this time of the afternoon. It keeps you all on
the edge of your seats. We've heard from Professor Lemon who speaks to us as pr
academician and a consultant. Our final speaker this after is Mr. Byron Harris. He is
the Deputy Consumer Advocate with the Consumer Advocate Division of the Pub!.c
Service Commission of West Virginia. He received his Bachelor of Arts and Master of
Arts degrees from Indiana University. He has testified on gas and electric utility
issues in Indiana, Minnesota, Wisconsin and West Virginia over the passed 15 years.
Mr. Harris.

Byron Harris, Deputy Consumer Advocate, West Virginia Consumer Advocate
Division

Okay, how many of you people in the back who can't read the name cards figured out
that I was the consumer advocate. I bet you were thinking the guy on the far left with
the beard right?

Wefl, I'm here to provide a different perspective. From my perspective many of the
changes in the natural gas industry have benefitted quite a number of sectors, but
have not benefitted residential customers nearly as much as other sectors. I've
divided my discussion into two areas. First, I'm going to address some general issues
that have to do with PSC review of utility purchasing strategies and how those general
issues affect ail of the utility's customers, and then I would like to address some
issues of cross-subsidization and how utility purchasing strategies can lead to cross-
subsidization.

The first general issue I'd like to address is whether or not to engage in a prior review
or a preapproval proceeding, i believe it will always be in the utility shareholders'
interest to have such a proceeding in place. First, it obviously reduces the risk of cost
disallowance. Second, it will necessarily be a less strict review because the focus will
be on the future. The debate will be about what will happen to future supply, what will
happen to future demand and what will happen to future prices. You cannot have a
strict review under those circumstances.

And finally, the ultimate test of any purchasing strategy is not whether it seems
reasonable today, but how it reacts in an active marketplace. To give you an
example, we had a utility in West Virginia that set 15 percent spot market as their goal
for their portfolio. It seems reasonable. In the succeeding winter, spot prices dropped
to the lowest they had been since the deregulation of natural gas and the utility
refused to go above their 15 percent bench mark. The test, the proof, can only be
examined in a post-hoc review. How did the utility react to the events that transpired?
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And while I'm on this topic, let me just respond to the issue of providing incentives for
purchasing strategies. Utilities already have incentives, it'3 called rate-of-return, and
they get recovery of accounts 920 through 930, administrative and general salaries.
To come to regulators and ask for additional incentives, I believe that is like saying
that our purchasing managers won't work just because you pay their salary. I think
they have adequate compensation.

The second issue I'd like to address is contract demands. Contract demands I believe
will become one of the most crucial issues in purchasing reviews, especially as the
FERC moves to the standardized fixed variable cost allocation method. Contract
demands are just going to become too expensive to ignore. One problem in the
review of contract demands, I believe, is a technical problem -- load research and
demand forecasting. The gas utility industry generally has not reached the
sophistication, I believe, of the electric industry in determining the
relationship between price and weather and it's peak daily needs. I believe in the
future that will become a more important component.

Also in reviewing the level, you must review certainly the level of contract demand, but
also the mix. The mix between firm transportation and firm sales. There is, and will
continue to be, an ever widening gulf in the costs of those contract demands. For one
pipeline serving our state, their firm sales contract demand rate is $9.50 a decatherm
and their transport cd is $5.60. Obviously, at that difference it pays to do a thorough
review of whether you can meet the same level of reliability by shifting more to firm
transportation.

The third issue I'd like to address is near and dear to some of the people here, I'm
sure: affiliated transactions. Let me just say that it's my belief that residential and
small commercial customers will all be better off if their utilities did not have any
affiliated companies. No affiliated interstate pipelines, no affiliated brokers, no
affiliated production companies. There are some obvious ways in which utilities
attempt to benefit their affiliates to the detriment of their customers. One I would say
is in the previously mentioned contract demand levels. If your utility is intransigent on
lowering or modifying its contract demand levels and thoae contract demand levels
happen to be with an affiliated pipeline, I would be highly suspicious. There are also
indirect ways affiliates can aid their affiliates. We had a utility in West Virginia that
had an affiliated production company. They were able to increase the takes from their
production company and back off other suppliers just by manag^a pipe pressures
within their city gates. Obviously, that has a cost implication for customers. There
also was a competitive implication for other producers and suppliers. Basically again,
for all of these reasons with the myriad of possibilities, I think we'd be better off
without these transactions.
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Let me move to my second area and that is cross-subsidization. Basically, right now I
believe most LDCs have a bifurcated, or what they perceive as a bifurcated market.
So-called captive customers and competitive customers. I don't like the term captive
customers because I believe it will be in the utilities long-term interest to treat
residential and commercial customers as a viable competitive market, but that is the
conventional wisdom. Going along with this bifurcation is a presumed gulf in reliability.
The presumption is that small commercial and residential customers require reliability
and large commercial and industrial, most of whom are interruptible customers, do not.
I would submit to you that the first time any of your interstate pipelines have significant
curtailment and interruption occurrences and those interruptible customers are actually
interrupted, which is not often the case, you'll find out that the difference in perceived
reliability is not as great as we may think today.

Utilities reacted to this perception of reliability by segmenting their supply sources.
They have instituted interruptible sales tariffs where basically the utility allocates 100
percent spot market, low-cost supplies to their large commercial and industrial
customers and in one case we had in West Virginia a while back, the same company
refused to buy any spot market gas for their residential customers. It wasn't reliable.
It was too cheap.

Another example we had: one of our utilities purchased gas, (we have a lot of local
production in West Virginia) during certain months, gas from the same fields, the same
areas, different producers, charged residential customers $2.75 a decatherm for that
gas purchase and charged their large commercial industrial customers $1.60 for that
gas purchase. The same gas probably, obviously commingled in their distribution
system.

A second way, I think, utilities have reacted to this situation, again returning to
contract demands. I believe the reasons utilities continue to have excessive contract
demands is to use those demands, the capacity made available by those demands to
balance the transportation, usage and deliveries by their interruptible customers. We
had a utility in West Virginia where we discovered that two-thirds of their pipeline
capacity usage during the summertime was actually for this balancing of interruptible
customers. But all the cost was paid by the residential commercial customers.

This daily balancing of transportation deliveries will become more crucial as more
pipelines move to daily balancing on their systems. Right now those pipelines that are
on monthly billing, there exists a flexibility in the system that the utility can use to
balance. Once that disappears, it will be difficult to ferret out which actors are
responsible for the costs, the cost being the firm sales tariff for gas delivered by the
pipeline.
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In summary, and contrary to my other panelists, I believe that PUC review should be
stringent and is necessary. Surely we're moving to a more competitive market, but
the buck stops at the state level. We still have regulated monopolies with an
obligation to serve. We will always have regulation of their transactions. I would
encourage commissions not to shy away from micro management, micro review,
because some of these daily issues, daily operational issues, will cause costs to be
either increased for all utility customers or subsidized one class by another.

Thank you.
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OOE/NARUC Conference, February 2-5,1992
Panel: Commissioners' Reactions to Today's Topics
Monday, February 3, 4:45-5:30 p.m.

Moderator: Daniel Fessler, President, California Public Utilities Commission:

My name is Dan Fessler and when I tell you that I am the President of the California
Public Utilities Commission that will probably be the last applause I'll hear this
afternoon. Unless there are any Canadians here and then I'll hear other reactions.

I was appointed to the California Public Utilities Commission in February of last year,
from a position as a school teacher at the University of California. And I was one of
those individuals who was remarkably innocent. To me, gas meant something you put
in an automobile or was sort of the indecorous consequence of the human digestive
system. I now find that it has much broader meaning and that it is useful for me to be
at sessions such as the one that I attended today. The purpose that I have this
afternoon is to facilitate far more thoughtful reactions by colleagues of mine on
differing state commissions who are in a far better position to assess what they've
heard. They are Kenneth Gordon, who is the Chairman of the Maine Public Utilities
Commission; Dennis Nagel, who chairs the Iowa Utilities Board; Ruth Kretchmer, who
is a Commissioner on the Illinois Corporation Commission; Julius Kearney who is a
Commissioner of the Arkansas Public Service Corporation; and Joshua Twilley, whom
I had the pleasure of meeting yesterday afternoon who is a member of the Delaware
Pubic Service Corporation. Each of my colleagues will have eight minutes to give you
their reactions. And you asked Ken whether it was good to come up here or sit down,
I think because that microphone might not be too reliable, it would be best if you all
came up here. So thank you very much.

Kenneth Gordon, Chairman, Maine Public Utility Commission:

Thank you. Those of you who have been sitting ail afternoon will understand the
other reason why I was going to stand up even if the other microphone worked.

What I want to do is make some impressions and then maybe we'll have a little time
for some back and forth. One impression is that I have not been as deeply involved in
gas regulation in Maine simply because we don't have very much. We have some.
And my last intensive involvement in this area was back when I was still an academic
in the late 1970s-1980 before I kind of converted over to telecommunications. But I
did do a fair amount of teaching and work in this area back then and I was shocked to
learn, listening today, that many of the things that I was teaching then and arguing
about then are still being argued about and, to some extent, without the progress that
I would have hoped had been made in the intervening period.

146



Let me just skip down some of the points that registered with me. As I listened to all
the speakers, and I'm not going to try and pick them out one at a time. The issue
about price. There was a lot bf discussion, particularly this morning, about the levels
of price and the fact that they're too low below replacement- I note, not too unkindly,
that prices are always too low for producers and they're also always too high for
consumers. So we shouldn't be alarmed, perhaps, by either of those things. The
level of prices, I do think, needs to be viewed in a long-run context and in the context
of the whole energy market and what's available for substitutes. And that's a very
complex series of questions that have to be addressed in order to have some idea of
whether the price is where it should be.

Price has played an interesting role in this industry historically. When we allowed
prices to rise, finally, it led to supplies increasing -- generally regarded as quite a
success, ! think, for economic policy. One shouldn't conclude from that, that one
shoufd go about and go out and make the price rise in the expectation that it will have
the same desirable set of consequences that resulted from deregulation. Clearly, if
we just made the price rise somehow, that would reduce the amount of gas demanded
and get us into a whole another set of difficulties.

R&D and new uses will increase demand and they'll lead to prices increasing. That
will elicit supply as appropriate so long as money can be made at it, and so on. But
that's the syllogism of supply and demand that you need to have in mind. We're not
going to simply force prices up.

Just a quick side note on prorationing and supply restriction. I thought that issue
would have gone away since I last addressed it when I was a teaching freshmen. But
I really am disappointed to see that one still here, at least in the same forum. Pro-
rationing is pure supply restriction and it's just a short effect on price I was criticizing a
moment ago. And the issue of legitimate control of the flow out of non-unitized fields,
simply a different issue. It's a very legitimate issue, but it can be handled through a
reasonable construction of property rights, which can be done by ownership, by
regulation, or by some other means. So we ought to just get passed that prorationing
thing.

As for resource base and the fact that there are only a certain number of resources,
this is another one that goes back and then I'll shift to the present period. I don't find
it alarming that proved reserves don't equal, aren't always present in enough quantity
to serve everybody who's signed on for the full length of their contracts. I confess I
still think of proved reserves as a kind Of shelf inventory that the industry maintains,
and I was trying hard all afternoon to think of another industry which carries 20, to 30,
to 40 years of inventory. If I were a regulatory,... I am a regulatory commissioner
who is looking at this kind of issue (that's a great Freudian slip), if I were looking at
this kind of issue in a regulatory context, and you walked in to me and said I've got 50
years of reserves here, my inclination would be, haven't you got anything better to do
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with your money, than build inventory? You must be wasting the ratepayers' money.
So that's another non-starter as far as I'm concerned and we ought to get past that.
There are legitimate issues in this area, but to have full reserves is, in my view, not
really one of them.

Let me go to what I think was the most important discussion of the afternoon and just
make some quick reflections: contracts, least cost planning and prudency. Each one
of those deserves a little bit of discussion. I thought Doug Bohi's remarks on
contracts were very, very useful in this context. It is true that we don't have the same
kind of long run contracts that we once had. The new world is turning out to be more
of a commodity kind of world than the old world was. The old world was kind of a
long-run relational market that almost looked like vertical integration. What's the
difference between a vertically integrated firm and a 50-year contract? Lots of firms
don't last 50 years. So, its a shift and I assume that has to do with the cost of
contracting rather than the cost of operating in the shorter term basis, but with
flexibility. And I think it's doubtful that we're looking at the case of market failure here,
although there may be things interfering with the market that cause it to function a little
bit less able, less functionally than it could be.

Flexible terms can be designed in contracts as several speakers pointed out. Not all
possible contracts will be in existence at any particular moment in time, but all are
possible. So I'm not terribly, terribly troubled by this. There may or may not be
interferences, and I suspect there are. As somebody mentioned - George Stigler, I'm
an old student of George Stigler myself -- so it's hard for me to believe that
government can't screw things up. Indeed I did get into the business of being a
regulator for exactly that reason. Quite seriously, I was very involved in deregulation
activities and so on and apparently have now been completely been coopted.

Least-cost planning. That's a phrase I have come not to like myself, because of the
associations that come along with it. But I did like it at first and I'll tell you why.
Because I took it to mean when I first came into state regulation to be a serious,
sophisticated approach toward running your business as optimally as possible. And I
don't think anybody out there disagrees with that definition of least cost planning. It
says that when firms are making choices, entering into contracts, creating their own
supplies, whatever, they should be looking at all possible options and looking at them
with a real hard look. And if you're not doing that, then you deserve to get dinged by
the regulatory community that is charged with overseeing you.

But the issue, and this goes to the prudency issue, in my view, should be decided with
reference to the forward looking basis in which you were forced to make your
decisions. Commissions, I happen to think, should look at the process, not try to play
quarterback on Monday morning. That really is unfair, it's inappropriate and worst of
all, you can't do anything about it. So I would say there should be after-the-fact
prudence reviews, particularly in the non-competitive areas of the markets, but they
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should be based on not how it turned out, but how you operated and how carefully
you operated. Did you consider everything. That's entirely legitimate, that seems to
me for regulators to look at, as long as we're still in the world where we have to look
at you at all. Not really so unpleasant.

Martin Aliday's comments on regulated contracts, to skip to another, I thought was an
interesting way of characterizing what goes on. We are moving towards that kind of
world and I think, for good, but it's easy to underestimate how difficult it will be to deal
even in that world. And I draw my examples of difficulties in administered regulated
contracts from telecommunications, with which I have a lot more experience. I think
quite difficult, even in a fairly competitive market like long distance telepathing, where
AT&T is subject to a good deal of regulatory oversight in its activities and also in the
electrical power markets. So that's not an easy thing.

Okay, I'm over, so I'll stop with one last comment. I do want to mention this picking
winners and ensuring success. I think regulators do have to be careful about doing
that in any areas. Several speakers spoke to that, I agree, and it includes gas.

Thank you.

Dennis Nagel, Chairperson, Iowa Utilities Board

Penny Tvrdik says we need incentives and there is no incentive to go short here, but
I'm going to try to show the other speakers that perhaps even without an incentive,
you can be brief. Understand that this is an uncommon meeting for me. I serve as a
member of the NARUC Communications Committee, ! go to telephone meetings.
And being here at a natural gas meeting is a real eye-opener to me. And so
understand that my comments probably are not schooled in many facts, certainly not
much history, if I say something that does not square with what the facts are, please
accept it on that basis.

The other thing I think you ought to keep in mind as I was making my notes today, as
I listened to speakers, I realized I was only making notes when ! disagreed or had
concerns about what somebody was saying, so please don't listen to my comments
today with the impression that there aren't large parts of what was said today that!
strongly agree with. For instance, I would want to give the FERC credit for much of
what they have done to restructure the pipeline industry, because I think tremendous
benefits have flown not simply to volumetric users, but also to residential and small
commercial users.
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Now with that said, let me go on to five specific points that I would like to make. I am
surprised at the lack of good communications between the various parts of this
industry. That is a real glaring aspect of this industry that I would not think you folks
would be comfortable with. I know you have different various associations, but the
lack of one good common forum to debate issues, to share information, it's surprising
to me, that is not something that is existing in the telephone industry. There are better
forums there. I think they benefit from that, even though they have different points of
view. I think the work that's now being done by the National Petroleum Council may
go a long way toward helping your industry, your several industries pull together. And
I would encourage you to think about how you can talk as a group better together, to
pull in a common direction.

Secondly, I was very interested in the comments that Steve Ban made this moming in
terms of the need for planning to spurt greater deployment of natural gas technologies
such as absorption chillers and natural gas vehicles. It's quite clear to me that there's
a great potential for new markets for natural gas out there, but what is the likelihood
that much of that new market potential will be achieved, I think given the industry's
structure I just talked about - not a great potential. And I'm not sure who among you,
or who among us, should be expected to take the lead. I think the industry as a
whole stands to gain tremendously from these new markets, so I guess I would look to
the various segments of the natural gas market of the industry to take the lead. And
between the producers, the pipelines, the LDCs, I don't know who among you should
take that first step, but you should not be looking outside your ranks to see who
should take the lead. For instance, I would reject the suggestion that Steve made that
the PUCs should set ground rules for deployment and testing and promotions
because, first of all, I think most of these new services will basically be non-regulated
services. Therefore, I don't think we should have much to do with them. And
secondly, I heard a pretty good bashing of regulators going on today. Why would we
be good at promoting new markets when we can't do our regular job very well?

! would also encourage you to think of regulation not solely in the terms of traditional
economic regulation --1 think that too often we define regulation in those terms. It
seems to me regulation can play so many more positive roles for industry. Roles that
are intended to engender cooperation and efficiency such as standards setting and
information sharing. I think you should look for ways that regulations can assist the
industry, not harm it.

I was very struck by one comment that Chairman Allday said at lunch. I could say
Amen, this is one point I would agree with. He said that FERC should respect the
deals put together by the parties for purposes of encouraging flexibility. I could only
say I hope he was listening to himself because there are a number of applications for
mergers coming in at FERC that have been put together by the parties and I would
hope that FERC would respect those deals as he suggested.
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Finally, one concern that I want to respond to, or highlight. It seemed to me another
reoccurring theme today was that the industry needs to have higher prices if it's going
to go out and produce more gas in the future. The pipelines need to be adequately
compensated, the LDCs need to be adequately compensated. I certainly understand
the thought and motive, but the bottom line for all those efforts, raising of the price of
gas from $1.00 to $3.00 per Mcf and those related effect* certainly have to them the
notion of a significant shift of resources from gas consuming states to gas producing
states. And we have already seen in Iowa, a tremendous outflow of money to those
states that are lucky enough to have energy resources. We're trying very hard right
now to stop that outflow of money through energy efficiency and we intend to pursue
that strongly. But I think that you need to keep in mind that those of us who come
from gas-consuming states are going to be skeptical and remain skeptical about the
notion that we need to keep sending more money to the gas producing areas.

Thank you.

Moderator Daniel Fessier: Thank you Commissioner Nagel and now we'll hear from
Commissioner Ruth Kretchmer from the state of Illinois. Commissioner.

Ruth Kretchmer, Illinois Commerce Commission

Three observations very quickly. Number one, I listened to flowery introductions all
day I didn't get. Number two, we're commissioners and we're being kind. And
number three, I want to reassure you all, President Bush will be in the White House
one year from today, and he will be a Republican.

Now I'm {now you jan start timing me) going to touch on my regulatory philosophy
very briefly because it colors my comments on what I have to say. First of all, I
accept that we have an adequate supply of market-acceptable prices of natural gas
well into the next century. Two, I believe that the industry as a whole is headed by
intelligent people who understand that they must change to meet the problems of the
future. And I base my decision on that. Three, I do not believe it is my role as a
regulator to manage or make decisions for utilities. It's the utilities' responsibility in
Illinois to make sure that they have adequate supply on a cold winter today, or during
a cold week, to ensure that they can meet their delivery schedule. And, I also believe
in best-cost purchasing, not least-cost purchasing.

I realize that supply reliability has a value and value has a cost. And if I don't make
decisions for our utilities, I surely don't want my staff making decisions for utilities. In
Illinois we do prudency reviews; we do them based on the information that was
reasonably available to the utility at the time the decisions were made. I do not do
hindsight reviews and neither do the other commissioners in our state.
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I have a regulatory goal. And that is -- keep it simple. I expect that's why I'm not an
economist or an attorney or something. So, I expect producers to be looking for a
more efficient method to produce natural gas cheaper. And frankly, as I say, my
utilities know that they are expected to do the best-cost purchasing they can when
dealing with those producers. And I do agree that regulation has to improve. Let me
tell you, last summer the Gas Committee (we're famous for our field trips by the way)
of NARUC went on a field trip. We visited a drilling rig out in the Pacific Ocean. Let
me tell you, I was absolutely appalled that we could invest those kinds of dollars and
have those facilities sit there and not produce anything. I mean, it just seems
incredible to me that years have gone by, the redundancy back-up methods out there
to protect the environment and yet they're not producing. On the other hand, we have
the horribly built tankers plowing the seas, running into things and nobody seems to
care. I mean it's just incredible to me.

Okay, pipelines. We keep talking about less regulation and letting the market decide.
And we currently have a Mega-NOPR that's trying to tell us what we should decide.
Pipelines right now, among other things, provide transportation, the merchant function,
swing-service, storage, so on and so forth. I think they should continue to do so. I
see no particular reason why in an era where we keep talking about deregulation and
having the market decide, to say that customers can't decide what they want. You
know, the Mega-NOPR's there.

Okay, LDCs. LDCs have to be flexible and in Illinois I'm glad to report that they are.
Let me give you some examples about our utilities in Illinois. One of our utilities right
now is in a joint venture with Amoco. They're building the first natural gas station in
Illinois. No cost to the ratepayers, no subsidy by the taxpayers, and believe it or not,
the ICC isn't the least bit interested in regulating them.

Some of our utilities are doing meter reading for municipalities and other people and
they are sharing the profits with the ratepayers. At least two of our utilities are leasing
capacity in their storage fields to transporters. By the way, I'm told that NIG AS and
Peoples Gas and North Shore have 50 percent of all the transporters in the country on
their service. Now that's not on a volumetric basis, but on a numerical basis. Fifty
percent of all the transportation customers in just three utilities in Illinois. We believe
in transportation.

NIGAS is on the docket before us right now to provide a bulletin board and
administrative services to transporters. They're offering to have the shareholders pay
the upfront cost in installing all the equipment and after they recoup that cost, they're
offering voluntarily to share on a 50-50 basis the profits with the ratepayers.
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I'm going to touch, very quickly, on hedging, because I heard hedging being
discussed. If I was a utility, I'd be awfuily reluctant about hedging. In Illinois, we
passed through the cost of the gas on a PGA. If a utility does a good job of buying,
the customers reap the benefits. If they happen to do a bad job in hedging, who do
you thinks going to look at them? I think we will. And I think regulators in other parts
of the country will. Hedging may work In the future. If it's an insurance policy, fine,
but an insurance policy costs money. And at this point, I wouldn't pay it.

Incentive regulation. I'm not a proponent of incentive regulation. Frankly, I think
utilities have a role to play. I expect them to perform that roie with competence and
efficiency. And I don't think that they should have to receive a financial reward for
doing that. I think that's what expected of them.

Federal regulation of comparability seems to be the word. I agree with that. FERC
believes in hubs, that's okay. They're promoting unbundled service. My concern is
that rebundling may cost more money than the bundled service does right now. As I
say, I'll repeat this, because I think it's important - that I see a time for one minute, I
may ignore it. Let me suggest something to you. If we really are interested in a
market-oriented business, then why in the world don't we let the customers decide
what they want? if Illinois utilities want to buy service on a bundled basis and they
think it's cheaper that way, why should we object to that? If the unbundled service
proves to be cheaper and all the other services are available, they'll use them. Our
gas companies, our utilities, they know full well they have competition. They have
competition from oil, they have competition from gas on gas. Why wouldn't they use
the best practice of purchasing the lowest, the best-cost gas?

I'm not enthralled by a straight fixed-variable. I don't think pipelines should be either.
You're loading the cost up front and I would think that pipelines are smart enough to
knew that risk follows reward, I'm sorry, reward follows risk. And if it's perceived that
the risk is lower, your ROE probably is going to be lower.

I've got a whole bunch more stuff to say, but let me just close by saying something
about state regulators. I think that state regulators do a darn good job. With a real
difficult set of situations. I serve on the NARUC Gas Committee, I have since 1984.
And ! find the Commissioners to be hard working. I find that they try to solve
problems, not create them. And I think that they try to solve problems based on a lot
of different circumstances. We have to deal with location, with weather conditions,
with producing states, with user states and all of these issues have an impact on the
decisions we have to make. And we are not omnipotent, we do the best we can. We
try to work with the industry and I'll try to answer some questions.

Thank you.
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Moderator Daniel Fessler: Our next speaker is from Arkansas, a member of the
Arkansas Public Service Commission, Julius Kearney.

Julius Kearney, Commissioner, Arkansas Public Service Commission

I'm very glad to be here. You know, in listening to the discussion all day today, I
found myself wondering, you know, why are we here? Because until the last pane;,
there was really not any obvious disagreement. I found that in going through four
years of sitting through gas conferences, I've seen a number of times where we talked
about the future of regulation, we've talked about whether or not there was enough
gas in the ground and whether it was there. And each time we conclude in the
discussion that there is enough, there might be seven years, there might be 30 years,
there might be a 100 years, or 88 years, but when we corns back to the next session,
we still have to go back and make the same discussions.

I've sat at many groups -- l've( served on the Deliverability Task Force, appointed by
Chairman Allday -- and it is incumbent on all of us to make clear that we have some
figures. Whatever the number those figures turn out to be, we have some figures that
we can agree on that tell us about what mechanism we use for finding out what's in
the ground, i think meetings like this are very important, because when I go to
meetings cf just regulators, there are a large number of regulators who don't believe
there's enough gas in the ground. It may not be clear from today, but that's true of
the regulators who are making the kind of policy decisions that will affect what kind of
contract will be allowed, what kinds of costs will allowed.

There are a number of LDCs around the country - I know this one in St. Louis -- that
doesn't believe that there's enough gas in the ground to cover all the different things
that we talked about here today. And we talk about the gentlemen from Houston, so
I'm saying, that's not a bogus argument when that many people who have access to
all the studies are concerned. So, we in this group here need to focus on that. How
do we stop coming up with so many different studies? Every group in the world puts
out another study on how much gas there is, but we don't agree on anything. That
gets back in a way to something that Dennis said earlier, that there's no mechanism
for us really meeting and trying to put together a common focus for the gas industry.

I know there's AGA, which extensively covers much of the gas industry. But I don't
see when I see the brief before FERC, when I see people coming before me, when I
see people here, that there's ever a time when we're really sitting and trying to reach
an agreement. In that sense, today has been very good.
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Looking at the course of where we're going. One of the things that I was struck by
listening this morning was talking about ways that we might get below that 2.2 billion
Tcf of gas through transportation and deployment for cooling and some others things.
I think that regulators as a whole think that in the short run, there's going to be more
of an impact from these kinds of usages of gas then I expect there will be. So I think
we need to talk about the fact that really, transportation is way down the road, when
we start talking about serious usages of gas.

For the kinds of infrastructure thing we talked about this morning, and also for the
other reason we talked about this morning, that we really have not decided where the
buck stops. You know, as a regulator I have some pause in saying that I recommend
allowance of costs from the LDCs in Arkansas when they're putting out money for
those kinds of things. But at the same time, there's an argument for that. But we
need to talk about how we're going to do that and show what the gains will be from all
parties -- both the ratepayers and others from us pushing those, what I call fringe
areas. There are a number of areas, and there's no need for those to be fringe areas
elways. But right now I think we have to accept that we have to start looking at things
like electric production and other kinds of things where there's an obvious and more
present way to, without new technology, find usages for gas.

The final thing I would say is that I really agree with most of what was said today
about the need to get regulation moving. But again, I didn't hear anything that really
was helpful to me in my doing a better job as a regulator. I agree, for example, that I
should be a micro-manager. At the same time when I see silly stuff, it makes sense
that I would say, "that's silly." And it doesn't make sense that after making that
conclusion that I would then say, there's nothing I should, or could, or would do about
that if! have reason to believe that silly stuff's going to happen again tomorrow.
Unless I make it very dear that i think it's silly. And maybe sometimes just saying I
think it's silly is not strong enough.

Overall I thought that there was a lot of good discussion today. I was very pleased
with Deputy Secretary Moore's discussion this morning. I thought that he indicated
that there would be quite a lot of thought on the issue that goes to the future of the
gas industry at the highest level and state government. Unlike Ruth, I'm not sure that
what he said wili be that helpful next year, but in any event, I think that for now it is
very important that we as a nation have an energy strategy and that we as state
leaders vote folks on that strategy and also look at what we can do as state
regulators. And with that, thank you very much.

Moderator Daniel Fessier: And finally a gentlemen who informed me yesterday that
he serves on the only part-time public utility commission in the state of the United
States and that would be Joshua Twilley, who is from the state of Delaware.
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Joshua Twilley, Commissioner, Delaware Public Service Commission:

Well since we only serve part-time, that means we can devote more time to it, you
see.

I made a lot of notes, very well organized as you can see. But I do want to make a
couple of points that I think haven't been made yet that are relevant and I'll keep my
remarks to about four minutes, since it's about two minutes before time.

It was very good to hear the federal government come through today and recognize
gas as a center stage resource finally. It seems to me that we have not been getting
the proper amount of attention from DOE and now we're there. And to hear Deputy
Secretary Moore tell us that it's an under-utilized resource and we're going to do
something about it was great. I enjoyed that.

And I noted, however, that most everything that he said was needed to be done and
all the suggestions that he mentioned about jump starting it all are at the federal level
really if you start to look at it. It's not the state PUCs which are holding things back.
We continue to be the tail that wags the dog as I see it, and that doesn't mean that
we aren't important, of course, but it does mean that the action has got to be at the
federal level.

It came across to me that state regulatory agencies are fulfilling what I regard as their
role in this area. I think they are supportive of the LDCs, they do hang loose, they are
flexible, they are innovative, they do recognize diversity. I think we get good marks in
all of these and I think that practically every state utility commission is ready, willing
and cooperative to try to help the LDCs meet competition and operate in an
unregulated environment. The hold-ups and the problems have not been, in my
opinion, on the state level, they've been on the federal level. And they're not even all
DOE's. I think today, when it comes to some of these obstacles that we've heard,
they're not DOE's obstacles, they come from the EPA, they come from other
government agencies that continue to present roadblocks. And that of course, was
not really mentioned, but it's there and it's very real, and it's going to create problems.

I think that what has emerged so far today is that all systems are go. There's a willing
federal government to get rid of regulation, there's flexible state regulation, there are
willing producers who have been stung. Now that there has been price decontrol by
finding that prices went down, not up. And I think now that pipelines are common
carriers and now that there's a good supply, it is inevitable that the use of gas will
increase and that new uses for it will be discovered.
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And I want to make one final comment here in regard to long-term contracts, which I
know will be a little bit controversial. I've been one of those who, as a local regulator,
felt that long-term contracts were important for our LDCs to guarantee reliability of
supply. But just from what I have heard today, I am no longer convinced that long-
term contracts are even necessary. First of all, if we have a 35-year supply of gas
and the possibility that that is even a conservative estimate, then we are going to have
adequate deliverability at our present use and even an increase in use. We have low
prices, we have a commodities market that was described today as increasing in
scope. We have, or will have shortly, comparability. We have access to producers, to
buyers, to pipelines, interchangeably. We have transportation availability and I don't
think that trying to secure long-term contracts is anywhere near as important today as
I thought it was one year ago.

And so I would like to leave you with that thought to mull over a little and f think my
time's up.

Q & A to the Commissioners1 Reactions to Today's Topics Panel

Daniel Fessler: I thank all my colleagues, there is a bit of a dilemma and that is that
we have utilized the time that was allotted. If anyone of you wish to ask questions
now is the time. Let's see if there's an interest in asking questions and if there is we'll
try and respond. If there isn't, we won't.

Q: [Tape was inaudible - following question is paraphrased] To what extent do you
as regulators take into account life-cycle costing the in the regulatory decision
making process?

Daniel Fessler: Thank you sir. Do any of colleagues wish to tackle this question?
Yes. Ken, please.

A: I don't know the exact meaning of the specific term ~ life-cycle analysis - but
let me comment on a couple of things you said as you were developing that. I
think there's a lot of interest out there in using gas as a generation fuel. And
we'd like to see the use of that fuel developed far beyond what it has been. In
my own particular region of the country, we've worked long and hard in the
whole region and we've gotten a few plants on-line to generate electricity fired
by gas. And we do that in a process that tries to look at what the plant's going
to be like in the system over the whole period of its existence. And I don't
know if by that you mean life-cycia analysis. And we don't look simply at the
very short-term price. Somebody has to project it over some period of time.
Some contract has to be developed that apportions the risks and so on and so
forth. But I think that at least some of us are trying to make use of that
resource. I was quite serious this morning and again this afternoon when I said
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this is a real resource, it's important, we'd like to see it developed, and I agree,
I liked what I heard from Mr. Moore this morning. So, I think we're trying to do
that. Where there are impediments, I'm certainly happy to see them removed.
But I think you should also understand that the downside of moving into a more
competitive market will be that there will be fluctuations, there will be risk, the
timing won't always be what a particular investor would prefer to have for his or
her own operation and so it's not going to be a very easy world, even if it's one
where gas becomes a success.

Daniel Fessler: Thank you very much. Several of my colleagues are going to
respond to this. Yes.

A: Just a couple more comments. First of all, you've got one thing working for you
and that's the implementation of the Clean Air Act amendments. That's going
to be a disincentive toward the use of coal and looking at alternative fuels. The
other thing I would like to suggest, if you think Commissions are making bad
analyses without regard to long-term cost of the various choices, where is the
industry's participation in the process to make sure that the proper analysis is
presented to the Commission, so it can be considered in the evidentiary
process? We find at the eye of a utility's board that the pipelines sometimes
participate, but they don't usually have much to say. Clearly the LDC, the
pipeline, and the producers all have an interest in this sort of thing and it
wouldn't take very many resources to get in there and make sure that the
proper analysis is presented.

Ruth Kretchmer: I'm going to take two different paths. First, if you're not
talking to Commissioners and making formal presentations, you ought to be. At
the Illinois Commerce Commission, we have what we calf a Gas Policy
Committee, we meet on a monthly basis. We invite producers in, we invite our
LDCs in, we invite pipelines in, they come in, we talk, almost in a roundtable
forum and we really learn a lot from one another and I think it works very well.
So, if some of you aren't getting your message across, it's because you aren't
talking to the Commissioners, they need to hear from you. And I can't imagine
a Commission that would not welcome input from you.

Let me suggest something else, it's not only electricity generation. One issue
that I have been particularly interested in for a long time is gas air conditioning.
It seems to me we're really missing the bat here. We as Commissioners are
missing it because peaks and valleys occur in the electric industry. We know
that in our area we're going to have a summer peak on electricity and we're
going to have a winter peak on gas. There's nothing I'd like better than to keep
those pipes filled. I could ensure that our ratepayers would have low-cost gas
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and it also would mean postponing electric generation buildings in the summer
time for our utilities. So that's something that all of us, I think, are working on.
I know on the GRI Board that GRI is working very hard on promoting gas air
conditioning. NGVs are going to be, I think, a good market for us. But they've
got to be promoted. But if you independent producers really want to get your
story across, you're going to have to talk to Commissioners.

Daniel Fessler: Do any of you have any general comments you would like to offer
with regard to the remarks of Deputy Secretary Moore.

A: Perhaps you misunderstood the point! made at the end of my first remarks. I
believe he's basically calling for a shift of revenue and income in this country
from gas consumption states to gas producing states. And I'm skeptical of that
whole agenda.

A: Ruth Kretchmer: I frankly did not get that interpretation. I think we're going to
have to wait and see what develops. But I do think that there is increased
interest on the part of the powers that be in Washington to increase the market
for natural gas. I find it interesting, however, that, while we're all here talking
about how we can increase the use of natural gas, on the other side of the
coin, we have the Texas Railroad Commission talking about restricting supply.
It seems to me to be a little bit of a conflict there. But I do think that we're
going to see more fleshing out of the point that the Secretary laid out this
morning and I expect the gas market to increase, but I don't think we're going
to see 23 Tcf going through next week. It's going to depend a lot on the
actions that all of us take together.

Daniel Fessler: Sir.

A: I just want to add on to what Dennis said. I didn't take quite the same
interpretation away as Commissioner Nagel did. I do see a good impetus to
supply here. I think as this thing moves forward, it's going to be competitive
enough so there aren't going to be large rent transfers, which is what the
concern was about.

A: Bob Krueger: If a Texas Railroad Commissioner might comment. Bob
Krueger, a member of the Texas Railroad Commission. Number one: there
has been no change whatsoever with regard to proration, none, zero, okay?
What we have done is one member of the three-member commission has
suggested for some time that he would like to see different rules. And in the
process, after the two of us who are relatively new commissioners having said
basically, look, let us learn the old rules before we try to change them and
adopt new ones. We agreed a few weeks ago to print his proposed rule

159



change. Some of which would require statutory alterations, none of which have
been adopted. Only all of these are being printed to allow public comment.
Point one.

Point two. There are certain internally proposed technical changes which we
are printing for comment. There have been no changes made there either.
And i regret mightily that people, and presumably higher expensive lobbyist in
Austin, inform them that they had no one present at the time that it was
suggested that we might propose new rules for public comment. Had they
been there, they certainly would have heard me say, I believe in the freedom of
speech, and therefore having delayed my fellow commissioner for a year and
allowing him to go ahead and print his proposed rule changes. I am in no way
committed to voting for them. And I don't know that the second Commissioner
who agreed to that is either. So, I would like to clarify that the only person from
the press there was someone from an Amarillo Newspaper who was really
interested in an entirely different question. And I think there may have been
some misinformation that came out as a result of that. But let me just clarify
that we certainly have made no statements that we are seeking to restrict
supply. There are those of us on the Commission who do not believe that it
would be healthy for the development of gas markets to work to restrict supply.
And I just want to make that absolutely, unequivocally, clear. Thank you.

Daniel Fessler: Commissioner your remarks will be duly noted in California. Were
you one of the members of the Texas Railroad Commission who was recently in Lake
Louise?

A: Not at state expense.

Daniel Fessler: I see. That suggests a differentiation of yourself from other members
of the Commission which we will not pursue. Is it true that the individual who sort of
warmed up the crowd there was the President of OPEC?

A: I was last at Lake Louis last summer with a 3-year old, and a 2-year old and
my wife. I don't know if that's the circumstance ...

Daniel Fessler: You missed the meeting to which I was referring. And I am
encouraged that you did. I have been informed by the gentlemen to my immediate
right who holds the distinction not only of chairing his commission, but is the president
of what I'm told is The NARUC, as opposed to any other NARUC, that he wishes to
close our session today, and so I will cheerfully yield the floor.
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President of NARUC:

Thank you. I won't keep you long. I won't be able to be here tomorrow or the next
day, and so I wanted to take this opportunity to thank you all for being here. This has
been one heck of a day. I think it's been an excellent conference and much of that is
due to you in the audience as well as those people who have served on the panels all
day. I have one other suggestion, ? hope you will enter into a contract in this meeting
that is sufficiently long to carry you through at least until Wednesday noon. I know
that the program throughout is very good, and the pot of gold at the end of that
rainbow is the Hon. Commissioner from North Dakota, who you heard from earlier,
you wouldn't want to miss him. Have a good time please.
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DOE/NARUC Conference, February 2-5, 1992
Panel: Use of Gas for New Generating Capacity
Tuesday, February 4, 8:30 -10:15 a.m.

Moderator: Hon. Marcia G. Weeks, Commissioner, Arizona Corporation
Commission

As people are still coming in, ! think we'll get started. I'd like to greet you all -- good
morning. We had a tremendous day yesterday, I think this was one of the most
exciting conferences, and well-attended conferences that I've been to, and I think that
you've been to.

If you didn't get out to some of our Arizona sunshine yesterday, I'm very sorry for you,
but maybe you can sneak out a little bit this afternoon. It looks like a few people did
this morning, or they're sleeping late. But I can't blame them. Arizona's a wonderful
place, and if you didn't make the 8:30 opening yesterday, when my fellow
commissioner, Renz Jennings, greeted you to Arizona, I will then greet you today
instead. And welcome to Arizona, we love having you. It's a delightful state to visit
and I hope you'll enjoy.

You know, talking about the weather here, the weather is wonderful for us people that
live here, and you people that come to enjoy it here in Arizona. There's a real
downside, a real downside for the gas company. I happened to pay my gas bill the
other day, for January. Yes, I was late in my payment, and my therms were half this
year in January of what they were last year in January. That's not good for the
economy. But it's wonderful fpr the tourist economy here in Arizona.

So far this conference has been tremendously successful and with the panel this
morning, I think you'll see the expertise that we'll have under discussion that I find
very useful as a regulator. The use of gas for new generating capacity. You know in
Arizona we have the largest nuclear plant in the United States, Palo Verde. We just
went through a rate case last year that took three months. Two of those months were
on prudence of Palo Verde. We settled with a large disallowance on Palo Verde. Not
good for the utilities that were involved in that adventure, but yet we don't know in the
long-run whether it was a real prudent investment or not. At this time, it's running very
well and we're very hopeful for that plant. But we're looking for other sources of fuel
to replace nuclear, and we're looking at smaller plants. No one has the capital or
wants to take the risk on large nuclear plants any longer. So, we're looking at other
concepts for generation. We're also looking at conservation. So if we put ail these
together we're looking at fuel that could be natural gas. That could be very exciting
for the gas industry. This morning our experts will tell us what we're going to expect
from the gas industry in this area.
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The first speaker, Mr. Kevin Kelly, had to bow out and he sent his deputy director
which is just fine, and he will be giving his remarks. Mr. Kelly, I'm sure, is busy at
Congress with the Public Utility Holding Company Act. David Meyer is the Deputy
Director of the Office of Electricity Policy at the U.S. Department of Energy (DOE). In
this position, he is responsible for a wide range of analysis related to the development
and support of the Department's policy and electricity related issues. Mr. Meyer has
worked on energy policy issues since entering the federal service during the Arab oil
embargo in 1974. He has specialized in electricity policy issues since the early 1980s.
Before his employment with the federal government, he was an assistant professor in
government at Georgetown University in Washington, D.C., and Brock in Ontario,
Canada. Mr. Meyer earned his B.S. degree from Ohio State University and his Ph.D.
from Johns Hopkins University. He is married, has one son and lives in Alexandria,
Virginia. Please help me welcome Mr. Meyer.

Mr. David Meyer, Deputy Director, Office of Electricity Policy, DOE

Thank you, Commissioner, and good morning, ladies and gentlemen. It's my pleasure
to be here this morning to open the second day of this NARUC conference on state
regulation and the market potential for natural gas. This panel is focused on the use
of natural gas for new generation capacity. I want to discuss the use of gas for
electricity generation in the context of DOE's broader electric policy in the National
Energy Strategy.

For new generation capacity, the Administration wants market forces tc determine
which fuels will be used. We believe the market, unhampered by unnecessary
regulation, should provide the widest range of fuels, including, gas, nuclear, coal, solar
and others where possible. We are pro-market. DOE does not seek to select or favor
resources, fuels or technologies. Rather we intend to define and rectify regulatory
barriers and market imperfection. Markets must ultimately determine the most
economic mix of electricity supply and demand resources. In other words, DOE wants
to promote a level playing field for all fuel sources to compete for selection in new
generation capacity.

A primary goal of DOE's electric policy is to encourage efficiency and flexibility in
electricity supply and demand choices. Competitive markets ensure economic
efficiency and can provide the flexibility necessary to cope with several kinds of
uncertainty faced by electric companies. Although electric markets are and will
continue to be extensively regulated, the Administration intends to pursue reforms at
the federal level that will permit greater competition and efficiency in how electricity is
generated, transmitted and used.
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That is a very brief and general statement of DOE's electricity policy. For the rest of
my time here, I want to discuss some of the specifics of this policy and to say more
about what it could mean for the use of natural gas in generating electricity.

Future Use of Natural Gas for Electricity Generation

From a historical perspective, there has been a very positive change in DOE policy
over the use of natural gas for electricity generation. The Powerplant and Industrial
Fuel Use Act of 1978 was intended to restrict the use of gas for generation, based on
the mistaken belief that we would soon run out of gas. With the Natural Gas
Wellhead Decontrol Act of 1989, many of the impediments to the use of natural gas
for electricity generation have been lifted. Add the reforms of natural gas regulation
that DOE supports and the future of natural gas for generation looks bright indeed.

The Energy Information Administration projects that the use of natural gas for
electricity generation will increase from 2.8 Tcf in 1990 to 5.5 Tcf in 2010. This
doubling of the use of natural gas is particularly striking compared to the significant
decline in natural gas use for generation over the last two decades. Natural gas has
technological advantages even for base load generation. Gas is projected to increase
because it has qualities that help it to compete in the marketplace. Gas plants have
relatively low capital costs and are modular. Given the uncertainties in projecting
electricity demand, utilities should find it advantageous that generation units can be
built on a small scale without loss of economies of scale. It would then be easy to
build other natural gas units at the same site as demand for electricity grows.

Moreover, natural gas has substantial environmental advantages that let utilities meet
environmental requirements more easily. As natural gas is consumed, it produces
virtually no sulfur oxides or paniculate matter and it emits far less nitrogen oxide,
carbon monoxide and reactive hydrocarbons than other fossil fuels. Additionally,
because natural gas emits less carbon dioxide per kilowatt hour generated than other
fossil fuels, its use may further U.S. objectives with respect to greenhouse gas
limitations.

As you have heard from other speakers, the Administration sees a need to reduce
regulatory barriers to natural gas in order to permit it to compete more effectively as a
fuel for electricity generation and for other end-uses. A primary obstruction to
increased use of natural gas is a regulatory regime that creates uncertainties and
economic inefficiencies discouraging producers, transporters, and consumers of
natural gas from expanding the market. We believe that this key to expected use of
gas is reform of natural gas transportation regulations. Therefore, an important goal of
the National Energy Strategy is to establish a more efficient and accessible natural
gas transportation system. As others have explained, the approach to meeting this
goal is to reform federal statutes and regulations to encourage efforts such as the
timely construction of new pipeline capacity.
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Here, however, I want to emphasize that natural gas is not the only fuel for electricity
generation for which barriers to competition need to be removed. Our policy calls, for
example, for reform of the nuclear power licensing process. All U.S. nuclear power
plants had been licensed in a process under which a decision about whether a plant is
licensable is made only after ,its construction is complete. After billions of dollars have
boen invested in construction, an operating license can still be denied. This licensing
process creates enormous financial risk and uncertainty for prospective builders of
nuclear power plants. It saddles nuclear power with an unfair economic disadvantage
in comparison to other baseload technologies. To remove this barrier and help
nuclear compete for new electric load, DOE has introduced legislation requiring that
major design work and emergency planning be completed before construction of a
nuclear plant begins. The utility would receive an operating permit at the same time it
receives a construction permit.

DOE has undertaken other actions to remove regulatory barriers to increased use of
hydropower for electric generation. Conflicting and overlapping hydro regulations and
environmental regulations prevent hydropower from competing effectively as a new
electricity resource. The review process can take five to ten years to complete with a
very uncertain outcome. Of the project developers who have initiated the regulatory
process in recent years, fewer than five percent have been able to complete a
regulatory review successfully and build a hydropower project. DOE supports the
streamlining of this regulatory process to increase hydroelectric capacity and
generation when it is economically feasible and the environmental impacts would be
limited.

Further, DOE promotes the fair competition of nonhydro renewables in the market for
new generation capacity. In this area, our goal is to reduce costs and increase
industry confidence in solar, wind, biomass, and geothermal technologies for
generating electricity. To meet this goal, DOE supports increased funding for research
and development related to renewables; extending the 10 percent investment tax
credit for solar and geothermal units until 1993, and expanding it to cover wind and
certain biomass technologies; and eliminating certain PURPA obstacles to the
development of renewable resources as qualifying facilities for electricity generation.

In addition, the Adminisfation has taken action to alter regulations that could keep
coal from participating ful?y in the competition for new generation capacity. The
Environmental Protection A\gency has proposed a new rule clarifying its policy
concerning coal plants such as the one owned by the Wisconsin Electric Power
Company (WEPCO). At WEPCO, a major pollution control project was undertaken as
the modification of an existing plant. But the modified plant was then declared by EPA
to be subject to stringent new source performance standards and the result was an
environmental protection rule that inhibited operators of older, dirty coal plants from
cleaning up their plants' emissions. With the new rule, a pollution control project at an
existing utility powerplant will not trigger a new source review unless EPA determines
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that the project would not be environmentally beneficial. Other efforts in the coal
sector include the continued implementation of the Clean Coal Technology Program.
This important program would enable coal to maintain its competitiveness while
meeting environmental, health and safety requirements.

Our efforts to remove barriers to competition are not limited to energy supply opt "ins.
DOE believes that investments in electricity conservation and efficiency should be
allowed to compete fairly with supply alternatives. For this reason, DOE is fostering
the increased use of Integrated Resource Planning, or IRP, by providing information,
analytical tools and financial assistance to states and utilities. IRP uses planning tools
designed to compare the costs and benefits of electricity's supply and demand
options. These tools also help regulators to create appropriate incentives for
consumers and producers to make efficient consumption and production decisions.

Two of the most important elements of the Administration's electricity policy are our
efforts to amend the Public Utility Holding Company Act of 1935 and to create more
open access to transmission networks. We have called for modification of PUHCA to
allow businesses to build, own and operate power plants for wholesale generation in
more than one geographic area. This will help develop electricity supplies and
stimulate competitive market efficiencies that are not available under the traditional
single-supplier approach. This amendment should lead to many benefits, including
lower capital costs for new generating capacity, improved generating efficiencies,
lower electricity prices and reduced risks to consumers from cost overruns associated
with new capacity. It should also encourage competitive bidding and selection of the
lowest cost resource for meeting electricity service needs.

Under the National Energy Strategy, the Administration supports full utilization of DOE
and FERC authorities to encourage more open access to electric transmission facilities
for traditional utility and other suppliers of electric power, while maintaining reliability
standards. Increased access to electric transmission facilities for wholesale power
buyers and sellers would increase economic efficiency by facilitating procurement of
the lowest cost resources from both utility and non-utility suppliers. And greater
access to transmission facilities also would increase competition in wholesale markets
and ensure that the nation's industry shops and residences have access to electricity
at the lowest reasonable cost.

The initiatives that I have discussed here illustrate that in the electricity sector, DOE is
pro-gas, pro-nuclear, pro-hydro, pro-renewables, pro-coal, and pro-conservation. We
are also pro-efficient markets and pro-consumer. And we believe that an efficient
electric utility sector will contribute to a vibrant and productive economy. Consider our
proposed modification of PUHCA, for example. It could very well happen that this
modification would spur a greater use of gas for electricity generation. With increased
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competition in the wholesale power market, a wider range of generation technology
should appear and natural gas will likely be a prominent fuel choice. Indeed from
1985 to 1990, over 40 percent of the new non-utility electric capacity added has been
fueled by natural gas.

Conclusion

In conclusion, while we expect natural gas to be an important component of new
generation capacity, DOE is concerned primarily with establishing a competitive
market in which we expect natural gas will make an important contribution. We want
all fuel sources and technologies to compete fairly. And we want the market to decide
which fuels and technologies are the best choice. Thank you very much.

Moderator Marcia Week: Thank you David. I'd like to apologize for my comment
about people going out and enjoying the sunshine, I'd like you to know this room is
just about full again. So, it's wonderful. There's still some seats up front, don't stand
in the back. I think this discussion of use of gas for new generation is going to be one
of the livelier discussions, especially when DOE has tried to satisfy everyone in the
room today. We'll see how successful they are.

Our next speaker is Charles Linderman, another heavy hitter. He's Manager of Fossil
and Renewable Programs at EEI, which is Edison Electric Institute. Chuck has the job
for the trade association for investor-owned electricities. He's responsible for federal
regulatory and legislative activities which impact the ability of electric utilities to mine,
transport and use coal cr natural gas. In addition to his fossil responsibilities, he also
manages an EEI task force which addresses the use of renewable and waste
resources of energy for electricity production. Mr. Linderman was involved in major
federal activities during the 1980s affecting fossil fuels such as the amendment to the
Powerplant and Industrial Fuel Use Act of 1978, the development of the Clean Coal
Technology Program and the efforts at the Federal Energy Regulatory Commission to
certify new gas pipeline capacity into the northeastern United States. Prior to joining
the Institute in 1981, he was with the Slurry Technology Association, in Washington,
as Treasurer and Assistant to the President. A native of the Pacific Northwest, he
holds degrees from William Nutt University and George Washington University.
Please welcome, Mr. Linderman.
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Good morning, ladies and gentlemen it is a pleasure to

spend some time with you on natural gas issues and particularly

concerns of electric generators which, as you know, as part of

their integrated resource plans, will have increased reliance on

natural gas. How much additional natural gas is usad for

electricity production may very well depend upon the actions taken

by the gas industry to transition itself from a system built to

serve winter home and commercial heating needs primarily, to one
i

atuch more reliant upon large volume customers"whose utilization of

natural gas is highly price elastic and whose volumetric swings may

be greater thsn traditional peak-day requirements.

For those of you who are not familiar with the Edison Electric

Institute, you may wish to think of us as a combination of AGA,

AGO, UDC on the distributors side, INGAA for the pipeliners, and

NGSA and IPAA for producers, Because the power generation sector

of our economy is vertically integrated, we represent as the

national trade association all aspects of investor-owned

electricity production, transmission, and distribution.

In addition to talking about gas supply today, I will address

also the unique role which natural gas transportation is going to

play for electric generation, aria number of factors impacting the

market. I hope you noticed that the words "fossil and renewable"

are in my title. My goal is also to put natural gas into the

broader context of utilization for electric generation, because

several factors will certainly impact natural gas over the next few
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years as well.

Some of ths material and slides which I will be using this

morning-are taken from work done by Jensen Associates, under roy

direction, which assessed the need for natural gas for electric

generation. We've attached an information sheet on how you may

obtain a copy of that important study at a fifty percent discount.

The work that Jensen did, along with parallel work on fuel

switching has been summarized by our colleagues at the Electric

Power Research Institute [EPRI] in a document titled Natural Gas

for Electric Power Generation? Strategic Issues. Risks, and

Opportunities. A copy is available here for each of you. Most

slides that are not a part of that document are attached.

Coal's Relationship to Natural Gas

But first let's talk about a four-letter word: coal. If you

think of it only as your competition and as a dirty polluting fuel,

and not as an economic commodity from which relevant lessons for

the gas industry can be learned, you may miss some natural gas

business fundamentals. While the coal industry coexists with

significant federal regulation, especially on safety, production,

and reclamation standards, it has not endured price regulation

which has sent erroneous market signals to gas producers, as has

the gas industry. I suspect that after bid-week last month, some

of the producers in the room may be wondering whether well-head

price deregulation is so great. The gas industry feels its' been
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plagued by low prices; but the coal industry feels plagued by low

prices as well and has learned how to successfully operate in that

business climate. Chairman Heinz in his letter outlining isses to

be addressed asked the question, "What are the perceptions of the

future price relationship between coal and natural gas?" As raw

feedstock commodities, there is little relationship. However, the

price relationship that does exist takes place on dispatch curves,

between different generating units after capital costs become part

of the equation.

Let's examine some economic analogies. When coal prices go up

a little bit, smaller, independent coal producers add more capacity

and/or technological improvements that produce more coal. What do

independent gas producers do when prices go up they go add more

deliverability, and what happens to prices down they go. A

first analogy. There are a variety of gas producing basins which

may only have one pipeline transporting gas to market, a condition

similar to the large coal fields of Wyoming's Powder River Basin.

Experience shows that when transportation competition is added, the

transportation rent will go down, but. that the margin for the

producers is not likely to change significantly as new competitive

transportation is added, even though the volumes increase.

Finally, there is a similarity between our coal and natural gas

generating units.

As those of you from Texas, Oklahoma, and Louisiana know, even
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prior to passage of the Powerplant and Industrial Fuel Use Act of

1978 [PIFUA], utilities in those states were diversifying their

fuel supply by adding coal units. The coal units were designed to

use a coal with limited variability in its chemistry. Accordingly

long-term take-or-pay contracts, some lasting for either the life

of the mine or powerplant, were signed by both parties. For coal

operators, this provided the financing to open new mines in the

west. The combined cycle powerplant, whether it be utility or non-

utility owned is analogous. It can operate" over a sufficiently

long period of time during the year [PIFUA defines that as

intermediate or baseload] to provide the steady cash-flow to help

finance exploration and production programs and maintain steady

cash flow without some of the seasonality you now experience. But

I must emphasize that it takes two things to accomplish this: long-

term contracts and pricing which allows the power generation unit

to dispatch. The relationships between coal suppliers and power

generators are based on more than a 30-day spot deal executed by

fax; strong customer relationships are essential.

Dispatching a generating unit is somewhat different from the

gas system. You'll recall that PIFUA breaks power generation units

into three classes: baseload, intermediate, and peaking [For

those who have thought that PIFUA was repealed, please note that

all of the definitions of the 1978 law are in place and that for a

utility to build a baseload combined cycle unit on gas, the 1987

amendments require that we "self-certify" the units coal capability
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to DOE]. Baseload units run all the time and are primarily coal

and nuclear; intermediate units cycle to cover a more narrow part

of the day and peaking units are our most expensive generation

designed to meet the final increment of our customers requirements.

Our contractural needs for gas cover 30-day sport, medium, and

long-term multi-year requirements. Electric utilities legal

obligation to serve is to meet all of the load needs of our

customers, without curtailments.

Figure one compares fuel values in power generation. Note the

more greater fuel charge electricity producers take to serve the

peaking need from a combustion turbine. Before you become

mesmerized that serving peaking load is the answer to the cash flow

problems of producers, study figure two. It shows the very short

time of the year in which we may operate a combustion turbine for

peaking duty. The next slide indicates the improvement to

producers which takes place through the utilization of a combined

cycle unit which also benefits the pipeline because of increased

throughput.

While the peaking load may appear small in the total

aggregate, we believe it presents operational challenges to the gas

system that many of you have not previously experienced. Remember

that our experience with gas is limited, 88% of power generation

gas utilization takes place in only six states, and that this fuel

which represents about 10% of our heat input, is 15% of your total
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sales. Figure four addresses some of the pipeline capacity

problems in the Southeastern Electric Reliability Council [SERC].

Note the tremendous load demand that the turbines place on the

system when they come on-line. Peaking combustion turbines will

tend to come on line nearly simultaneously to meet peak

requirements, posing potentially significant line pack, blancing

and operational challenges. The pressure requirements of the new

combustion turbines are such that we could easily put out pilot

lights if startup is not handled on a well coordinated basis.

Figure five illustrates this problem in another way for the State

of Florida. Note how far above pipeline capacity utility peak day

requirements are. For those parts of the country, this slide

illustrates the challenge of incorporating significant electric

demand to the pipeline systems.

The economic rent you extract may determine where the electric

unit falls on the dispatch curve. Last summer Virginia Power's

Chesterfield 7 Unit, the first of the GE 7001F combustion turbines

to operate, dispatched ahead of all of the other fossil units that

Virginia Power owns, including mine-mouth coal-fired plants in West

Virginia. Because generation decisions are made on an incremental

cost basis, differences of pennies will make a difference in which

units run, and therefore in your sales. Like tha railroad and the

coal producer, so the gas producer and pipeline must work together

to share their collective economic rent [or divide their greed] if

natural gas is going to compete successfully in the marketplace.
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Ease of Arranging Supply and Transportation

Chairman Heinz also asked that we address ease of arranging

supply and transportation. For those who sat through the FERC's

Technical Conference on the MEGA-Nopr on January 22, during the

final panel you heard representatives of Florida Municipal

Utilities indicate that natural gas acguistion and management was

more difficult than oil. Our membership has found that natural gas

acguistion has become the most difficult and time consuming of the

fossil fuels. In my conversations with our membership, that

observation appears to be true for both small and large investor-

owned utilities.

Certainly the transportation of natural gas is reliable; we

just do not have that many physical failures in the pipeline

system. But physical reliability does not equate into availability

or deliverability, when the pipeline system was sized to meet an

entirely different demand curve than power generation. We

recognize that there will be times when our ability to transport

natural gas will probably be interrupted. A key issue for state

regulators is, given considerable growth of gas demand for power

generation, are you willing to raise its level of priority as

Virginia has, especially when backup ability to use oil is limited?

We recognize and have no quarrel with geological estimates

about natural gas supply levels, it may not, and probably will not,

last as long as coal; but supplies appear abundant over the next
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ten to twenty years. The pricing path of last summer and this

month seems to indicate that lots of supply exists. We are mindful

however, that additional deliverability cannot be developed forever

below replacement costs. As I participate in the National

Petroleum Council's natural gas study, I am encouraged that

advanced technology and seismology are assisting in keeping the

reserve data favorable in the face of low prices.

It was refreshing to hear Enron's presentation again today on

their efforts to develop long-term agreements to support power

generation. We wish more domestic producers would follow their

lead! Some in our industry view long term contracts as one

indication of the degree of deliverability which can be sustained.

Early last year, Southern California Edison Company (SCE) solicited

nearly 120 Rocky Mountain producers for lcng-tern natural gas on

terms similar to those received in Canada, including an annual

price renegotiation. Only 16 organizations responded to the bid

request and of them, only four met SCE's terms. Other utilities

and non-utilities have indicated similar difficulties in signing

long-term contracts especially with domestic producers.

SCE like New England Electric, the Midland Cogeneration

Venture and others have found long-term contracts easier to procure

in Calgary than the U.S. After careful review in connection with

the Iroguois proceeding at the Federal Energy Regulatory Commission

(FERC) , we do not believe that this is a pipeline rate issue as
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some domestic producers assert. In fact, the Canadian demand

charges have made it more difficult to contract north of the

border. The advantage to Canada is one of geology in long reserve

life, and price. The cardinal tenet of diversity of gas sources is

one which our industry will continue to operate as we seek the

appropriate mix of Canadian and U.S. supplies.

A word about pending legislation in Congress addressing the

so-called rate-tilt issue. We support efforts" by Congressman Sharp
1

in the House subcommittee on Energy and Commerce deregulating

first-sale of gas from nations with whom the U.S. has a free-trade

agreement. We are also cognizant of efforts by the Coalition for

Diversified Gas Supplies to strike the Wirth-Domenici Amendment

contained in S.1220.

Market Factors

Let's discuss several market factors which influence the

degree to which power generators use natural gas in the future:

1. Electric Demand: Our weekly data [for the week ending

January 25] shows that on a national basis electric output has

increased 1.9% since last year. Broken out regionally, it varies

from a 2.9% increase in the Central Industrial to flat or marginal

decreases in New England, Rocky Mountain, Pacific Northwest and

Pacific Southwest Regions. To understand where new electric

capacity is needed, a strong regional understanding of electric

supply is essential. Nationally, we believe electricity will grow
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at approximately the two percent rate as the economy undergoes

greater electrification. The next slide illustrates that

utilities' integrated resource plans envision that about 33% of new

electric generation will be fueled by natural gas. Most of the oil

growth that you see is probably going to be distillate as an

alternate fuel for combustion turbines or the startup of older oil

units now en standby.

Different regions have a variety of needs" for units. In parts

of the Southeast, utilities may add more simple cycle combustion

turbines to balance their mix of base-load units. Parts of the

northeast, where the mix of powerplants tends to be older, may seek

to add more intermediate or baseload combined cycles to take

advantage of their efficiencies. This is an example of the need to

understand fully your potential customers requirements. The

industry thoroughly reocgnizes that gas units can b« easily and

quickly added to our capacity mix with relatively short lead times

and low capital cost. The North American Electric Reliability

Council's [NERC] Electricity Supply & Demand. 1991-2000 clearly

projects the direction of our industry:. 15.1 GW of coal capacity

this decade and 34.2 GW of gas/oil capacity. And for 42 GW of

those generating unit additions, construction has not begun. Those

in the gas industry who articulate that there is a "bias" in the

electric industry against natural gas need to carefully examine

these figures prior to perpetuating that fiction.
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2. Clean Air Act and Environmental Requirements: The

reauthorization by Congress of the Clean Air Act is going to impact

our fuel selection considerably. The Congress chose 1985 as the

base line from which to make all future emissions calculations.

Figure eight shows the impact of that decision on the oil market.

That year happened to be the year of lowest oil use in the history

of power generation and therefore serves as a cap on the amount of

sulfur in the oil which can be burned. Our choices with those

units are: burn gas, switch to lower sulfur and therefore higher

priced resid, and run the units less. All of those are

alternatives which power generators may choose. The practical

impact on the gas industry is that the ability of electricity

producers to fuel switch and help in gas load management is going

to be considerably reduced. In Southern California, the air

quality district has set very stringent requirements for oil use,

0.05% sulfur by weight, which is a standard you don't find

published in most of the oil trade publications, effectively

negating fuel switching.

The new gas-fired units now under construction have a very

limited amount of fuel switching allowed within their environmental

permits, limiting their fuel switching as well. For example, units

under construction in New Jersey will only be allowed to fuel

switch for seven days a year. These kinds of limitations require

joint consideration by regulators and both the gas and electric

industries of how to maintain operations in a manner consistent
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with the public interest.

Many in the gas industry site the Cheswick Station of Duquesne

Light Company as positive evidence that co-firing will work in all

circumstances. That probably overstates the situation. Cheswick

was not and is not out of compliance with the Pennsylvania

environmental plan. Co-firing was added as a means of reducing the

cost of flame stabilization and light-off by substituting natural

gas for oil. Co-firing opportunities will depend upon the

economics of each plant and the disposition of the "WEPCO" issue.

Some of the tests under the Clean Coal Technology program show very

successful use of natural gas for reburn and that may be more

quickly embraced.

WEPCO was an attempt by Wisconsin Electric in Milwaukee to

refurbish part of a coal-fired plant that the Environmental

Protection Agency determined would require the unit to meet all of

the New Source Performance Standards of the Clean Air Act, thereby

making the modifications uneconomic. The concern for natural gas

is that by adding natural gas to a unit the New Source Performance

Standards would also be triggered. A proposed change to the Code

of Federal Regulations has language to resolve this issue; however,

if left unresolved WEPCO is a major risk for an electric utility

trying to co-fire.

WEPCO suggests that we will see more pressures for utilities
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to generate electricity with those fuel sources which are locally

indigenous, whether they traditional or non-traditional sources.

3.- Technology Improvementss Fortunately, technology

development is not static and technological development will

provide competition. Gasification of coal and a variety of other

feedstocks including municipal waste, provide a backup to natural

gas as well as a technology that meets environmental standards.

Here's an aerial view of the Coolwater Gasification Plant in

California. The low emissions from this plant, where are well

below the standards for coal-fired units are shown in Figure 14.

The results for S02 are an order of magnitude below the new source

performance standards. The next slide demonstrates similar test

results for NOx, as does the next slide for particulate, and

finally for Carbon Dioxide, Here's another view of Coolwater with

a bright gleaming light in the background. That's the tower at

Solar One, where conversion is now planned to a thermal salt to

create electricity as Solar Two. That brings me to the fourth

market factor to discuss with you:

4. R«n«vabl«s and Environmental Concerns: Some of you are

undoubtedly asking, how are renewables and environmental

externalities relevant to a gas industry audience? In some states,

in view of environmental and other concners there are significant

efforts to promote renewables which has the effect of driving up

the cost of all fossil generation so as to make renewable
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technologies or conservation more competitive. For example,

renewable technology is mandated to provide 50% of additional

electricity in California this decade by the California Energy

Commission. Wind technology in pax-ticular is bringing costs down

as the next slide indicates. Pacific Gas and Electric, the

operators of PGT, estimates that the levelized cost of wind energy

in 1990 constant dollars is 8 cents/kWh. The goal of the wind

community and the Department of Energy is a production cost of 5

cents this decade. Solar and geothermal producers as well are

making strides to improve their technology and reduce costs. While

this technology does depend on the weather, there are indications

that its ability to deliver coincides with the actual time of day

peak at some California utilities. These technologies will be

competitors.

5. The "MEGA-Nopr": Finally, let me speak briefly about the

role the "MEGA-Nopr" may play. Better utilization of existing

pipeline and storage capacity is a laudable goal. That has the

potential to help power generators as much as any end-user. We are

not without our concerns, especially if we have to bid for pipeline

capacity. Some generators of electricity may not be ready to bid

as rapidly as the timetable for implementation has been laid out

which could have some negative impacts on our utilization of

natural gas. It is not clear yet how fully the FERC appreciates

that the move to power generation, a long distance from gas

producing regions, is a move to a market unlike that which
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currently exists in the gas industry structure.

We know that last August, Wall Street was asking guestions of

attorneys with a gas practice, whether or not this rulemaking

potentially increases the risk of gas fired electricity production.

We hope that it does not, but at a time when a third of new

electricity production appears to be within the grasp of the

natural gas industry, more uncertainty is not needed and is not

conducive to meeting your marketing goals. The move to Straight

Fixed Variable Rates with their ensuing higher demand charges does

not make it easier for natural gas to penetrate the power

generation market.

But the key component of the MEGA-Nopr for our industry is how

curtailment is addressed. We recognize that there will be times

when either the physical molecules of gas we are transporting are

needed or that the pipelines won't have the capacity to meet all of

our needs. In those events where it becomes necessary to

confiscate a transporters natural gas, compensation at a premium

should be the recognized public policy. Confiscation should not

serve as a means to mask the business failures by LDC's by taking

resources and not compensating at a premium. If the FERC is

successful in moving to its unbundled world, curtailment has to be

a way of penalizing those who serve the core market inadequately,

rather than simply seizing resources that were subject to a

contractural arrangement between two other parties. The brave new



world of gas acquistion after the MEGA-Nopr has the potential to

unmask contracting failures in the LDC community.

Proscription of Natural Gas

We've recently noted that some leaders in the natural gas

industry would have reuglators proscribe the use of natural gas for

any one of a number of reasons. Such positions should be very

cautiously considered. Remember that had the 1981 and 1987

amendments to PIFUA not been enacted, power generation of natural

gas would be illegal today. If some in this industry embrace a

path of proscription, you may find technologies proscribed that are

not in the economic interest of your industry. From my work with

the renewable community, let me assure you that there are

substantial organizations who would proscribe a renewable path of

electricity production.

summary

Our review of future gas demand for generation shows continued

strong regional preference, has always been the case. It also

shows the substantial growth along the eastern seaboard which will

require pipeline capacity additions in order to serve the load.

Many of our existing gas-fired plants fuel switch to a commodity

which will probably not comply with many of the new emissions

requirements and that the alternate fuel for new units will be

distillate oil. Our demand for gas appears to be at the upper end

of some, of the gas supply scenarios. in serving our industry,
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there are a number of considerations that the gas transportation

sector of the gas industry must identify. Pipelines will be

dealing with a new group of organizations which they may or may not

be familiar. We recommend you get to know all of them very well.

Some of the real time operational differences that we see at this

point, especially dealing with load response and reliability are

crucial to a successful interface. Reliability is a word that our

sector of the gas market will talk about over and over and you need

to be able to stress in your marketing. In' short, the previous

levels of interaction must be replaced by a greater level of

coordination than both industries have had previously. And

finally, this like other bridge building, is a long-term effort.

The direction that our organization has from the members to do

whatever is needed to build better relationships with a new class

of suppliers is direction we take seriously.

For those of you who would like to concentrate on the electric

generation market, you may wish to attend the Natural Gas for

Electric Power Generation Conference that EEi is cosponsoring with

the Institute of Gas Technology in Chicago March 9-11.

Thanks for your attention, and it's been a real pleasure to be

with you this morning.
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FIGURE 1
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POTENTIAL IMPROVEMENT IN NETBACKS
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THE INFLUENCE OF PEAKING TURBINES
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THE PIPELINE CAPACITY PROBLEM
THE FLORIDA EXAMPLE
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Moderator Marcia Week: Our next speaker is Jeffrey Skilling. Jeff Skilling became
Chairman and Chief Executive Office of Enron Finance Corp. in August of 1990 and
then Chairman and Chief Executive Officer of Enron Gas Services Group in January
of 1991, with the merger of EFC and Enron Gas Marketing. Prior to his appointment,
Jeff was a senior partner of McKinsey and Company and was responsible for the
firm's worldwide energy and North American chemical consulting practices. Before
joining McKinsey in 1979, Jeff served as the Corporate Planning Officer with First
National Bank of Houston and, as an Associate with MJH, Nightingale and Company,
an investment banking firm in London, England. He holds a bachelor's degree from
Southern Methodist University and an MBA degree from Harvard Business School.
Please again help me welcome Jeff Skilling.
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Jeffrey K. Skilling, Chairman and CEO, Enron Gas Services Group:

Thank you Commissioner Weeks. We certainly do appreciate the hospitality that
we've been shown here in Arizona. I also would like to thank Frank Heintz and Mike
Foley for all the work that they did to put this meeting together. For me this has been a
real experience. I think if anyone in this room hasn't heard something new in the last
couple of days, they haven't been listening. I also have been absolutely amazed at the
honest efforts everybody is putting fonvard to try to understand where the other people in
this room are coming from. As a matter of fact, I asked Ed Texera yesterday evening if
he would mind if I used his name in vain today. He said he was going to be gone today,
I see he came back. He must have been afraid of what I was going to say. Ed, I disagree
with you, but I think one of the reasons that the industry is now moving in the right
direction is that at least we're talking about differences. I believe we can come to an
eventual conclusion about what the future holds and how we ought to think about this
business in the future.

One of the things I noticed yesterday is that we are struggling with analogies. We
are looking for guide posts or milestones or stakes in the sand to help us deal with the
enormous change in this industry in the last couple of years. I think we are looking for a
new paradigm or a way of thinking about or understanding how this industry operates.
I'm lucky to have an opportunity to be here to talk about what Enron believes the
paradigm is for the future. I feel different than that of some other people in this room.
Our activities in providing gas supplies to the electric power business are consistent with
our view of how the world is going to be changing over the next several years.

Out of the discussions dealing with long-term contracting that occurred yesterday,
two paradigms were offered. One, which was proposed by Don Bums from Oryx, was
what he called a "pendulum" to describe the way transactions are executed in the
industry. We've moved from one way of contracting and dealing with one another in the
eld regulated days to a new one. We'll probably move back to something that's
somewhere in the middle, that we've maybe overshot. That's one paradigm.

There was another paradigm offered yesterday by Doug Bobi, but what I believe
he was suggesting is that we have transitioned. We've moved from one state to a new
superior state in the way that the industry transacts business.

I'd like to propose a third paradigm, which is exemplified by our activities in the
power business and in providing them gas supplies. The paradigm I'd like to offer to you
is that this is the birth of an industry. In 1983, we emerged from a cul-de-sac. Why a
cul-de-sac? The system that was in place, the regulated system, the way natural gas was
transacted, could not survive in the absence of monopoly power to push prices through to
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consumers. Why 1983? In 1983 for the first time in the history of the regulated
business the burner tip price of natural gas exceeded residual fuel oil. And that's what
broke the monopoly. We had a lot of people in this country that started switching from
natural gas to other fuels, and at that point the system could not afford the inefficiencies
that have been built up over 30 years of regulation of this industry.

Why is that a different paradigm? The difference is that I don't think it's a
pendulum. The old system is dead. We're starting from scratch right now. And at this
point we have more to learn by looking at where we're going than by looking backwards
at how the industry used to operate. Let me describe that a little bit more.

There were many people yesterday who mentioned that we're becoming a
commodity business and now we're starting to see transactions that look like commodity
transactions. I agree with that. The question is what does that mean? I'll propose to you
that there are four types of commodity markets in the world today. One type of
commodity market for interest rates; one type of commodity market for currencies;
another commodity market for oil and gas; and yet another commodity market for
regularly traded metals and large-volume agricultural products. Each market type has
distinct characteristics, but all have similarities.

If you think of the world in this way, then you start thinking about where gas is
going to transition. What we think is going to happen is that natural gas is going to start
looking more like those businesses. We're going to see transaction structures that look a
lot more similar to what's happening in the financial industry and interest rates and
currencies than what the old regulated system looked like. What does that mean? Well it
means that we're going to start seeing totally different merchant structures put in place
over the next couple of years. We have not yet transitioned to this new state. This is a
very temporary position that we're in right now. The spot markets are not the ultimate
markets for selling natural gas. In the future the similarities of the natural gas market to
other commodity markets will become obvious to people.

We've spent the last couple of years really putting the prerequisites to this new
marketplace and this new merchant function in piace. And let me tell you what the
prerequisites are. The first one needed is a reliable settlement system. A reliable
settlement system means that we can transact business and be reasonably confident that
people can deliver and be paid for the product that they're delivering. That required total
change in the regulation of the gas transportation system in the United States. We are far
enough along in that transition that today, for all intents and purposes, we have a reliable
settlement system.
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The second thing you need is intermediaries to aggregate and provide liquidity
and financing to the industry. I think that Enron is moving in that direction as are a
number of other important intermediaries in the industry, for example, Natural Gas
Clearinghouse. I think there are enough of them in place today that we can be reasonably
certain of liquidity in the future and that transactions can occur.

And the third prerequisite is you need enforceable contracts. We are in the
process now of totally restructuring the contracts that are in place in this industry. And
these contracts look very very different today than they looked five or six years ago.
They're fundamentally different types of transactions.

That's where we are today, and that's basically the current spot market. Every
other commodity market that's gone that far, then continues to develop, develops by
adding "term" structure. With the exception of oil (and even oil is now developing a
term structure), none of those markets that I mentioned (interest rates, currencies, metals,
large-volume agricultural commodities) have a single spot market. They all have term
markets. And it's very natural for me to think about the cost of a 10-year debt instrument
or a 30-day bank loan, and they are different. They are different markets. The market
for 10-year gas is fundamentally different than the 30-day best efforts interruptible spot
market for natural gas. It has a different supply and demand characteristic and it has
different pricing. I think well see in the future that price differentiation will become
more obvious to all of us as these markets continue to develop and we start seeing
changes in the way that these markets transact business.

The reason that term markets developed in other commodities is not because
anyone's doing someone else a favor. Term transactions and long-term contracts do not
exist to do anyone a favor. You go to term structures because it's in the customer's best
interest, because customers get something they value in the different contract structure.
In an open and free market, uninhibited by regulatory restrictions, you would find the
natural gas market very quickly gravitating to a firm structure - where you have different
pricing; and different contract forms for supply reliability, physical reliability; and for
long-term pricing, different pricing structures and different pricing terms.

I'm going to show you a chart today that shows the "term" market is emerging. In
fact, it's experiencing explosive growth. At Enron alone in 1990 we did about 400 Bcf of
fixed-price long-term transactions, and by long-term, I mean more than two to three
years. That was in 1990. In 1991, we did almost a trillion cubit feet of purchases and
sales of fixed-price, long-term contracts. I would imagine that this year the number will
double again. Three years ago we were the only people doing it. Today I would guess
there are IS to 20 competitors in that industry. Those markets are becoming more liquid
and they're becoming more competitive.



I will show you on some slides what the price structure of that market looks like.
It's very interesting. The reason that it's interesting is it's damn cheap. Today you can
get long-term, firm-price commitments of natural gas at what I believe are very, very low
prices. And in fact, you can buy five-year gas cheaper, relative to spot gas, than you can
buy five-year money relative to 30-day bank loans. In that context I think we're going to
see that there's a huge incentive for customers to start transacting like this. I think what
we'll find is that if regulatory agencies and commissions try to inhibit that transition, 111
argue that the incentives are so huge, the benefits of moving these transactions are so
huge, that they will bypass you. The same way that producers and end-users bypass the
merchant function of the interstate pipelines because they offered a single plain vanilla
product. The industry needs product differentiation, they need new services and new
products, so that the market demand for natural gas grows.

Anyway, that's the starting point and let me see if I can go through a couple of
slides. In a way I guess I'm kind of lucky working for Enron because at Enron you get to
see the whole range of businesses related to natural gas. We have an E&P company; we
have a power development company; we have a liquids company that's a big consumer of
natural gas; we have a pipeline transmission grid; and then we have my business, a gas
services business, which is the non-regulated merchant function within Enron Corp. By
having all these businesses together you start to understand the needs and the
requirements of players on both sides.

Ill make a couple of assertions first. I think someone yesterday in the final
session pointed this out and I agree completely. Let's just start off by saying there is a
large potential reserve base. I don't think anybody questions that. But I will underline
potential because there is a deliverability issue; people have to invest to convert that to
true production. There is huge latent gas demand. Natural gas is a fantastic product. It's
cheap, it's clean, it's flexible, it's domestic. It is a fantastic product and it's selling for
about 25 percent of crude oil on a Btu basis.

The problem is that capturing future supply will require enormous new capital
expenditures by the exploration and production segment of our industry. Realize that
latent demand is going to require the same huge investments in consuming equipment,
whether it's chillers in an apartment building or an office building all the way to
cogeneration facilities. Today, neither side (producers or consumers) is willing to invest
given the high uncertainty of price and supply reliability.

Let me walk you through the chain and give you an idea of how much money
we're talking about. Let's start with the exploration and production business. Let's take a
look at a couple of independent oil and gas producers and just put down how much their
asset base is and how much production they have in a year. These are not atypical



numbers for a company that's involved in the exploration and production of natural gas.
On average this works out to about $ 11 of capital invested per annual Mcf of production.
Yesterday we talked a little bit about replacement cost and the fact that people say
replacement costs today are higher than current spot prices. That's a fact. The reason it's
a fact is this number right here. If their cost of capital is 10 percent, and that's probably
low, their cost for just carrying the asset base -1 mean no drilling, no people, no
production, no nothing -just to cany the asset base at a 10 percent cost of capital is
SI. 10. When they sell an Mcf of gas for $1.10 all they're paying for is the capital charge,
let alone the finding, development, production, taxes, and employment costs that go
along with that. That's the way it works.

With transmission you've got total asset base and throughput numbers. You need
about $1.22 of capital investment per annual Mcf of throughput.

For consumption, let's take a look at the electric industry. We've put a number of
projects down and these are ones that we are in negotiation with for service and gas
supplies. We announced one major gas supply contract on Friday. We announced three
more today, for a total of about 1.7 Tcf of gas moving to these facilities. These are their
economics. They're investing about $11 of capital per annual Mcf of consumption. In
other words, for consumers to use 1 Mcf of gas, they've got to put in about $11 of capital.
Add all that up and it looks like this. We've talked about the industry growing by 2 Tcf
per year for electric generation by the end of this decade. That means that we're going to
have to make $40 billion of capital investment to make that happen. And I can
absolutely promise you that in the current spot pricing environment that will not happen.

Why won't it happen? I'm not a forecaster but I'll tell you why it won't happen.
Because the banks won't lend against it. If you went to an exploration and production
bank today and you told them that you wanted to put $20 billion of assets in the ground
to produce additional natural gas, they'd say you're out of your mind. The price is $ 1.10,
there's no way you're going to pay that back. If you go to a bank today and say I want to
finance a cogeneration facility with no long-term gas supply contract, and you look at the
forecast for natural gas prices that in the year 2000 range anywhere from $2 to $ 19, the
bank is going to say you're out of your mind, there is no way we're going to finance that
project.

The only way you can string this chain together, to get these people to invest this
money, is if you can reduce the risk to all of the participants to get them to invest in
exploration and production, to invest in transmission, and to invest in new consumption
facilities.
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If you want a number to show how much we're talking about, in the transactions
that we've put together we have cut the cost of capital for this chain by a minimum of
300 basis points, three percentage points, by moving into long-term contracts. What that
means is three percentage points on $23 of investments, that's about $0.60 an Mcf you
can reduce the effective cost of gas to these facilities just by the transaction structure
you're putting place. The benefits are enormous, they're huge and are moving toward
more linkage between the various players in the industry.

Let me talk a little about what these new transactions look like. Here's spot, see
spot. The spot market is not even a market. I don't know if anyone here knows that. But
did you know that it's a best efforts transactions, which means that you don't actually get
anything when you agree to a spot price. It would be a little bit like you calling up your
broker, saying I want to buy a hundred shares of IBM. Ten days later he calls back and
says, ah, the price went up, I'm not going to sell it to you now. That's what this market
is. It's a best efforts market. We use the term "price majcure." This market is indicative
of nothing. It is indicative of current existing perceptions of people and it doesn't even
say what they're willing to transact business at because they can back out of the contract.
To tie prudence reviews of LDCs to this number is wrong.

This chart shows what the current yield curve is for interest rates. It costs you
more to get long-term money versus short-term money than it costs to get long-term gas
versus short-term gas. We know the money's going to be there is five years, we know the
money's going to be there in ten years. Not too many people know how much gas is
going to be here in five years or how much gas is going to be here in ten years. Why are
the prices so low? Because producers need price certainty and they're willing to sign
contracts at very good prices today.

What does that mean for capital investment in the industry? This is what we can
install a new base load facility for in natural gas compared to coal. If anyone in any of
your rate territories or any of your regions is building a coal facility, ask them why. We
can beat it with natural gas. It's cleaner, has a lower full life cycle cost and it's domestic.

I'm talking about power plants here, but I'd like to expand this just a little bit
because any capital investment today is a good deal when it's tied together with a long-
term, fixed-price contract. I'll give you an example. If I include an additional $1.50 per
Mcf to move gas from the wellhead to get to a CNG refueling station, I can give you a
three-year, fixed-price contract for natural gas io go into a CNG vehicle at the equivalent
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of $0.45 a gallon. That's heat content of gasoline, $0.45 a gallon. I'm willing to lock that
in for three years. What that means is that if you have an average fleet vehicle that's
moving say 50,000 miles a year, you will save $2,000 a year versus current gasoline
prices. $2,000 a year! That means we can pay off the conversion in year one and the
guy has free money for two years following that. This is a fantastic product. This is
good for everyone. It's domestic, it's cheap, it's clean. This is something that requires a
fixed-price contract because people have to spend money. They have to invest capital to
make this stuff happen.

I'll give you another example. Amory Lovins came in to see me the other day.
I'm sure you all know Amory. He asked if we could come up with a contract where we
could give them a fixed price for natural gas for chillers in office buildings, and I said
sure, we can do that. He said because what you can do is you can go and you can relight
the building; based on the relighting, you can downsize the chiller and using a megawatt
in avoided costs, you can install new gas chillers in that office building for free. And if
he can get a contract from me, where it's a direct conversion instead of going through
electricity before it gets into the chiller, I can cut his cooling costs by 50 percent. But
you need the fixed price. You need to know; you need to be able to plan that the facility
will be placed, will be economic over the term.

I'll just throw up one other example. I'd argue to you that most ratepayers like
stability on big ticket items. I have a fixed-rate mortgage. I think most of the people in
this room have a fixed-rate mortgage. Everybody in the world is moving to fixed-rate
mortgages now. Why? Because they can plan their cash flows. People don't like
instability. And I think what you'll find if you went out and asked a sample of the
customer base if they would like a fixed-price contract for gas - it might be a little bit
more expensive, but it would be stable - I'll bet you would find about 50 to 66 percent
would take a fixed-price mortgage even though they're more expensive than variable-
priced mortgages.

And by the way, your competitors are starting to do that now too. Fuel oil
companies in New York are now willing to commit to fixed-price fuel oil supplies over
winter. As I understand it, it's been a pretty hot product.
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So, I'll just run through very quickly some additional points that I'd like to make.
Let me start with some myths. Myth one: suppliers won't provide long-term, fixed-price
gas supply contracts. The fact is, suppliers will provide long-term, fixed-price gas
supply contracts if they're above replacement value. Quite frankly today they're willing
to do it well below replacement value. Suppliers are willing to enter into these contracts.
We did 500 Bcf last year and we'll probably do 1 trillion cubic feet this year.

Myth two: prudence means buying at spot. Reality: prudence means buying at
market. You're going to see a whole range of new products, each with their own market.
And the challenge to the regulators is going to be to make sure that they are being
prudently purchased. And that just means that you're seeing a reflective market price in
those products. Not that it's a spot market price.

Myth three: pipeline transportation is not available. Reality: anyone can get
transportation given time and willingness to carry the freight. You know the term "carry
the freight" relates to transportation. If you're willing to carry the freight you can get
transportation anywhere in the United States within a four to five year period max.

Myth four it is not in the interest of ratepayers to enter into long-term contracts.
Reality: left to their own devices, evidence suggests that customers would be
aggressively terming up gas costs in today's environment. I think if you went out and
sampled them, you'd rind that that's the case.

Myth five: current regulatory process provides a level playing field between gas
and coal. I really don't think it does. But it's not because the electric utilities like rate
base. What I think it is is a true economic decision that they take more exposure on a
disallowance of a commodity contract then on disallowance of capital investment. Just a
fact. If you're an electric utility, you would tend to bias your decision at this point
toward coal and away from natural gas. I don't blame them, I'd do the same thing if I had
an uncertain regulatory process that I had to deal with.

So, I'll just make one more assertion. There's a lot of supply out there; there's a
lot of demand. We've got to get capital investment if we want »n grow this market. By
the way, I think the potential is huge for growing this market. Which benefits everyone
because fixed-cost in the system can be spread over more people. But we've got to get
people investing, we've got to break the gridlock.
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The solution in our view is at least for a portion of the market - not all the market
but a portion of the market - moving to firm, known-priced contracts.

Anyway, that's all I have to say, and I tried to make it as provocative as I could.
Thank you very much.
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Moderator Marcia Weeks: Well we're right on time, we're doing very well this
morning, except for the microphone, it just won't behave. Our next speaker is Glenn
Schleede, and I've been trying to pronounce that name all morning, Schleede. If you
look at it in ycur conference material and you'll also notice that it doesn't mention
where he comes from, except that he's a consultant. So, I'm going to tell you.
Because I think you ought to remember when you have a consultant speak to you,
where this man comes from, so that he can get some business. And, he comes from
Energy Market and Policy Analysis Incorporated. It's a newly established consulting
practice and we'll judge today how he speaks and whether or not we're interested in
using him as a consultant. But, for the last ten years, he's has worked for the New
England Electric System (NEES). There he was a systems vice president and
president of the systems fuel and transportation subsidiary. He had the responsibility
for the systems fuel procurement of coal, oil and natural gas. Before joining NEES, he
was the executive associate director of the U.S. Office of Management and Budget
(OMB); a Senior Vice President in the National Coal Association; and Associate
Director, Energy and Science of the White House Domestic Council - pretty
impressive. He graduated from Augustis Odolphus College, B.A., University of
Minnesota, M.A. and Advanced Management Program of the Harvard Business
School. He has indicated that he expects energy markets to continue to be volatile
and challenging. Energy producers, transporters and users facing increasing
pressures to reduce costs, become more efficient, and meet tighter environmental
requirements. So again, would you please welcome Mr. Schleede.

OBSTACLES TO THE PENETRATION OF ELECTRIC GENERATION
MARKETS BY NATURAL GAS

GLENN R. SCHLEEDE, PRESIDENT
ENERGY MARKET AND POLICY ANALYSIS, INC.

INTRODUCTION:

Thank you, Commissioner Weeks, for your introduction.

it is a privilege to address this impressive group. The National Association of
Regulatory Utility Commissioners (NARUC) and the Department of Energy (DOE) are
to be congratulated for arranging this very timely conference on State regulation and
natural gas.

My topic for today is: obstacles to the penetration of electric generation markets by
natural gas. Mr. Malloy has asked that I base my presentation on a paper with that
title that was prepared for a November 13,1991, meeting in Houston of the Natural
Gas Subcommittee of the National Petroleum Council (NPC).
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DOE has kindly reproduced that paper and copies are available for all participants. It
is a long paper and I will merely summarize its key points during my comments this
morning.

The paper is based heavily on experiences of the New England Electric System
(NEES) during the past 4 years in arranging gas supply and pipeline capacity for two
significant gas-fired electric generation projects.

While the paper is based on experience at NEES, I must point out that I can no longer
speak for NEES since I have taken early retirement from that organization, after 10
years service, to begin a consulting practice. Mr. James Mahoney, who is in charge
of all of NEES Companies' fuel procurement activities, is here today and will be able
to respond on behalf of NEES if there are questions. Jim reported tc me at NEES
and he is the one who directly oversaw the excellent work that has been done in
making arrangements for gas supplying and transportation.

The paper is prepared from the vantage point of an electric utility and is an attempt to
be constructive in identifying obstacles to natural gas use. It is blunt in pointing out
producer, pipeline and regulator-related obstacles. Undoubtedly, the viewpoints of
these other parties are not adequately reflected in the paper.

I also want to emphasize that the NEES projects and gas arrangements should not be
considered typical of utility projects. The interest in gas use will vary by generation
unit, from utility to utility and from region to region.

I should mention one other qualification that you may want to take into account as you
consider the views I express. That is, I fully expect that energy supplies will be
plentiful in the years ahead, that there will be intense interfuel competition and that
prices will remain relative low. It is important for you to recognize this view since it
explains in pan: a lesser interest in long-term contracts than might be the case if I
thought natural gas supplies would be short and that prices were going to rise rapidly.

NEES PLANS FOR USING GAS

While I believe NEES plans for using gas are significant, the quantities involved are
quite small compared to the gas consumption of an electric utility with major gas-fired
generating facilities such as Houston Lighting and Power. The plans are particularly
significant because gas-fired generating facilities are in New England and, thus, "at the
end of the pipeline." As you know, New England is not a major gas-burning region.
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Before describing the projects, I will describe NEES very briefly:

NEES is a public utility holding company headquartered in Westborough,
Massachusetts.

NEES Companies serve 1.25 million customers in Massachusetts, Rhode Island
and New Hampshire.

The NEES Companies have annual revenue of about $2 billion and assets of
about $5 billion.

NEES Companies' market share is about 20% of the total New England market
for electricity.

Energy sources for producing electricity for NEES companies' customers
includes coal, oil, nuclear, hydro and small amount of natural gas. Some power
is purchased from others, including non-utility generators (NUGs).

Parenthetically, before describing the gas-fired projects, I will make one other point to
underscore the potential importance of electric generation for future gas markets.
That is that electric utilities are steadily accounting for a larger and larger share of
total U.S. energy demand. Specifically, in 1973, electric utilities accounted for 26.7%
of all the Btus consumed in the U.S. By 1980, that share had jumped to 32.3% and,
by 1990 had risen to 36%.

I'd like to turn back to NEES and describe the energy mix for generating electricity for
NEES customers:

In 1979, 78% of the energy cama from oil, with the rest from nuclear (14%) and
hydro (8%).

In 1990, the mix included 42% coal, 22% oil, 19% nuclear, 8% hydro, 6%
renewables (largely purchases from energy-from-trash projects), and 3% gas
(which includes interruptible gas in two plants in Providence, Rl that normally
burn oil, and purchases from gas-fired NUG facilities). Coal reentered NEES'
energy mix in the early 1980's when 6 generating units, originally constructed to
burn coal but switched to oil during the low oil price years, were converted back
to coal.

By 1995, NEES Companies expect gas to supply 22% of the energy needed to
provide electricity for NEES customers.
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PLANNED GAS FIRED PROJECTS

The 22% energy share for gas comes from 3 sources:

1. Brayton Point #4: The first project involves the addition of gas burning
capability at New England Power Company's Brayton Point Unit #4, which is a
435 megawatt (MW) oil-fired unit currently using residual oil. Algonquin Gas
Transmission Company has built an 11-mile pipeline to Brayton Point from its
nearest lateral.

The principal stimulus for the addition of gas burning capacity was the
Massachusetts Acid Rain Law which requires substantial reduction of SO2
emissions by January 1, 1995. The Massachusetts requirement is quite similar
to the national requirement that will be effective January 1, 2000.

This generating unit will have peak gas use of about 120 million cubic feet of
gas per day (MMCF/D) and average use of about 60 MMCF/D.

2. Manchester Street RepowerinQ. The second project involves the repowering of
the existing 150 megawatt Manchester Street station which consists of 3 50-
MW oil-fired units which also burn natural gas when it is available and
economic on an interruptible basis.

When completed in about 1995, this project would be a 450-MW gas-fired
combined cycle station which would have #2 oil as a backup fuel. The state
siting council has restricted the use of #2 oil, generally, to situations where gas
simply isn't available to the plant and then on a 30-day per year basis. This
restriction prevents switching to #2 oil and allowing LDCs in the area to use the
gas for heating on cold days -- a measure that would save money for both gas
and electric customers and increase the efficient use of pipeline capacity.

When completed, this plant will have peak demand of about 95 MMCF/D and
average gas use of about 85 MMCF/D.

3. Purchases from non-utility generators: The third contributor to increased
reliance on natural gas is via purchases from non-utility generators (NUGs). At
present, NEES companies' purchases from NUGs using natural gas equal
about 495 MW from 3 plants. These plants have a total capacity of 780 MW.
Their peak gas use is about 160 MMCF/D.

By 1995, planned purchases equal 635 MW capacity from 5 plants which would
have total capacity of about 985 MW and peak gas use of 190 MMCF/D.
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The planned gas use may be small compared to states where gas use for electric
generation has been common. However, these quantities are significant in New
England where plants are "at the end of the pipeline."

GAS SUPPLIES AND PIPELINE CAPACITY

New England Electric System companies decide early to try to get about two-thirds of
its total gas requirements for Brayton Point and Manchester Street from U.S. sources
and one-third from Canada. This strategy of diversifying supply sources parallels the
strategy for procuring coal. New England Power Company can use coal from three
areas in Appalachia (and certain foreign sources) and can the move the coal over
three different railroads to East Coast ports and then to New England by ship and
barge.

Arrangements are in place for obtaining up to 60 MMCF/D of gas from producers in
Alberta, moving that gas across the TransCanada Pipeline to the new Iroquois
pipeline, then to the connection with Tennessee Pipeline at Wright, NY, and then to
the connection with Algonquin at Mendon, MA, with Algonquin then delivering the gas
to the Brayton Point and Manchester Street plants.

Jim Mahoney has also lined up another 60 MMCF/D in gas pipeline capacity from Mid-
continent regions. This gas would come up the ANR Pipeline to Ohio and then move
over Columbia pipeline to the connection with Algonquin at Hanover, NJ, and then to
the Brayton Point and Manchester Street Stations.

IMPORTANT CONSIDERATION WHEN PLANNING GAS FOR ELECTRIC
GENERATION

There are important considerations when planning gas use for electric generation
which are different from gas for other end users. Six points are particularly important:

1. Electric generation units run when there is a demand for electricity. Base load
plants run nearly all the time. Intermediate or "cycling" plants run when
demand warrants - which is generally during the day on weekdays and at other
times when base load plants in the region are out of service. Peak load plants
run only when electricity demand is at its highest points. According to EPRI
data, gas peaking plants run, on average, about 3% of the time.

2. Gas-fired generating units have very different pressure requirements, start-up
times and backup fuels. Steam units require input gas with pressure in the
range of 25-100 pounds per square inch (psi) and have 2-8 hours start up time
for base load units and 1-4 hours for peaking units. The backup fuel is often
residual oil. These units will usually be used in cycling or peaking service.
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NEES ELECTRIC GENERATION Mix]

Oil 78%

Hydro 8%

Nuclear 14%

1979

Coal 42%

Gas 3%

Oil 22%

Renewables 6%

Hydro 8%
Nuclear 19%

1990

Gas 22%

Nuclear 18%

Coal 42%

Renewables 6%

Hydro 12%

Projected 1995
REPRESENTS NEES OWN LOAD MIX



Combustion turbines, typically used in peaking service, have a start-up time of
10-20 minutes and require input gas at 100-300 psi in "conventional" units and
400-500 psi in the case of new high efficiency units. Backup fuel is usually #2
oil.

Combined cycle units have a 10-20 minute start up time for the gas turbines
and 4-8 hours for the steam cycle. Gas pressure and backup fuels are similar
to those for combustion turbines mentioned above.

3. "Economic Dispatch" determines when generating units are run. Since
electricity demand varies widely over time, different units run with
different frequency, depending upon variable costs (primarily fuel). The
lowest variable cost available unit runs first. If a lower cost unit is out of
service on a planned or unplanned basis, the next higher cost unit
comes into service.

The net effect of the above is that it is very difficult to predict the exact amount
of gas that will be needed and the amount will vary widely from hour-to-hour
and day-to-day.

4. Because of the above factors, electric utilities need flexibility to vary the quantity
of gas taken.

5. To hold down costs for electric customers (always an objective), electric utilities
need the ability to "manage" pipeline capacity and gas supplies when they are
not needed; i.e., the ability to either not take the gas or to sell the gas and
pipeline capacity to others.

6. in addition, it should be noted that there is widely differing interest from one
situation to another in the interest in long-term contracts.

The paper which I referred to earlier and which DOE has copied for distribution
to you outlines some of the key reasons for differences in interest.

DEMAND CHARGES ARE AN IMPORTANT CONSIDERATION

I want to interject here that demand charges are an important issue and have been
made even more important by the FERC's proposed Mega-NOPR. Many who
compare the alternative costs of gas and coal-fired generating plants often point out
that capital costs of a gas-fired plant is generally lower than for a coal-fired plant of
equivalent capacity, and that even when somewhat higher fuel costs for gas are taken
into account, the cost per kilowatt hour of electricity is often less.
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While ail this is true, it is important also to recognize the added risk that an electric
utility takes on when the utility commits in advance to 20 years of demand charges.
For example, the Manchester Street repowering project that I mentioned earlier
involves capital costs of roughly $600 million. The demand charges for the firm
pipeline capacity associated with gas for that project total around $800 million. That
is, in effect, a take-or-pay liability that lasts for a long time. Quite naturally, this is one
more concern for an electric utility - recognizing that, over the past 12 years,
perceptions of the availability, of natural gas and national policies with respect to the
use of gas for electric generation has changed.

This "demand charge risk" would be increased under the Mega-NOPR - which, under
the proposal for straight fixed variable rate design - would increase gas pipeline
demand charges and lower commodity charge. This is one more added risk that may
increase reluctance of some to use natural gas.

CONTRACT TERMS

The differing needs of electric utilities for natural gas - compared to other users -
have important implications for terms of gas supply and pipeline contracts. More
specifically:

1. Electric utilities need the ability to "swing" or change frequently the volumes of
natural gas they take because units -- particularly cycling and peak load units --
may or may not be needed to produce electricity at any point in time.

2. To help hold down fuel and pipeline costs paid by electric customers, electric
utilities need the ability to sell ("broker") the unneeded pipeline capacity and gas
supplies.

3. Utilities normally wouid be quite willing to allow producers to sell the unneeded
gas to others when the utility's "take" is low.

4. Utilities generally prefer "pure" commodity rates, without reservation fees.

5. Many utilities prefer indexed prices because they need to keep fuel prices in
line with market prices.

6. Many utilities also prefer price reopeners for both parties, with options to
terminate - simply because long-term contracts that become "losers" for one
party or the other often end up in costly court suites.

7. Utilities can be expected to seek base gas prices at a discount -- not a
premium -- for long term contracts. This is common practice in coal and oil
contracts. Coal and oil suppliers tend to place a value on long term contracts
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because they hold down transaction costs and provide a better basis for
planning -- thus reducing the suppliers' costs.

8. Utilities also seek an "appropriate" level of "security of supply." They recognize
the concern in the gas producing industry that resulted from long term contracts
entered into many years ago that had fixed prices and the supply was
"warranted."

OTHER CONSIDERATIONS

There simply is not enough time to cover all the other points in the "Obstacles" paper
dealing with use of natural gas in electric generation. I will close by merely calling
your attention to other concerns that are cited in the paper, such as:

1. Concerns about the adequacy of the North American gas resource base and
whether supplies will be available at "reasonable prices" (a concern that seems
to be declining).

2. The unbelievable complexity in buying gas and gas transportation compared to
buying oil and coal.

3. The concern about potential curtailment of gas supplies on cold days.

4. The recent threat in some gas producing states to impose prorationing.

5. Actions by regulators involving overriding of contracts reached in the
marketplace, limitations on use of backup fuels and frequent changes in
regulations.

You will also find comments in the paper on the relative advantages of gas and coal
as a fuel for electric generation. I would welcome any comments you may have on
the paper and welcome your questions.

Thank you.
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A. Existing NEES Facility: Manchester St. Station. Providence. Rl

. 150 Megawatts(MW) - Three 50-MW Oil-fired units

. Use interruptible gas when available & economic

. Peak gas use: 36 MMCF/D; Avg, gas use: 10-15 MMCF/D

B. Planned Gas Use - NEES-owned Facilities

1. Brayton Point Unit #4: Gas Burning capability & 11 mile pipeline just completed
. 435 MW unit now using residual oil.
. Stimulus for gas: MA Acid Rain law.
. Peak gas use: 120 MMCF/D; Avg. gas use: 60 MMCF/D.

2. Repowered Manchester St.Station - Expected on line 1995
. 450 MW (3 units) gas-fired combine cycle.
. #2 oil backup, but only if gas not available ("force majeure").
. Peak gas use: 95 MMCF/D; Avg. gas use: 85 MMCF/D.

C. NUGs: Purchase from non-utility generators using gas

1. At present, NEES purchases equal 495 MW of capacity from 3 plants.
Plants have total capacity of 780 MW.
Peak gas use: 160 MMCF/D

2. By 1995, planned purchases equal 635 MW capacity from 5 plants.
Plants have total capacity of 985 MW.
Peak gas use: 190 MMCF/D



IMPORTANT CONSIDERATIONS WHEN
PLANNING GAS FOR ELECTRIC GENERATION

A. Frequency with which units run.

B. Units have different input gas pressure requirements,
start-up time & backup fuels.

C. "Economic dispatch" determines when units are run.

D. Electric utilities need flexibility to vary quantity of gas
taken.

E. Need ability to "manage" pipeline capacity & gas
supplies when not needed.

F. Interest in long-term contracts vary among electric
generators.
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IMPORTANT CONTRACT TERMS

A. Flexibility to "swing" volumes.

B. Allow selling of unneeded pipeline capacity & gas supplies.

C. Right of producer to sell gas to other markets when takes are
low.

D. "Pure" commodity rates, without reservation fees.

E. Indexed prices, supplies when not needed.

F. Price reopeners for both parties, with option to terminate.

G. Base prices at a discount — not a premium -- for long-term
contracts.

H. An appropriate level of "security of supply."



CONCERNS & ACTIONS THAT REDUCE POTENTIAL INTEREST IN GAS USE

Concerns:
A. Adequacy of North American gas resource base & supplies at "reasonable"

price: Concern seems to be declining (Finally!).

B. Unbelieveabfe complexity in buying gas and transportation.

C. Potential for curtailments on cold days.

D. Ability of pipeline system to respond to rapid changes in demand.

Actions by Gas industry:
A. Prorationing threat: A great way to discourage interest in gas use!

B. High pipeline demand charges (They offset gas' plant capital cost advantage!)

C. Attempts to "scare" price up that scare markets away:
. "We can't produce gas for less than $ x per MCF."
. "The rig count is down and producers are going out of business."

Actions by Regulators:

A. Overriding contracts reached in marketplace.

B. Limits on backup fuels.

C. Frequent changes in regulations.



CHOICES BETWEEN COAL & NATURAL GAS FOR ELECTRIC GENERATION

Natural Gas Advantages:
A. Less adverse environmental impact (e.g., S02, C02 emissions).

B. Less waste.

C. Lower capital & O&M costs, BUT high demand charges.

D. Higher efficiency units.

E. Lower fuel inventory carrying costs.

F. Greater public acceptance in many areas.

Coal Advantages:
A. Less complexity in procurement & transportation arrangements.

B. Potentially fewer operation problems (e.g., pipeline vs. coal pile; sharp changes in fuel
needed at start-up & shut down).

C. Coal suppliers more experienced in contracting w/utilities and familiar with operating
requirements.

D. Coal state Government officials willing to have taxpayers or electric customers subsidize
coal use.

E. Generating plant managers more comfortable with a fuel supply they can see!

F. Some in electric utility industry still skeptical about long term supply & price of gas.



Moderator Marcia Weeks: We have about three minutes. Are there any questions?

Q: Yes, Fred Corbin from the Indiana Commission. In all the discussion about
removing regulatory barriers, it has been mentioned, but I'm surprised no one
has emphasized that many of these are statutory changes, not actual rules by
regulatory bodies. What do you think the chances are of Congress, or the
various state legislators, making the changes that are discussed without
conditioning them in one manner or another? And what do you think the long-
range effect of that would be?

Marcia Weeks: Who would like to take that?

A: Commissioner, I think there certainly will be some conditions on some things
that will require legislation. For example, you know and that's part of why we've
got what we have left in the Fuel Use Act, that there was some conditioning at
that point to equate whole state number's concerns. But there are some other
things that we believe can be done in regulation. You know, there's a balance
there that has to be met. Both in how laws are, to carry out laws that are put in
place, and they can certainly look at some of those as well as the regulation
itseff. Both of those have got to be addressed.

Marcia Weeks: Any other questions?

Q: Yes, I'm Mike Biddison from the State of Ohio Public Utility Commission and we
find in Ohio that politics plays a great role favoring one type of fuel use over
another, as Ohio is a traditional coal producing state. And even with this
window of opportunity that's been presented with the Clean Air Act
amendments for the gas industry to have an opportunity to move into electric
power generation, it doesn't appear to be happening in Ohio, where we think
that there are hard and good opportunities for retrofit. Are you finding this in
other parts of the country and how do you stand against that?

A: I'll take a shot at that one. We're negotiating contracts all over the country. I
think in every case where we're negotiating gas supply contracts, we can beat
coal on an economic basis. We're winning less than 30 percent of those
contracts. Now, whether or not that's a function of bias, or whatever, I don't
know. But I think it is not just to say that natural gas will win is just not a fact,
even if the economics are there. I think when it really comes down to the
"come to Jesus meeting" when people have to sign on the bottom line and not
on their estimates, or their forecasts, but when it's time to sign your name to a
contract, I think people tend to go for the lowest risk, lowest regulatory risk
option and that tends to be coal.
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Marcia Weeks: No politics involved?

Schleede: Since I haven't really learned to be a consultant yet and keep my mouth
shut. Clearly in Ohio, Indiana, Kentucky, West Virginia, Pennsylvania
and I think I linois, there are strong political pressure to use indigenous
coal. Also in Virginia, a utility gets $3 a ton rebate for using indigenous
coal. Somebody's paying for that, of course, principally the electric
customers. But in those areas, coal can often beat other fuels. In New
England, on the other hand, it's very difficult to build a coal-fired plant,
with local opposition. So it's quite unlikely that there will be additional
coal plants there, largely from environmental and not-in-my-backyard
kind of reason. But there's no question that politics is playing in the
game.

A: I think Glenn's absolutely right, especially when you go look at what happened
in West Virginia when the Allegheny power systems proposed to put the first
scrubber on the Harrison plant to bring it into compliance and we had a major
bru-ha between the gas industry and the coal industry there over whether it
would be a scrubber, whether it would co-firing and what finally the gas industry
got out of it was not particularly great. And the political pressures in those
states where there are mines close, it s quite substantial. And the flip side of
that is, you look at where we are building across the country and other than a
plant called Clover in Virginia and one in South Carolina and what's being dealt
by the independent power producers that are coal-fired and they're not many,
everything else is gas. So there are political considerations, but I would
suggest rather than just calling them political considerations, step back and
remember the history of the electric industry has always been to use that fuel
which has been indigenous to the area and which the electricity's been
required. Whether it's hydro in the northwest, gas in the southwest, coal in the
midwest, that's our industry's history and I would suspect that there will
continue to be a certain flavor to that.

A: Well if I might, I might want to lend a bite for anybody that may want to look at
the marketplace in Ohio for retrofits. One is that you should compare the costs
of natural gas as far as the capital costs, the fuel costs, and the environmental
with coal retrofits and demonstrate that the life-cyci® for the life of a plant may
be less. Secondly, you need to educate the public and educate the region
really on the efficiencies of natural gas and the benefits of it, and that you need
to enter into some sort of long-term reliability type contracts that the costs
associated with it would be some sort of economic indicator that may run with,
be associated with costs of coal. And on the investment and risk participation, !
would greatly urge you to look at the taking of the the risk and the retrofits to
ensure that the electric utilities, that their risk would be minimized on the capital
costs.
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Q: I have a two part question for Mr. Skilling. First of all, the question is, were the
numbers that vou presented for long-term pricing based on virtually 100 percent
load factor coi ^cts, and if so, what then do you propose, or what are you
marketing for customers who can't use gas on that high load factor basis?

A: The numbers were for 100 percent load factor gas. We will provide contracts at
significantly lower load factor numbers and it's just the way it works ~ it's an
option contract. I guess that's the best way of thinking about it. What we've
found is people say they need a 30 percent take flexibility, let's say. So they're
contracting essentially for 70 percent of whatever the total contract value is.
What we've found is that the spot price is 1/1000th of a cent above the contract
price. They will be at 100 takes, and HI take that gas somewhere in the
system. If the spot price is 1/1000th of a cent below the contract price, they're
be at minimums. So it really acts like an economic option. It's not an
operational option, it's an economic option. And we price it that way. We use
Black Sholls models, the same way that a financial company would use a Slack
Shells model for an option cost. If it's a full requirements contract where the
economic issue is less, then we can cut the cost of that significantly. So, it's
really, and again, it just points out how complicated these contracts are
becoming. My heart goes out to the regulators, because I think you're going to
have a hell of a time figuring out what's a reasonable price to pay for these
things. And I don't know quite frankly how you do it other than just saying, let's
look at the market. You now have people bidding on these contracts. And
regardless of what the absolute number, just ensure that the process is fair,
and the process is prudent, and then whatever the contracts come in at, just
accept that is what the market price is, as long there is competition for them.
But it's hard, very complicated.

Marcia Weeks: One more question over here.

Q: Thank you. I think it's fair to say from a lot of your remarks that they'll be
increasing tensions between federai gas, electric and environmental policy and
state gas, electric and environmental policy. How do you see those tensions
being resolved in the longer term?

A: In ten seconds or less, how are we going to resolve that folks? I guess you
were addressing that to me? The potential is certainly there for increased
state/federal tensions. We see some of that partially in some of the
contractual portions of the Mega-NOPR and they present that problem to it. On
environmental, I think the big challenge is going to be reconciling some of the
environmental regulations at the state level with the desires of you in the
regulatory community who regulate that which can be recovered against your
state environmental regulators who may be mandating different kinds of
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requirements upon us. But at the federal level, I think there is a tremendous
conflict between, or potential conflict, between some of the things that DOE
might like to do, or DOE and Interior would like to do on offshore, on WEPCO,
where EPA would like to be. And there is a clash between energy and the
environment and good economy and a productive economy, is one that all of us
have got to work out.

Q: Let met just add one little thing to that, Commissioner Weeks. There's one
thing I'd like to draw a contrast between this meeting and one that was held a
couple weeks ago with the NPC natural gas study -- we met in Washington and
then they had a plenary in the morning and breakout sessions in the afternoon.
Several people who are here attended that meeting, and I don't know whether
they'd agree or not, but I think there's an interesting contrast here. In that
meeting, most of the obstacles that were talked about were what could we in
the gas industry, in the various segments of the gas industry, do to increase the
consumption of gas. So it's a surprisingly small group who is pointing fingers at
the federal government and the state regulators as to what they have to do. I
would like to suggest to people to not go away from this conference saying that
it's purely the regulators, it's the federal government, that's got to act before
things can happen. I think there are enough creative people in this industry
and it's a matter of talking together. I'm very proud of Jim Mahoney and what
he has done to get gas to New England. What Jeff is doing is obviously
creative and different And people in the industry, I think, are going to solve a
lot of the problems, rather than blaming everything on Washington and the state
regulators.

Marcia Weeks: Thank you. ! like that gentleman's answer. And I would like to
comment on that as well. I think within this room and how you've been
attentive through these discussions and if we could just have this meeting one
more time and invite some more of the interested parties to the table or to this
room with more discussions, I don't know how many electrical companies were
invited to this discussion, or are in the audience, but I would think that could be
broadened, and the environmentalist element and regulatory element could be
broadened as well. And we could have even better discussions than this. And
! don't know how you could really improve. But it seems like there's a lot of
interest here for using gas as a new generating capacity for electric. I think
with this discussion today, we've found that we're impressed that it's on the
move, but we still have some hurdles to go. And more discussions like this.
I'm pro-gas. My gas company that I regulate, Southwest Gas, certainly doesn't
think I'm pro-gas, but I'm pro-gas. I really am. I don't want to leave my house,
because I have gas for heating and cooking, and I don't want to sell my house.
Because the gas limitations as far as new housing in the area, they're there.
So we need more talks between electric and gas, like this today, to further our
efforts. So I would like to thank you as audience and I'd certainly like you to
give a large applause to our fine panel.
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DOE/NARUC Conference, February 2-5,1992
Panel: Natural Gas, the Environment and Energy Security
Tuesday, February 4,10:45 -12:00 Noon

Moderator: Dale Morgan, Commissioner, Arizona Corporation Commission

My name is Dale Morgan. I'm a Commissioner with the Arizona Corporation
Commission. Ken Malloy was originally scheduled. I'm substituting for him. As you
know, this panel's title is "Natural Gas, the Environment and Energy Security."
Basically, the panel will highlight the opportunities for the expanded use of natural gas
which results from either the fuel's environmental advantages or the fuel's capability to
enhance national energy independence and security. On the dais with me today is
Bob Catell. I must warn you, I met him first out in the hallway and he tried to sell me
the Brooklyn Bridge. Keep this in mind as he's talking. He will discuss natural gas
vehicles, focusing on the activities of his own company and other information which he
may care to present as the former chairman of the Natural Gas Vehicle Coalition.

Next to him to his right is Dave Jones, he is still so enthused about the Atlanta
Braves, I'm not sure what he will discuss either. But he's scheduled to discuss gas-
fired air conditioning and humidity control, focusing upon the activities of his company
and other information which he may care to present as a member of the board of
directors of the American Gas Cooling Center.

Jerry McLeod is to his right. Jerry and I were in Tulsa, Oklahoma, at the same time. I
was working for Oklahoma Natural Gas Company when he was working for Citizens
City Service, so although we never met, we both held high positions. I was the
emergency dispatcher for that company working from 11 to 7 and he worked in
various positions I'll get into later.

And last but not least is John Hoffman, who will discuss natural gas usage from his
viewpoint as director of EPA's Division of Global Change. I really appreciate John, if
he has one sentence in this information I have and he has a one paragraph short
resume. That really helps when you're introducing. You other three ought to take that
into account.

The first speaker will be Bob Cateil. Bob is President and Chief Executive Office of
the Brooklyn Union Gas Company, a public utility serving over 1,100,000 customers in
the borrows of Brooklyn, Queens and Staton Island with annual revenues in excess of
1 billion. Now you see the reference to the Brooklyn Bridge. Mr. Catell is also a
Director of the American Gas Association and a member of its Government Relations
Committee, Society of Gas Lighting and the New York State Professional Engineers
Society. He is on the Advisory Board of the City College of New York School of
Engineering and is a trustee of Brooklyn Law School. He received both his bachelors
and masters degrees in mechanical engineering from City College of New York. Let
us welcome Mr. Bob Cateli.
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Thank you and good morning. I an pleased to nave the
opportunity to talk to you today about an exciting and challenging
new market opportunity for the gas industry - natural gas vehicles
and their impact on the environment. I would like to focus my
presentation on the inroads that have been made in developing the
NGV infrastructure and discuss what is still needed to make this
opportunity a reality.

The need for NGVs has never been more prevalent. Over 100
million people live in some 100 cities that fail to meet federal
air quality standards for ozone, over 40% of these urban ozone
problems are caused by emissions from motor vehicles, which produce
about 2/3 of the carbon monoxide pollution and 50% of the volatile
organic compounds and nitrous oxides. The long-term health risks
posed by vehicle pollutants have been well documented and are only
expected to escalate with increased driver mileage over the next
decade. From an economic standpoint, our dependence on petroleum-
based fuels has contributed to the importing of over 50% of the oil
we consume in this country. The national security risk associated
with this dependence was accentuated during the Persian Gulf Crisis
with volatility of gasoline prices at the pump. The potential of
oil to desecrate our environment was demonstrated by the large
number of oil spills over the last two years, most notably the
Exxon Valdea spill that destroyed wild life in Alaska's Prinoe
William sound.

In response to these issues, federal, state and city
legislation is currently being developed which, in addressing these
environmental, economic and societal concerns, further emphasize
the need for natural gas vehicles. The 1990 Clean Air Act sets
more stringent tailpipe emission standards and requires a
percentage of new fleet vehicles in 22 cities to meet low emission
standards, starting in 199a, through the use of reformulated
gasoline or alternative fuels. The Act also establishes a pilot
program in California that will introduce 150,000 clean fuel
vehicles by 1996 and 300,000 vehicles by 1998. The state of
California adopted even more stringent emission standards which can
be adopted by other states in lieu of the federal standards. The
California emission standards cannot be mot by conventional
gasoline and will require reformulation at substantial cost to the
oil companies, and will result in increased usage of alternative
fueled vehicles.

The national Energy Strategy provides for a reduction in this
country's dependence on foreign oil by mandating that 10% of total
U.S. motor fuel be replaced by clean alternative fuels by the year
2000 and it excludes reformulated gasoline aad diesel as acceptable
alternatives. City local laws like NYC Local Law 6, implement
testing programs of alternative fuels in city fleet vehicles and
mandate increasing the percentage of alternative fuel vehicles in
city fleets in future years. These and other pending legislation
will require the expanded use of alternative fuels in the market
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place, with an emphasis on natural gas because of its availability
and environmental benefits.

Natural gas is the best fuel for the environment. Vehicle
emissions of all pollutants are reduced with NGVa in comparison to
gasoline, use of natural gas as a motor fuel will reduce carbon
dioxide emissions, the primary greenhouse gas thought to contribute
to global warming, by as much as 50% compared to gasoline.
Reactive hydrocarbons, precursors of urban ozone and smog formation
will be reduced by as much as 90%. Carbon monoxide and nitrous
oxides, two other harmful vehicle pollutants, will be reduced by as
much as 90% and 40% respectively. Partieulates, emitted in large
quantities from diesel engines, are virtually eliminated with
natural gas. Clearly, NGVs provide an ideal method of compliance
with the most stringent of emission standards. The reduction of
vehicle pollutants not only reduces health hazards caused by these
emissions but also provides monetary societal benefits through
avoided pollution control costs.

Zn addition to the advantages of NGVs from an emissions
perspective, NGVs offer many other benefits. Our large North
American supply of natural gas is more than sufficient to
accommodate large scale market growth of natural gas vehicles. The
American Gas Association projects that the maximum incremental
demand for natural gas directly related to tiie mobile source
provisions of the 1990 Clean Air Act will reach 1 trillion cubic
feet by the year 2005, only about 4% of the projected natural gas
supply in North America at that time.

Market penetration of NGVs and the subsequent reduction in
gasoline consumption will reduce oil imports and minimise the
environmental hazards of oil transportation and storage. Natural
gas vehicles tie in well to the concept of integrated resource
planning: from wellhead to end uso, natural gas is the most
efficient and economic basic energy resource being utilized as a
motor fuel. NGVs increase the utilization and efficiency of the
natural gas distribution system, and improve the year-round load
factor; these benefits will result in decreased gas rates for all
ratepayers. Natural gas vehicles will increase the price
competitiveness of transportation fuels that meet the emission
standards. The California Energy Commission projects that the
retail price of CNG will be substantially below reformulated
gasoline and all other alternative fuels. These estimates include
the capital and operating cost of refueling facilities, fuel
acquisition, dealer margin and taxes.

Finally, the development of the NGV infrastructure will
provide an opportunity to create as well as maintain jobs, an
extremely important benefit in light of today's tough economic
times. Conversion shops, refueling stations-, and NGV equipment
manufacturing will all provide employment opportunities. Last
month, following the announcement of the possible closing of a
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General Motors Plant in Arlington, Texas, Governor Ann Richards
proposed that the state vould purchase all of its mandated natural
gas vehicles from the plant, 11,400 vehicles in total, if the GM
Plant would remain open. The proposal demonstrates the state's
commitment to natural g*s as a vehicular fuel and the impact that
NGVs could have on maintaining jobs (almost 4000 jobs in this case)
and sustaining a company that is so vital to the community. Again,
its clear that NGVs are more than just an environmental solution -
they are also a source of economic development.

So how far have we come in developing the market for NGVs? I
am pleased to report great strides have been made and the momentum
is building. Utility NGV programs, early entry programs by
original equipment manufacturers, the passage of clean air
legislation, and th« marketing initiatives of the Natural Gas
Vehicle Coalition and American Gas Association, have all provided
a solid foundation upon which to build the NGV infrastructure.

Utility NGV programs can serve a critical role in the
development of this market through constructing refueling stations,
providing incentives for fleet vehicle conversions, participating
in research and development of NGV technology, and gathering of
information for educating the government, the automobile industry,
the oil companies and the general public.

Brooklyn Union's NGV Program best exemplifies this role as we
aggressively pursue the development of the NGV market in our
service territory. The internal and external NGV programs that we
have developed have successfully demonstrated the viability of
natural gas as a clean burning vehicle fuel.

Probably one of Brooklyn Union's most important and notable
NGV programs to Gate is our "Clean Air" bus program. Brooklyn
Union commissioned the development of the first two buses, designed
from the tires up, to run solely on natural gas. The Command Bus
Company has operated these two Clean Air buses in revenue service
in New York City sine* 1988. The buses have undergone design and
equipment changes to reflect improvements in technology over the
last three years. The buses have provided reliable service while
reducing vehicle emissions dramatically. Initial tests by the New
York City Department of Environmental Protection document the
substarbial emission reductions, the most dramatic being the
virtual alimination of particulate emissions. If we apply these
emission reductions to the 6,000 transit buses in operation in New
York City, at least 5,000 tons of pollutants would be eliminated
each year.

The promising results produced from this bus program were
instrumental in the Urban Mass Transportation Administration, now
known as the Federal Transportation Administration, authorising $35
million for an alternative fuel mass transit initiative. This
program will provide an influx of 500 to 600 natural gas powered
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buses throughout tha country.

Since 1989# United Parcel Service (UPS) has operated ten of
their faailiar brown vans on natural gas in Brooklyn union's
territory. The daily operating costs for the natural gas-powered
vans have been reported by UPS to be lower than tha conventional
gasoline-powered vans. Equally important, emissions data indicated
that nitrogen oxide and reactive hydrocarbons, two of the major
components of smog formation, were reduced by 22% and 86%,
respectively, in comparison to gasoline-powered vans. These
results are even more encouraging in light of the fact that the
engines in the vans were not designed to run on natural gas, but
rather conventional gasoline engines converted to operate on
natural gaa. Dedicated vans with engines that are designed and
optimised to run on natural gas will provide even greater emission
reductions and operating efficiency. The successful results of
this program have provided the impetus for UPS to begin the
conversion of vans in Washington D.C., Dallas and Los Angeles.
This is just the beginning...

Over the past four years, Brooklyn union has also been working
with New York City in the development of N6V programs. As a result
of this effort, programs with the Departments of sanitation, Parks
and Recreation, Transportation, Environmental Protection, General
services and the Transit Authority have been established. One
program of particular interest is the Sanitation Department program
which includes 97 light-duty vehicles and the world's first refuse
collector powered by natural gas. Brooklyn Union is currently in
the prsamam of assisting New York city in the implementation of
their Master Plan for the conversion of additional city agency
vehicles to alternative fuels. This plan includes Brooklyn Union
and Consolidated Edison constructing refueling stations for City
vehicles vita the City converting 350 vehicles to run on CNO. it
should be noted that, because of the successful results of the
ongoing City agency NGV program, over 80% off the vehicles in New
York City's alternative fuel program will be powered by natural
gas. The continued successful performance of NGVs in City fleets
will provide tremendous opportunities to expand the NGV
infrastructure in New York City.

In toe private and public sectors, progress also continues to
be made. Fleets such as the U.S. Postal service, Financial
Services Transportation, New York Telephone, Con Edison, and tha
list goes on, have converted vehicles to CNG.

In spite of our current inability to achieve rate recovery of
our NGV program costs, Brooklyn Union is taking a taps, in the short
term, to begin building the NGV infrastructure in New York, while
recognising the need for participation from others to achieve the
long term benefits from full market development, we are planning
to build elevan new CNG refueling stations within our service
territory over the next two years including the first public
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refueling station in New York Stats. Ws have ovsr 230 vehicles in
our flsst opsrating on natural gas with this number continuing to
grow. Ws continus to work with rsssarch organizations such as ths
Department of Ensrgy, Gas Rsssarch Znstituts and MY Stats BRDA to
further develop NGV technology, our combined rsssarch efforts havs
producsd dramatic improvements in ths design of dedicated natural
gas snginss.

Further svidancs of ths progrsss bsing mads in ths NGV
industry is ths initiation of rsssarch and commercialization
efforts on ths part of original equipment manufactursrs in ths
dsvslopmsnt of dsdicatsd natural gas powsrsd vshiclss. Gensral
Motors Corporation has rscsivsd commitmsnts for almost 4,000 Kod*l
Year 1992 Sierra pickup trucks powered solely by compressed natural
gas in an sarly sntry program scheduled for Spring 1992. Ths
ovsrwhelming succsss of this program has lsad GM to rscsntly
announce plans to producs up to 10,000 of thsss trucks in ths near
futurs. Ths General Services Administration rscsntly announced
that they will purchass 600 of thsss vshiclss at a cost of $10
million. General Motors is also participating with ths Gas
Rsssarch Znstituts and a consortium of utilities including Brooklyn
Union in ths implementation of a $40 million prograa for
snginssring and product development of light and medium duty trucks
optimizad to run on natural gas. A joint program bstwssn Chrysler
and GRI has rssultsd in ths production of B-250 Dodge Ram Vans.
Brooklyn Union has rscsntly rscsivsd two of thsss B-Vans to bs ussd
in our fleet to monitor their performance. Finally, Ford Motor
Company has announcsfl that tosy too will bsgin testing natural gas
powsrsd pickups this ysar. Ford is also planning to rslsass
dsdicatsd natural gas powsrsd Crown Victorias in a teat program
schsdulsd for Spring 1992.

Ths natural gas vshiclss and snginss producsd by ths original
equipment manufacturers ars indicativs of ths viability of ths
technology and will ssrvs as ths spring board to full
commsrcialization of ths dsdicatsd OEM natural gas vehicle.

I'd bs remiss to spsak of NGV market progress without
msntioning ths sfforts of ths Natural Gas Vshicls Coalition. Ths
Coalition^ under ths Isadsrship of chairman T. Boons Pickens, and
ths Amsrican Gas Association ars iaplsasnting a multi-million
dollar NGV campaign to hsightsn awarsnsss of ths bsnsfits of
natural gas vshiclss. Ths campaign will primarily focus on fsdsral
and stats government lobbying, public relations and marksting
sf forts. This initiativs got off to a grsat start last month with
Prssidsnt Bush tsst driving a nsw natural gas-powered van that was
addsd to ths whits House flsst. Clearly, this ssnds a signal to
ths Amsrican people that NGVs ars a rsal solution to some of this
country's most pressing snvironmsntal and sconomic problems.

Wbils ths natural gas industry and its allies have mads grsat
inroads toward ths dsvslopmsnt of ths NGV infrastructure, a great
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deal more needs to be done. We must: work toward establishing a
regulatory environment tbat is conducive to the development of this
market - it is here that we most need NARUC's support. The NARUC
Resolution, adopted in July 1990, states "NARUC believes that
federal and st:ate agencies should take such steps as are necessary
to encourage and permit such development, promotion and use of
compressed natural gas in the transportation sector1'. Its time to
put these words into action.

A coordinated and consistent effort must be administered, by
Public Utility Commissions across the country, to allow NGV program
participants to effectively and economically position natural gao
as a vehicle fuel. Brooklyn Union is extremely encouraged by the
New York State Public Service Commission's declaratory ruling that
exempts the sale of CNG by gas station owners, resellers and
franchisees from the Commission** jurisdiction. Removing this
regulatory constraint will give compressed natural gas the
opportunity to fairly compete with gasoline and diesel, both
unregulated fuels. Furthermore, resolution of this issue,
nationwide, will encourage the involvement of motor fuel retail
suppliers such as Mobil, Shell, Hess and Amoco in the building of
the NGV infrastructure.

Another regulatory issue that needs to be resolved is the
ratemaking treatment of NGV program costs incurred by local
distribution companies. Utilities need to be permitted to recover
the costs of establishing fueling facilities for both utility and
non-utility fleets as wall as the costs of vehicle conversions.
The economic and environmental benefits of natural gas vehicles
will be shared by all and it is therefore only appropriate that all
ratepayers also bear part of the initial cost of market
development. This philosophy is best demonstrated by the
California Public Utility Commission in their approval of NGV
Programs established in their state. PGfiE will be building 25 new
refueling stations, SDGtB 34 stations and 80CAL 51 stations all
with rate treatment to support these activities.

In addition to a more favorable regulatory environment, broad-
scale legislative initiatives must be made to promulgate the use of
natural gas vehicles» Initiatives aimed at NGV market development
offer more benefits than the adoption of stringent CAFE standards.
The natural gas industry, including its regulators, must lobby for
legislation that will promote infrastructure development such as
investment tax credits to encourage investments in refueling
stations and vehicle conversion equipment as well as the production
of dedicated OEM natural gas vehicles. Continued state adoption of
the most stringent emission standards will expedite the phase-in of
alternative fueled vehicles. Legislation that exempts CNG from
motor fuel taxes would also be beneficial in improving natural gas*
competitive position with other fuels particularly in the early
stages of market development.
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Now York State legislation ia starting to move in the right
direction as evidenced by New York Governor Mario Cuomo's recent
State of the 8tate Message in which he announced plans "to
accelerate the regional development and use of alternative fuels
and vehicles", as well as to "introduce legislation that would
temporarily exempt the sale of alternative* fuels from certain state
and local sales tax1*.

Remarks such as these are certainly encouraging; however, we
need more than just proposed legislation. Full implementation of
the regulatory and legislative initiatives I have discussed today
will be critical to the achievement of the maximum benefits of
natural gas vehicles.

Natural gas utilities are prepared to serve in the short term
as a catalyst to develop the NGV infrastructure. This will b«
achieved through the construction of CNG refueling stations as well
as through incentives for vehicle conversions to bridge the gap
prior to full commercialisation of dedicated OEM natural gas
vehicles. However, it is important that w* recognize that we can
only bear the burden of market development in the short term during
the industry's infaricy. A ratepayer funded Brooklyn Union progr&a
would only add a few cents per month to the typical residential
customer's gas bill, with the opportunity to reduce their gas bill
in future years as a result of the rate relief provided by NGV load
additions.

Full maturation of this market can only be achieved through a
cooperative effort oa the part of gas utilities, regulatory
agencies, the automobile industry, the oil companies and government
at all levels. A unified effort will result in the development of
an industry with benefits for everyone: the natural gas industry
obtains * new sustainable, non-seasoual load opportunity, the
country improves its energy security through the increased usage of
a domestically produced vehicle fuel, and most importantly, the
people of this country breathe cleaner air.

Thank you very much for the opportunity to address this group
concerning such an exciting new market and I hope that we, as an
industry, can bring this effort to fruition.
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GOOD MORNING, I'M PLEASED TO BE PART OF THIS PANEL TO DISCUSS

THE CRITICAL ROLE THAT NATURAL GAS COOLING CAN PLAY IN HELPING MEET

THE ECONOMIC, ENVIRONMENTAL AND ENERGY SECURITY NEEDS OF OUR COUNTRY.

MODERN NATURAL GAS COOLING EQUIPMENT IS MORE EFFICIENT,

EFFECTIVE AND RELIABLE FOR THE TOUGH DEMANDS OF TODAY*S CUSTOMERS.

NOT ONLY THAT, BUT THIS COOLING EQUIPMENT CAN HELP TACKLE THE

ENVIRONMENTAL CHALLENGES FACED BY CUSTOMERS AND MANUFACTURERS ALIKE.

AND NATURAL GAS COOLING CAN SIGNIFICANTLY HELP IMPROVE OUR

NATION'S ENERGY SECURITY. TODAY I'LL DISCUSS THOSE IMPORTANT ISSUES

WITH YOU,, AND THEN I WILL RECOMMEND A COURSE OF ACTION FOR GOVERNMENT

REGULATORS, UTILITIES AND MANUFACTURERS TO ENABLE GAS COOLING TO BE

PART OF THE SOLUTION.

SOME FOLKS MAY SAY CUSTOMERS PREFER ELECTRIC COOLING OVER GAS.

BUT I DISAGREE. IN FACT, MOST OF TODAY'S HEATING AND COOLING

CUSTOMERS AREN'T CQNCLF,rtED ABOUT WHETHER THE EQUIPMENT USED TO SUPPLY

THEIR CONDITIONED SPACE IS GAS OR ELECTRIC. IT'S THE COMFORT OF

CONDITIONED SPACE THE CUSTOMER WANTS — REGARDLESS OF HOW THAT

COMFORT IS ACHIEVED.
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ALL FOUR MAJOR MANUFACTURERS OF GAS COOLING EQUIPMENT — AND A

NUMBER OF FOREIGN MANUFACTURERS — HAVE INTRODUCED NATURAL GAS-FIRED

ABSORPTION AND ENGINE CHILLER EQUIPMENT. THEIR DECISION TO PRODUCE

THAT TECHNOLOGY IS A MAJOR MILESTONE IN THE PROMOTION OF NATURAL GAS

COOLING AS A COMPETITIVE OPTION IN THE COOLING MARKET.

TODAY'S NATURAL GAS COOLING EQUIPMENT IS BETTER AND MORE

EFFICIENT THAN THE EQUIPMENT SOLD 15 OR 2U YEARS AGO. SOPHISTICATED

CONTROLS, ADDED HEAT RECOVERY, NEW CONSTRUCTION MATERIALS AND

IMPROVED MANUFACTURING QUALITY CONTROL — ALL OF THOSE THINGS HAVE

BOOSTED THE COMPETITIVENESS OF THESE PRODUCTS.

JUST ONE EXAMPLE IS THE NEW DIRECT-FIRED, DOUBLE-EFFECT

ABSORPTION CHILLER THAT TRANE, YORK AND SNYDER GENERAL ARE NOW

SELLING. THESE CHILLERS HAVE CO-EFFICIENTS OF PERFORMANCE MORE THAN

DOUBLE THOSE OF OLD SINGLE-EFFECT UNITS. IN ADDITION, TODAY'S

EQUIPMENT CAN PROVIDE BOTH HEATING AND COOLING. AS A RESULT, GAS

COOLING OFFERS PARTICULARLY GOOD VALUE IN HOSPITALS, HOTELS,

RESTAURANTS, AND A VARIETY OF OTHER COMMERCIAL AND INDUSTRIAL

APPLICATIONS.
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THE MAJOR MANUFACTURERS ARE ALSO COMMITTED TO NATURAL GAS ENGINE

CHILLERS. THE CO-EFFICIENTS OF PERFORMANCE FOR HEATING AND COOLING

WILL BE EVEN GREATER FOR THESE UNITS.

• THE TRANE COMPANY,, FOR EXAMPLE, IS WORKING WITH HERCULES

ENGINE COMPANY TO PRODUCE 55- AND 80-TON ENGINE CHILLERS FOR SMALL TO

MEDIUM APPLICATIONS.

• AND CARRIER AND TECOGEN HAVE JOINED FORCES TO PROVIDE A LINE

OF GAS ENGINE CHILLERS IN THE 150-, 250", AND 500-TON RANGE.

I'VE ONLY MENTIONED A FEW OF THE INDUSTRY EFFORTS NOW UNDER WAY

TO MEET THE EQUIPMENT NEEDS OF OUR CUSTOMERS. BUT WHAT OF THE

FUTURE? WHAT PLANS ARE UNDER WAY TO PROVIDE MORE EFFICIENT EQUIPMENT

— AND EQUIPMENT THAT MEETS RESIDENTIAL NEEDS? THERE'S PLENTY OF

PROMISING NEWS HERE, TOO:

• THE DEPARTMENT OF ENERGY HAS DEVELOPED THE TRIPLE-EFFECT

ABSORPTION CHILLER CONCEPT,, WHICH WILL INCREASE EFFICIENCIES BY AN

ADDITIONAL 40 PERCENT.

• THE TRANE COMPANY PLANS TO INTRODUCE THIS REVOLUTIONARY

CONCEPT IN 1994 — JUST TWO YEARS FROM NOW.

• AND THE GAS RESEARCH INSTITUTE IS WORKING ON A NEW

"CHEMISORPTION" (CHEM EE SORP TION) CONCEPT TO MEET THE NEEDS OF THE

21ST CENTURY CUSTOMER. THIS IS A NEW HEAT-ACTIVATED TECHNOLOGY THAT

DOESN'T REQUIRE AN ENGINE AND PROVIDES COOLING AT LOW COST WITH HIGH

RELIABILITY.

217



IN THE RESIDENTIAL AREA, GRI AND YORK INTERNATIONAL ARE WORKINC

TOGETHER TO DEVELOP A NEW GAS-FIRED HEAT PUMP, NOW BEING READIED FOF

MARKET INTRODUCTION IN EARLY 1994. THIS NEW EQUIPMENT HAS ALREADY

DEMONSTRATED HEATING EFFICIENCIES 60 PERCENT GREATER THAN EXISTING

GAS FURNACES. PLUS, IT'S COOLING COEFFICIENT OF PERFORMANCE

APPROACHES 1.0 — THAT'S DOUBLE WHAT EXISTING GAS EQUIPMENT CAN DO.

WHEN COMBINED WITH THE MUCH LOWER COST OF NATURAL GAS DURING THE

SUMMER, CUSTOMERS WILL BE COMFORTABLE AND SAVE OPERATING COSTS, AS

WELL.

THE DEPARTMENT OF ENERGY IS ALSO GETTING INVOLVED. DOE'S

ABSORPTION GAS HEAT PUMP WILL BE ENTERING FIELD TESTS THIS YEAR WITH

ITS DEVELOPER, PHILLIPS ENGINEERING. THIS EQUIPMENT TAKES THE

DIRECT-FIRED ABSORPTION CONCEPT, ADDS HEAT RECOVERY, AND MINIATURIZE

IT INTO A THREE-TON RESIDENTIAL UNIT WITH HIGH COEFFICIENTS OF

PERFORMANCE FOR BOTH HEATING AND COOLING.

SIMPLY STATED, NATURAL GAS COOLING EQUIPMENT IS AVAILABLE — AN

IT CAN DIRECTLY COMPETE WITH ELECTRICITY. THIS GAS EQUIPMENT HAS

ALREADY SHOWN ITS ABILITY TO MEET TOUGH ENERGY EFFICIENCY

REQUIREMENTS AND, AT THE SAME TIME, DELIVER THE RELIABILITY AND

PERFORMANCE THAT CUSTOMERS DEMAND.
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THE TECHNOLOGIES I'M DESCRIBING ALSO WILL DELIVER A CLEANER

ENVIRONMENT. NATURAL GAS COOLING CAN BE PART OF THE SOLUTION TO THE

CHALLENGE OF REDUCING EMISSIONS. IT CAN ALSO EASE THE GROWING

CONCERN OVER THE DEPLETION OF THE OZONE LAYER.

THE CLEAN AIR ACT AMENDMENTS OF 1990 CALL ON AMERICAN BUSINESSES

TO PLAY A GREATER ROLE IN PROTECTING OUR NATURAL RESOURCES.

INCREASED USE OF NATURAL GAS CAN HELP BOTH THE ELECTRIC INDUSTRY

AND CONSUMERS. WHENEVER NATURAL GAS IS USED AS A SUBSTITUTE FOR A

LESS CLEAN-BURNING FUEL, THE POLLUTION LEVEL IS EASED, AND THE

EXPENSE OF COMPLIANCE IS SUBSTANTIALLY REDUCED.

ON AVERAGE, FOR EVERY 1,000 REFRIGERANT TONS OF COAL-BASED

ELECTRIC COOLING DISPLACED BY GAS COOLING, OUR COUNTRY CAN CUT ITS

YEARLY POLLUTION TOLL BY

* 19,000 POUNDS OF SULFUR DIOXIDE;

* 8,000 POUNDS OF NITROGEN OXIDES;

* 1.65 MILLION POUNDS OF CARBON DIOXIDE; AND

* 38,000 POUNDS OF PARTICULATE EMISSIONS.
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BUT SLASHING OUR NATION'S POLLUTANT EMISSIONS ISN'T THE ONLY

ENVIRONMENTAL GOAL. THERE'S ALSO GROWING CONCERN ABOUT DEPLETION OF

THE STRATOSPHERIC OZONE LAYER, WHICH FILTERS THE SUN'S HARMFUL

UNTRAVIOLET RAYS. REFRIGERANTS SUCH AS CHLOROFLUOROCARBONS, OR CFCS,

ARE KNOWN TO BE PARTICULARLY DESTRUCTIVE TO THE OZONE LAYER.

UNDER THE CLEAN AIR ACT, TOTAL CFC PRODUCTION IN THE UNITED

STATES WILL BE PHASED OUT BY THE YEAR 2000. I AM PLEASED TO REPORT
THAT NATURAL GAS COOLING OFFERS AN EXCELLENT ALTERNATIVE TO CFCS.

GAS ABSORPTION CHILLERS USE NO CFCS, AND GAS-FIRED DESICCANT

DEHUMIDIFICATION SYSTEMS ALSO REQUIRE NONE OF THESE DESTRUCTIVE

REFRIGERANTS.

THE ELECTRIC INDUSTRY IS EXPLORING OTHER ALTERNATIVE

REFRIGERANTS FOR CONVENTIONAL COOLING SYSTEMS. BUT MOST OF THEM

STILL CONTRIBUTE TO OZONE DEPLETION, AND THEY MAY REDUCE A SYSTEM'S

EFFICIENCY. NATURAL GAS COOLING EQUIPMENT IS ALREADY PART OF THE

ENVIRONMENTAL SOLUTION.

MODERN, EFFICIENT NATURAL GAS EQUIPMENT ALSO CAN REDUCE OUR

DEPENDENCE ON IMPORTED ENERGY SUPPLIES AND IMPROVE OUR NATION'S

ENERGY SECURITY.
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NINETY-FIVE PERCENT OF THIS COUNTRY'S GAS SUPPLY COMES FROM THE

LOWER 48 STATES. OUR REMAINING REQUIREMENTS ARE SUPPLIED BY OUR

NEIGHBORS TO THE NORTH AND SOUTH. AMPLE RESERVES OF NATURAL GAS ARE

AVAILABLE — MORE THAN 100 YEARS OF SUPPLY. ALL THIS CONTRIBUTES TO

GREATER U.S. ENERGY SECURITY AND LESS DEPENDENCE ON IMPORTED OIL.

THE NORTH AMERICAN ELECTRIC RELIABILITY COUNCIL INDICATES THAT

THROUGHOUT THE COUNTRY, MOST OF THE DEMAND FOR ELECTRICITY OCCURS IN

THE SUMMER MONTHS. AND FOR A TYPICAL UTILITY, COMMERCIAL C00LIN6

ACCOUNTS FOR 30 TO 40 PERCENT OF THIS PEAK DEMAND.

ON THE OTHER HAND, NATURAL GAS UTILITIES HAVE LESS DEMAND FOR

GAS DURING THE SUMMER MONTHS, RESULTING IN AMPLE SUPPLIES AND LOWER

GAS PRICES. THAT'S A WINNING COMBINATION FOR CUSTOMERS; THEY GET

LOWER OPERATING COSTS AND THEY AVOID COSTLY TIME-OF-DAY ENERGY AND

PEAK-DEMAND CHARGES.

CLOSING THE GAP BETWEEN SUMMER ELECTRIC PEAKS AND SUMMER GAS

VALLEYS WOULD BENEFIT BOTH GAS AND EtECTRIC CUSTOMERS IN IMPROVED

SYSTEM EFFICIENCY. THAT'S WHY MANY UTILITY REGULATORS AROUND THE

COUNTRY ARE ADVOCATING GAS COOLING AS A DEMAND-SIDE MANAGEMENT TOOL

FOR ELECTRIC COMPANIES.
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THIS IMPROVED CONCEPT OF TOTAL INTEGRATED RESOURCE PLANNING CAN

DEFINITELY HELP IMPROVE OUR NATION'S ENERGY SECURITY — BY MAKING THE

BEST USE OF BOTH GAS AND ELECTRIC SYSTEMS.

THE GAS COOLING INDUSTRY IS EAGER TO COMPETE IN THE MARKETPLACE

AND CAN PROVIDE AN ARRAY OF BENEFITS. BUT THE GAS INDUSTRY NEEDS

YOUR HELP — AS GOVERNMENT AND REGULATORY OFFICIALS — TO ESTABLISH A

LEVEL PLAYING FIELD.

WE NEED AGGRESSIVE AND CONSISTENT GAS UTILITY PARTICIPATION IN

STATE ENERGY PLANS, ENERGY CONSERVATION., DEMAND-SIDE MANAGEMENT, AND

INTEGRATED RESOURCE PLANS DEVELOPED BY PUBLIC UTILITY COMMISSIONS.

WE NEED REGULATORY AND GOVERNMENT OFFICIALS TO RECOGNIZE GAS AND

ELECTRIC EQUIPMENT THE WAY THE CUSTOMER DOES — AS THE MEANS OF

PROVIDING SPACE CONDITIONING.

THE REGULATORY BIAS IN FAVOR OF ELECTRIC COOLING TECHNOLOGIES IS

A BARRIER TO GAS COOLING PRODUCTS FOR UTILITIES AND SUPPORTING

MANUFACTURERS. FOR A FAIR MARKET TO EMERGE, THE BUILT-IN BARRIERS

MUST BE REMOVED. THEN THE MARKETPLACE WILL ENSURE THAT ONLY THOSE

PRODUCTS MEETING CUSTOMER DEMANDS WILL BE SUCCESSFUL.
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THE TREND TOWARD DEMAND-SIDE MANAGEMENT AND INTEGRATED RESOURCE

PLANS PROVIDES AN OPPORTUNITY FOR GAS COOLING THAT HASN'T EXISTED IN

THE PAST. THE OBJECTIVE IS TO ALLOW UTILITIES TO INVEST IN

TECHNOLOGIES THAT WILL REDUCE,, SHIFT OR IMPROVE ENERGY USE. TO

PROHIBIT OR DISALLOW SUCH PROGRAMS FURTHER DETERS EFFICENT EQUIPMENT

INTRODUCTION AND USE.

SOME DEMAND-SIDE MANAGEMENT PROGRAMS TIP THE SCALES TOWARD OUR

COMPETITION. FOR EXAMPLE, HUGE CASH REBATES ARE PROVIDED TO

CUSTOMERS TO INSTALL THERMAL STORAGE. THE CONCEPT SAVES NO NET

ENERGY, AND IT CUTS NO EMISSIONS. IT JUST SHIFTS THE DEMAND TO A

DIFFERENT TIKE PERIOD.

A GAS COOLING ALTERNATIVE COULD PROVIDE A MORE EFFICIENT AND

ECONOMICAL USE OF ENERGY. BUT SUCH AN ALTERNATIVE IS UNABLE TO

COMPETE AGAINST THE SIZE OF REBATES PROVIDED TO CUSTOMERS IN THOSE

APPLICATIONS.

IF EFFICIENT GAS COOLING IS TO PROVIDE ENVIRONMENTAL AND ENERGY

SECURITY BENEFITS, IT MUST BE AFFORDED THE SAME CONSIDERATION THAT

EFFICIENT ELECTRICAL COOLING IS AFFORDED.
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A SIGNIFICANT STEP IN THE RIGHT DIRECTION IS THE GAS COOLING AND

HUMIDITY CONTROL RESOLUTION RECENTLY PASSED BY THE NARUC
ORGANIZATION. WITH NARUC LEADING THE WAY, WE HAVE A BETTER-THAN"EVER

CHANCE OF SUCCEEDING.

I BELIEVE THAT ONCE WE ARE ON AN EQUAL FOOTING, BIG

MANUFACTURERS — LIKE TRANE, CARRIER, THERMO-KLNG AND ICC

TECHNOLOGIES — AMD OTHER SMALLER SUPPLIERS WILL RISE TO THE OCCASION

AND PROVIDE THE COMPETITIVE EQUIPMENT AND SERVICE NEEDED.

GAS COOLING HAS A LOT TO OFFER. MOST AMERICANS WANT THEIR AIR

MORE BREATHEABLE — INSIDE AND OUT — AND GAS COOLING IS READY TO DO

ITS PART TO SOLVE OUR NATION'S ENVIRONMENTAL AND ENERGY SECURITY

PROBLEMS ~ WHILE LOWERING THE TOTAL COST OF COMFORT.

FEBRUARY 1992

224



Moderator Dale Morgan: Thank you Dave, our next panelist is Jerry McLeod,
Executive Vice President, Pacific Gas and Electric Company. Jerry graduated from
the Colorado School of Mines with a Bachelor of Science degree in Petroleum
Engineering in 1957 and later in 1965, he attended Harvard and attained a Master of
Business Administration. Jerry's worked with many companies starting with City
Service Oil Company. He's been primarily involved in drilling, production engineering,
also exploration. He moved from City Service to the Doynaham Corporation, from
there to Tenneco and is now as of February 1991, Executive Vice President with
Pacific Gas & Electric. Let's welcome Jerry.
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PG&E'S ENVIRONMENTAL STRATEGY
AND NATURAL GAS

Jerry McLeod
Pacific Gas and Electric Company

for
NARUC/DOE Conference on

State Regulation and the Market Potential for Natural Gas:
Changes and Opportunities

February 4, 1992
Phoenix, Arizona

Across the United States today, individuals in governments, businesses and
various other pursuits are grappling with the questions of:

• What do I want in terms of environmental quality?

and

• What am I willing to do to maintain or improve this environmental
quality?

I would like to share one company's experience as it determined and
implemented a positive environmental stance in response to these key
questions.

Since PG&E was incorporated, almost 90 years ago it has been committed to
improving the well-being of the people and communities it serves. This
commitment has continually challenged the Company to improve the
conditions of its service territory. In the early years, that drove the extension
of utility services to provide comfort, health and safety benefits of gas and
electricity to the people of Northern California. Later that commitment led to
the improvement of the economic health and development of the communities
in our territory and tlie state as a whole. These concerns for the people
PG&E serves are as valid now as they ever were - which has challenged it to a
further commitment -- to improve California's natural environment. Behind
this new commitment is the belief that -- the environment of California must
be maintained and enhanced, and in some cases restored, if the true beauty,
health and vitality of this diverse state is to be maintained.
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integrated facility in the world for molten carbonate operation and is testing
out the concepts necessary for complete fuel cell-based power plants. PG&E
is also designing the second generation of fuel cell power plants in the 2 MW
size range.

Our Electric Resource Plan is necessarily based on many assumptions. One of
them is the assumption of normal rainfall and normal hydroelectric generation.
The last rive years of well below normal rainfall has made us rely heavily on
our thermal generating resources and of course, the natural gas systems that
support it Those systems have performed magnificently.

A short but important objective in our Commitment to Environmental Quality,
is entitled "Clean Fuels." This objective really highlights the point we are
discussing on this panel. Natural gas is by far the cleanest fossil fuel we have,
and it is already helping to improve the environment in which we all live.

Improvement in California's air quality will depend to a large extent on
reducing emissions from motor vehicles, and PG&E is taking a major role hi
efforts to expand the use of natural gas vehicles asd to make electric vehicles
commercially available. As Bob Catell has already discussed, the fleets of
delivery trucks, vans and buses that operate in and around major population
centers are ideal candidates to run on natural gas. In PG&E's service area,
about half a million fleet vehicles are suitable for conversion to natural gas.
Our goal is to serve 25 percent of this market, or 125,000 vehicles by the year
2000. Over the past year, PG&E has opened 17 natural gas stations in its
service area, 13 of which are accessible to the public.

PG&E's longstanding commitment to stewardship of the lands it uses is an
integral part of our Environmental strategy. The protection and enhancement
of these resources will benefit generations to come.

Employee Involvement refers to individual actions on the part of employees in
their daily work. It includes such activities as recycling, ensuring energy
efficiency in our own faculties, the use of environmentally-preferred materials,
and the support of car pools and public transportation.

At the same time that we launched our programs to improve the quality of the
environment, we strengthened our environmental compliance efforts. In
particular, we substantially expanded our internal auditing program, insuring
both rigorous and frequent inspections by our auditors of the 1600 individual
facilities.
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addition to benefiting the environment, this approach has reduced the costs
and difficulties of complying with increasingly demanding environmental
regulations.

Let me briefly highlight some of the seven elements of our program.

We have expanded considerably the energy efficiency programs we provide for
our customers. These programs now constitute our largest new resource to be
put in place during the 1990s. We plan to achieve energy savings equivalent to
2500 megawatts of electrical genera .ing capacity within the next ten years, so
energy savings will provide for or about three-quarters of the projected load
growth. As a result, we will avoid the need for major new power plants during
this decade. In 1991, we exceeded our goals and achieved savings of 607
million kilowatt-hours of electricity, 36.9 million therms of natural gas and 119
megawatts of generating capacity. Very importantly these savings also reduced
emissions.

Also, while we have focused our Energy Efficiency Program on replacing or
installing equipment that is more energy efficient, than what would otherwise
be used, we have found also that gas-fired equipment is often a more
appropriate choice than its electric-driven counterpart. Dave Jones just
discussed one of those appropriate choices for the commercial cooling market
sector, and there are other gas efficient choices for the rest of the marketplace
as well; especially the residential market.

In addition to promoting and creating customer energy efficiency, our electric
resources plan relies on increasing the efficiency and environmental
compatibility of existing PG&E generation, transmission and distribution
facilities, and on building alliances with other utilities to make the most
efficient use of overall energy resources throughout the West We are
focusing also on demonstrating the cost-competitiveness of renewable energy
technologies, such as solar and wind, and of highly efficient gas technologies,
such as fuel cells and advanced gas turbines. We will rely primarily on these
technologies when we begin retiring old plants and providing for new
generation facilities in the next and following decades.

I should not mention fuel cells without also mentioning our leadership in
molten carbonate fuel cell technology. PG&E's 100 kw pilot plant at our San
Ramon Technology Center first began operations during the summer of 1991.
It will operate again during most of 1992 with the world's first full height
molten carbonate stack. PG&E's facility is currently the only completely
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This enhanced environmental stance was given life in May of 1990 when the
Management Committee of PG&E adopted a comprehensive environmental
policy and established of a set of objectives and programs to implement that
policy.

Since the decision was reached, we have found that the successful integration
of an environmental commitment into the corporate culture depends on the
nature and demonstrated depth of this commitment. PG&E designed its
commitment to environmental quality to be long term, substantive and an
integral part of the Company's mission and business strategy. We added the
following Corporate Goal to our existing five Corporate Goals: to "improve the
quality of the environment by leading efforts to increase energy efficiency,
develop environmentally-preferred technologies, and expand the use of clean
fuels," and to "conduct all aspects of our business in an environmentally
sensitive manner." By adopting this new Goal, senior management placed
improvement of the environment up there with customer satisfaction and
shareholder earnings as a top corporate priority and a fundamental part of the
Company's day-to day business.

To achieve this Goal, PG&E established a set of objectives and programs,
which are summarized in the Company's "Commitment to Environmental
Quality." Copies of this statement are available here today -- if you are
interested. We were conscious of the fact that to be effective and produce
positive change, our Commitment needed to be more than a set of general
principles. We knew we needed to clearly spell out what we intended to do.
The objectives in our Commitment are grouped into seven elements.
Importantly, the first four elements - energy efficiency, electric resources
planning, promotion of clean fuels, and clean air vehicles - address the major
environmental initiatives we will undertake in our Company's basic, core
businesses ~ which involves the production, distribution and use of energy.
The last three elements, which we denote by natural resources stewardship,
employee involvement, and environmental management, relate more to the
day-to-day conduct of our operations and business practices. While these last
three elements are necessary to instill a consistent and effective "green
corporate culture," the first four, which deal with various major business
initiatives in our core businesses, are essential to the long term, and
substantive nature of our commitment ~ and the results we intend to achieve.

The integration of the goal to improve the environment into our electric and
gas business strategies has led us to focus on pollution prevention strategies; in
other words, if you don't generate it - you don't have to mitigate it In

229



From the start, we felt it was most important that there be full ownership of
the Company's environmental policy on the part of employees and
management at all levels, and that we generate enthusiasm and genuine
commitment to this policy. Our Chief Executive Officer and the Company's
senior management have provided strong and visible leadership throughout in
this effort

We are committed to the expanded use of natural gas to improve the
environment in California and the proposed PG&E/PGT Expansion Project is
tangible proof of that commitment This 750 million cubic feet per day project
is designed to provide Southern California with a secure source of Canadian
gas and allow industrial companies and utilities to commit their facilities to
clean burning natural gas. When this project is operational in November 1993,
it will provide environmental and economic benefits to California that will
exceed its cost many times over.

Our customers, employees and shareholders have called for PG&E leadership
in environmental matters, and they have strongly supported us. In
communicating with the public, we have relied on a single strategy -- let the
facts of our actions, achievements and results speak for themselves. We
believe this is the only approach to good environmental communications.

As I stated at the beginning, PG&E was founded on a commitment to serve.
We interpret that to include doing what we can to improve our natural
environment It's a growing part of our culture and we believe it makes good
business sense!

Thank you for your attention.
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Moderator Dale Morgan: Thank you Jerry. Our final panelist is Mr. John Hoffman.
John is the director of Global Change Division, for the United States Environmental
Protection Agency. During his 12 years at EPA, he has started EPA's work on the
green house effect, directed its efforts to protect stratospheric ozone, also directed
efforts to find profit-producing ways to reduce pollution. Currently he is developing
and implementing programs designed to create markets for advanced technology,
which improved energy efficiency and reduced global pollution. Mr. Hoffman earned
his Bachelors degree in Urban Economics from the University of Pennsylvania and
graduate degree in Systems Modeling from the Massachusetts Institute of Technology.
John, I wish to welcome you today.
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Economics - $ for service
Environment - airemisoicns
Prudency - performance given

uncertainties

Evaluation Criteria

What customers want is value. There are three evaluation
criteria that contribute to value in today's energy industry:
economics, environment, and prudency. Economics—we
want to pay the least amount possible for the services we
demand. Environment—we want a clean and healthy
environment. Prudency—we want security in terms of future
energy supplies and prices.
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Advanced Combined Cycle
Electricity Generation
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Advanced Combined Cycle Electricity
Generation

For electric generation, gas has an advantage in all three
evaluation categories. When compared to today's typical coal
plant, gas advanced combined cycle systems offer a 100%
reduction in SO2 emissions, a 70-80% reduction in NOX

emissions, and a 62% reduction in CO2emissions. When you
consider the even higher efficiency combined cycle plants that
are expected to came on line towards the end of this decade, the
results look even better.
On the economic front, gas wins again. Constructing a gas
combined cycle plant requires a significantly lower capital
investment and provides lower levelized costs per kWh than a
comparable coal fired generating plant. Some estimates indicate
that natural gas will provide 30% of new generating capacity, but
if this how we choose to meet future demands, we are clearly
short-changing ourselves both competitively and
environmentally. I believe gas will capture a far greater
percentage of the future energy market—even without
considering the uncertainties posed by the greenhouse effect and
potential environmental limits.233



Gas Price Projections
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Gas Price Projections

These gas price projections indicate a promising future for gas
price security and gas sales. And these forecasts are not
necessarily just forecasts. When these commodities are in long
term contracts, these numbers can represent the delivered price.
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Implications of Free Trade Agreements
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Implications of Free Trade Agreements

The North American free trade agreements have promising
implications for gas resources and gas reserves. When the ggs
resources of North America are considered as a whole, supply
security and future prices look even better.
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nt^) Implications of Improving Technology
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Implications of Improving Technology

Continually improving gas capture technologies lend even
greater confidence to future gas markets. If we can reduce the
costs of drilling deep wells so that we hit the gas more often
and we get more gas out of it, and we can get improvements in
the pipeline technologies, we will see lower prices, greater
availability, and greatly improved energy security.
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Uncertainties

• Price due to cost of supply

• Price due to potential
greenhouse and
environmental limits

Uncertainties

Although there are uncertainties about the price of future supply,
improving technologies and the free trade agreements make these
uncertainties less worrisome. The environmental uncertainties are
much greater. The United States is now involved in climate change
negotiations through the United Nations. This summer in Rio, the
Nations of the world will convene, and a global warming convention
is certain to emerge. The Japanese, the Europeans, the Australians,
the Canadians, and New Zealand favor controlling greenhouse gas
emissions through a protocol that establishes targets and timetables.
The United States does not agree with this approach at this point.
No matter how these differences are resolved, and whether there is a
protocol now or sometime in the future, it is clear that there is
considerable uncertainty surrounding the price and availability of
carbon intense fuels like coal. NASUCA and ten environmental
groups have signed an open letter to industry saying that in the future
they will challenge the prudency of carbon intense investments and
regulatory reviews that are done after the fact. Faced with these
considerable uncertainties, gas is the more competitive choice.
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Advanced Fuel Cells -
A Real, Competitive Alternative
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Advanced Fuel Cells ~
A Real, Competitive Alternative

If fuel cell prices fall and efficiencies improve as claimed
possible, fuel cells would prove even more competitive than
advanced combined cycle systems. Fuel cells lend themselves
more easily to cogeneration and also avoid transmission and
distribution losses. EPA currently has a study underway to
explore the size of the potential fuel cell market considering the
range of installed costs per kilowatt. Preliminary estimates show
this cost to be between $8OO-$13OO. Internationally, the fuel cell
market will be a tremendous challenge. The Japanese have a
national comnrunent to buy 2,000 megawatts by the year 2000
which means that they will be advancing down the economic
learning curve much faster than the United States. If fuel cells
are the technology of the future, we may end up buying the
technology from Japan.
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Analysis Residential Heating, Cooling
and Water Heating
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Analysis Residential Heating,
Cooling and Water Heating

The area that needs to be considered most carefully is the
competition between gas technologies and electric technologies
when using advanced generating technologies and advanced
using technologies. For a gas furnace and an advanced air
conditioner in Chicago, gas provides lower installed costs,
lower energy costs, and lower emissions levels. But if you use
an advanced combined cycle generating system and a ground
source heat pump, electric seems more promising, fhc gas
industry, like the electric industry, needs to focus on improving
the efficiency of its using technologies. If gas heat pump
technology can be made even more efficient, gas might regain
competitiveness on both fronts.
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Options for Residential Uses
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Options for Residential Uses

Clothes dryers offer a niche market where expanded natural
gas use makes sense. Many American homes have gas heat,
gas hot water, and electric clothes dryers. For most
homeowners, switching to gas is a wise economic decision.
We need to do a better job in capturing these markets and
others like it.

240



' Gas for electric
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| One Way or Another • Natural Gas Is Part of the Answer |

Bottom Line

The bottom line is that gas fired electricity generation is the
most economic, the best for the environment, and the most
prudent choice given future uncertainties. Gas is also often the
best retrofit for meeting clean air standards. Direct gas use
makes sense for many markets, such as the gas vehicle market
and some of the cooling markets. But whether we will have
more direct gas use by customers, or gas use through
advanced combined cycle electric generation remains unclear.
It is incumbent on all of us to be looking for mechanisms to
improve the efficiencies of these systems and lower the
delivered costs. One way or another, natural gas is part of the
answer, and the more broadly we communicate this, the more
we can do to improve the economy, the environment, and
ratepayer security.
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Moderator Dale Morgan: We have about two minutes for questions. I see a hand
up, Ruth?

Q: [Tape of question was inaudible. The following question is a paraphrase]. How
do you recover the costs of your DSM programs? Are the expenditures rate
based?

A: We don't rate base it. Actually there are two different programs. There's a
resource program and that's where we install new motors, new lighting and
other energy savings devices. And what we're allowed to recover is the total
savings, less the program costs and 15 percent of that amount. So 15 percent
of the net savings over the program costs. And that adds an incentive and it's
a win-win situation for the individuals and for the corporation. And I think that's
a very critical thing that we go through transitions, is to have economic
mechanisms that will allow those things to take place.

Q: [Tape of question was inaudible. The following question is a paraphrase]. Who
carries out your direct-installation programs and how do you monitor the work?

A: It has to be our own work. We actually administer, provide for the installation,
the actual work completed. So it has to be clearly identified and they also have
to support the measurement of those improvements so that we can guarantee
that we are actually achieving those savings. So it's very tightly controlled.

Q: [Tape of question was inaudible. The following question is a paraphrase]. How
did PG & E get the funds to get this environmental initiative started?

A: We had a special rate case before the California Public Utility's Commission
and we got approval for a two year program and in that we're able to rate base
the compressors and the auxiliary equipment that's required. But again that's
driving a transformation. If you don't get that infrastructure in place, it's only an
illusion, it's only a dream.

Q: [Tape of question was inaudible. The following question is a paraphrase]. This
seems to be outside of normal regulatory operations. How is it dealt with?

A: You regulate it anyway. Clearly, we have to, we are subject to how we
administer that program and for prudence of how we administer that program.
Yes. As we are in everything else we do.
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Moderator Dale Morgan: We have time for one more question. Would you identify
yourself?

Q: [Tape of question was inaudible. The following question is a paraphrase]. If
things look so rosy for gas cooling today, why aren't people buying it?

A: Well it's a chicken and egg thing as I look at it because we've got the
technology that's been in place for years. Now we've enhanced it, particularly
with the double effect absorption equipment. But we have a premium on the
gas cooling equipment that's sitting out there in a neighborhood of let's say
$200 a ton. Now, what happens is, and the reason for that premium, primarily
is it's supply and demand. You've got to set up a manufacturing process, much
in the order of what you would do in the automobile business. And volume is
going to dictate that price. Now my thought is this, and why I say there's a
barrier. As integrated resource plans are developed out there, or demand side
management plans are developed, there are the electric utilities out there with
efficient cooling equipment, wrapping buildings, all of these kinds of things that
our dollars are being set aside for, to provide to the builder, the developer,
whoever. My thought is, take those dollars and put them in the $200 a ton to
defray the costs to put it on a level playing field and what you've really done is
help bring this technology to the marketplace. Let consumers see that it is
really a situation where you're conditioned air is comfortable, or the
characteristics that the customer is looking for, and we help the manufacturers
get this equipment out there, get the demand up and the price jumps down, and
you have competition, and you have more manufacturers. So, thank you for
the question.

Moderator Dale Morgan: Bob, Dave, Jerry, John, it's been truly my pleasure to
serve as your moderator, and I think the audience will agree that this has been a fine,
fine presentation. Thank you very much.
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DOE/NARUC Conference, February 2-5,1992
Luncheon Speaker, "Wall Street's View of the Natural Gas Industry"
Tuesday, February 4, 1992

Introduction from The Hon. Ralph Nelson, Commissioner, Idaho Public Utilities
Commission:

On my right, who has also been introduced more than once is Frank Heintz, who has
done just an outstanding job of putting this conference together. Frank is Chairman of
the Maryland Commission. Our noon speaker today is John Olson. John is a
graduate of the University of Pennsylvania and received an MBA from the Wharton
Graduat'3 School of Finance and Commerce. After his military service, he spent five
years on Wail Street, involved primarily with major international and domestic oil
companies. In 1978, John moved to Houston and is presently working with Goldman
Sachs and Company as a Securities Research Division Vice President. John is
ranked first on the annual Greenwich Institutional Research Polls for natural gas and
has been on the Institutional Investor All-American Research Team for oil service,
exploration and production of natural gas. John and his wife, Lynn, have two children,
Eric and Christen, and the family enjoys tennis, golf and skiing. John also manages to
survive the Houston marathon each year. John, take it away.
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Thank you for having me here today to provide a Wall Street input to this NARUC
meeting on natural gas. This is one of the most capital intensive industries on the
continent: it is the 5th largest capitalized. So - just as an army travels on its stomach
(the saying goes), the gas industry feeds almost entirely on Wall Street for outside
funds. And Wall Street has three simple rules, you know: 1) make money for your
clients; 2) do not lose money, and 3) most important of all: remember rules 1 & 2! It
goes without saying those two sweet talking politicians from Texas: Henson Moore and
Martin Allday, don't own any gas stocks! Otherwise they'd be singing a different song!
Although, I'm here from Wall Street, I also come from Texas, and I want to tell you all
how investors have been looking at the business. Because at the end of the day for
natural gas, it takes £bl££ to tango: regulators, managements, and investors. Investors
have been treated as convenient paper abstractions by regulators; and very passively by
managements. No more. The risk-reward psychology has been turned upside down.
Things have gone from bad to worse. Why is this happening? It's a good news-bad news
situation: The good news is that gas demand grew another 4 1/2% in 1991, and may
grow at approximately 2%-3% annual rates over the next five years. The secular growth
story is very much intact. The bad news is that no one is making any money - and that
violates the iron laws of Wall Street. Investors have reached their thresholds of pain in
production and pipelining equities; and let us hope this doesn't do too much damage to
LDC's.

Producers have been the biggest losers: and they have the most to lose: perhaps $100
billion in investment in gas reserves alone. They are self destructing early and often,
being pulled down by the majors. Ten year ago • you may remember - we enjoyed the
peak of the gas market: 13,000 operators of record drilling 19,000 gas wells. Today we
have 4,255. A 67% decline. At this pace we will be down to 1 by December 1996! Ten
years ago this week - February 1982, we peaked the spot gas market on the Gulf Coast
at $3.50/MCF on Houston Pipeline: today we are talking 95$: a 73% decline. Prices are
going down faster than operators! If this trend continues, I can confidently report that
wellhead gas prices will be zero in three years and 9 months • or say late 1995. There is
a famine in both capital and profitability setting in that will take years to redeem. The
average ROE on U.S. E&P over the past six yean has been 2%-4%. It sank lower in
1991, and looks negative in 1992. Canadian E&P has been running -1% -2% for the past
18 months. The selfsame majors who would like to sell you all their gas under mega
NOPR terms are now very sensibly nowhere to be found. Where are they? In the North
Sea, getting $3.15 wellheads; or in Southeast Asia drilling for $3.33 LNG plant gas to
sell to the Japanese and the Koreans. Although technology is better and the resource
base has magnified over the past 15 years; it maVe* po gmnnpiir m»nî > to drill a gas well
for less than $1.50-$2.00 wellheads unless you are subsided by tax credits. And unless
of course those tax credits are somehow extended, the next supply cycle in natural gaa
has already beerun.
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p have about $38 billion of rate base. During the first-half of 1992 they are
bringing on another 2 BCF per day of pipeline capacity, freeing up another 1 1/2 BCF
per day of exchange and backhaul capacity in the process. It is one thing to bring on
Order 555 to streamline pipeline construction: it is quite another to realize that the
horses have long since bolted! This nation has precious few megasystems left to build:
and I'm not sure they are needed.

Now I seem to recall that Commissioner Allday said yesterday that profit is not a dirty
word. I'm sure he means it. I only wish his staff would remember that when drafting
rate orders. The average rwaifowri ROE has been more like 7 1/2% over the past five
years - and is getting slightly better. For as highly leveraged a business, however,
operating in the most overregulated business on the planet; a 7 1/2% ROE is a dog, a dog
which will never hunt on Wall Street I might add that bond ratings have fallen 23%
over the past seven years.

In the past 16 months the market has risen 1,000 points in a storybook bull market. In
the past two years, the stock market has delivered a 27% total return. Everything
soared! What have pipeline stocks done? They have fallen 28%. Your relative loss by
hanging onto the wrong horse? 55%. Put another way, pipeline stocks have fallen by
$11 billion in two years time! Not only does this break every rule on or off Wall Street,
but you can get fired for owning or recommending pipeline stocks. I might add that
January, 1992 was another hard month: Pipelines fell 5% while the Dow Jones rose
1.7%. Can things get any worse? We hope not, but Wall Street is very likely to wait on
whether Chairman Allday can deliver on his mega NOPR, construction, rate-design and
incentive rate mfllriitg agendas. In reviewing his comments yesterday about risk, I
think has proposals will be received quite skeptically on Wall Street.

So much for the bad news: the good news for investors **** **»»" *-h» TXM"!« Their
comparative performance has been stellar. Over the past 8 years, the S&P 500 has
provided total returns of 17% annually. Large LDCB have done 20% annually. Lest this
all go to your heads, remember that some of this was borrowed from the past, and some
is borrowed from the future. Few of you in the room were there in the terribly dark
days of the late 70's and early 80's when LDCB were considered by Wall Street to be at
death's door because the nation was running out of gas. LDCB were financing new
equity at 60%-70% of book value with 10%-12% dividend yields! It was both a
regulatory and investor nightmare. Now the tables have turned, and pipelines have
fallen into the ditch. LDCs have recovered from very low, oversold bases. Further,
quite a few have had to borrow from their futures. Some LDCB earned in 1991 at the
same level they earned in 1981. What was different? ROE's had fallen 300 points or BO;
and dividend payout ratios have been forced up to 85% or so. This forces the LDCs into
the capital markets with much more frequency • something more expensive than by
simply growing retained earnings. But as I said befoie, producer and pipeline losses
have been LDC gains. In a market where yields average 3% and T-bills give only 3.75%.
LDC offerings with 6%-7% yields are selling like hotcakes - it won't be so easy when T-
bills are back at 6%-7%.

Is there a message in all of this? There are several.
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First, a real friction has developed between parts of the natural gas industry and
investors. For better or worse, the market psychology for natural gas has deteriorated
to the worst levels I have seen in my checkered 24 year career on Wall Street It has
infected other sectors, including service companies as well as LDCs. Some of this of
source is self inflicted at the producer level. The decade of falling prices may be followed
by gradually recovering prices. A maga NOPR that keeps pipelines whole or better off
financially is also vital If these don't happen, the industry will be eventually
restructured one company at a time, from stem to stern, by its investors. The business
may be come more integrated than ever before. Paradoxically, its services will be of
necessity unbundled purely to make money in unregulated arenas.

Second, the laws must be changed: sooner, rather than later, if this industry is ever to
realize its great potentials in the North American economy. We all like to beat up on
the FERC because it's so easy! But, they are probably good public servants who are
administering a 64-year old law • which has become impossible in a legal sense.
Antiquated cost-based regulation is a state problem as well Capital is short worldwide,
and it's going to flow to the highest returns with the lowest risk. Right now, these don't
include much in the natural gas industry. We need a Natural Gas Act of 1992-1993 far
more than we do a mega NOPR.

Third, at the state commission level, some do's and don'ts. We are at the cutting edge of
pro active natural gas policies. Incentive ratemaking is fast becoming a reality for
LDCs; weather normalization has been generally welcomed by Wall Street; and
dialogues and brainstorming in sessions tike this can do more than simply raise morale.
The hidden point here is that traditional utility investing formulas aren't working in a
business which both undereams relative to the economy, and which is regulated to boot.
These are two strikes against LDCs before they get into the batters box. Virtually
nobody on Wall Street - no one - uses discounted cash flow analysis to figure pipeline
or LDC ROE's: It's totally phony for this purpose. Most of you know it, I know it, but
somehow it hangs on due to regulatory inertia.

Lastly, don't get into the trap of unwanted bad publicity for the PUC: it can have
tremendous ripple effects on Wall Street. Witness what happened on one pipeline
construction project last September 10th. The system had both federal and state
construction permits accorded it. Yet its construction crews were thrown in jail when
the state demanded a last minute change order putting it in violation of those permits.

This kind of incident sends all sorts of messages to people. To us on Wall Street, beyond
the obvious overkill, the echo effect was clear: don't do business here.

We can only hope you let some of the thoughts percolate a bit. After 25 years of
involvement, I can say this is a great industry with a great future: you just have to find
new ways to help it happen.

Q. Yes, you mentioned the discounted cash flow methodology as being of no value. What
would you propose?

A. Sooner or later, I think you ultimately get to what is happening in defacto sense now,
black box settlements as they're known at FERC. But I for one, think that you need
to have competitive returns on equity. I'm not out there preaching that you have to

247



have 15% or 17% returns on equity immediately: but, I think you have to give both
management and investors the ability to earn up to certain levels. This is not to say
your base return should start out at a very low 11.7%, or something like that, tieing it
to the bond market, because equity investors could care less about the bond market I
can go out and buy a master limited partnership in a product pipeline today with an
average yield of 12.2% instantly. And some of these product pipelines have a return
on rate base equity of up to 34%. Buying an LDC becomes less attractive if the ROE's
and yields are not competitive. I would love to see this industry evolve much closer to
a market-base kind of comparison. Competitive returns on equity for the last seven
years have run about 15 1/2%. If you can't give people, investors in a regulated
business the chance to earn up to those levels, you're going to keep the LDC indvistry
• backwater in a very large universe of investing alternatives. It's gotten to the point
now that we are in a totally global investing environment My firm operates all over
the world, and lately even as advisors to the Russian republic. There are deals being
set up that would make your teeth fall out i just saw one deal where Paribas, for
instance, in Paris is now putting together a Vietnam fund to investors in Vietnam
grassroots development. This is where money is going to the highest returns. It's
probably best left to you to approach this subject gingerly. If you continue to tie the
LDC's fortunes as hostages to the bond markets and interest rates, you will be left
with a quasi-bond instead of a competitive equity, and I think a back water of an
investment.

Q. John, one might argue that the Interstate Pipeline's ended up taking tremendous
risks in their merchant functioa Can this happen to LDC's?

A. If I do interpret the question correctly, did Wall Street properly discount or
understand the risk inherent in the merchant function? And does Wall Street
understand the looming risks that may occur at the LDC level in the merchant
function? In answer to your first question, I have scars all over my body from a few
merchant function situations, not the least of which is Columbia. No, Wall Street did
not understand the risk* clearly, and I don't think Wall Street, myself included, comes
close to understanding some of the complexities inherent in pipeline regulation
proper. I think that we are sadder and wiser now; and hardly a day goes by when I
don't get worried that I'm not looking at somebody's PGA as closely as I should be.
The pipeline industry in 1991 was characterized by a lot of what I'd call drive by
shootings in the stock market by hedge fund operators who claimed other pipelines
would get dragged under by take or pay and their residual merchant functions. The
second part of your question goes, I think, to the core of LDC ratemaking and
regulation. I think LDCs operating in the merchant function are between the devil
and the deep blue sea to some degree and LDC commissioners are perfectly aware of
this. Do you generate most of your margin from the base load market and run the
boiler fuel market incrementally? You're kind of doomed to do that, in my opinion, in
order to preserve jobs and the local economy. Although I sense that there are veins to
be mined in the interruptible transportation side of LDCs. I think that because of the
complexities involved in ratemaking that investors on Wall Street would be perfectly
happy with their 15% ROE (or whatever number its going to be), vis-a-vis the S&P or
the market Wherever it comes from is not that important-provided that it is there!
The saying goes on Wall,Street that only widows and orphans own LDC stocks
because the husbands and the fathers all owned pipelines, now they're gone, out the
window, over. Did I answer you question Chuck? Yes sir.
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Q: What is more important to the financial markets, stable prices or secure
supplies?

A: Another good question. For those you who did not hear the question, it was, is
Wall Street more concerned about price stability or security supply, I guess is
the best way to put it. i think it's a little bit of both. Wall Street, as the saying
goes, knows the price of everything and the value of nothing. And we have
been burned so many times, that in pipeline deals, in production deals, there's
nothing worse than going out and forecasting like companies did in 1980 and
1981 that the price of oil was going to be $100 a barrel and the price of natural
gas is going $16 per mcf, only to see it at 95 cents now. There's a lot of
bloodshed out there on Wall Street. Because of this psychology debacle that
has happened there, people are playing very close to their vests and it's going
to be very, very hard to liberate this business and operate on a good faith
basis. Don't worry, if you build it, they will come. That works in the movies.
But tell my boss about that and I may have a problem there. I do, just without
being too long-winded, I think this will not change for years to come. But you
will need long-term contracts. Whether LDCs' Commissioners, FERC regulators
like it or not, I don't know that there has been a cogen plant or independent
power project built without a long-term contract. Correct me if I'm wrong. So,
any other questions or have I worn you out?

Well thank you all for having me.
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Weekly Gas Stocks

Producers/NGLs
/Gatherers

ENSERCH
Equitable
MAPCO
Mitchell
NERCO
Questar
Seagull
Southwestern
Tejas Gas
Simple Avg.

Pipelines
Arkla
Burlington Res.
Coastal
Columbia
Cons. Nat'l Gas
Enron
Panhandle
Sonat
Tenneco
TransCanada(a)
Transco
Williams

Simple Avg.
Local Distribution
Atlanta Gas Lt
Brooklyn Union
MCN Corp.
Nat'l Fuel Gas
N1COR
ONEOK
Pacific Ent.
Peoples
Wash. Gas Lt.

Simple Avg.

DJIA
S&P500
Crude($/Bbl)
30 Yr.Bond(%)

Price
01/31/92

$13.25
39.75
57.50
14.75
14.75
19.50
22.50
33.00
2600

$26.78

$10.13
35.75
23.75
17.63
35.25
31.38
13.75
31.75
35.25
17.50
19.00
35.75

$25.57
Companies

$34 38
29.88
24.13
24.38
43.25
16.25
24.75
26.63
2125

$28.54

3223.39
411.04

18.90

Weekly
Price

Change
($0.38)
(0.50)
0,50

(0.38)
(0.13)
(0.38)
(0.75)
0.62
flJS

($0.07)

($0.87)
1.12

(1.25)
(0.75)
(3.00)
(2.37)
(1.13)
(1.83)
(0.50)
(0.13)
(0.63)
iQJSl
(0.99)

$0.50
0.00
0.00
0.63

(0.88)
(0.50)
(0.38)
0.25
flJiQ
0.01

(9.39)
(4.44)
(0.10)

%
Change

YTD
(2.8) %
(2.8)
(5.7)
(6.3)
(9.2)
(8.8)
(9.1)
4.8

21&
(2.1) %

(19.0) %
1.4

(3.6)
2.2

(18.0)
(10.3)
(10.6)

(3.8)
12.3
0.0
0.0

i&31
(4.8) %

(6.1) %
(1.6)
(1.0)
(0.5)
(4.9)
(3.7)
(5.7)
0.0

I3JD
(3.3) %

1.7
(1.5)

(33.6)
4.0

]

EPS
18.9
12.2
11.3
16.4
12.8
11.5
15.0
12.9
I&fi
14.4

11.3
21.0
10.6
7.1

13.6
12.6
13.8
17.2
14.1
11.3
15.8
Hfi
13.5

15.1
12.7
11.0
13.2
10.8
11.2
12.4
11.8
113
12.3

14.0
15.8

NA
NA

Price to
L992E

CFFO
x 4.8

6.6
7.7
4.4
2.6
5.3
3.5
6.3
LI

x 5.3

x 2.9
7.6
4.0
2.2
5.2
4.1
3.7
3.5
4.9
6.1
1.7
LQ

x 4.2

x 6.9
6.2
4.3
6.3
52
4.6
2.8
6.1
&2

x 5.4 j

NA
x 7.8 J

NA
NA

Book
x 124%

151
418
112
95

157
130
217
153.

x 174%

x 109%
170
122
107
168
187
109
117
193
184
109
144

x 143%

x 182%
139
180
139
179
125
106
150
I6JL

i 151%

242
i 267

NA
NA

%
Yield
6.04%
3.87
1.74
2.71
4.34
5 23
0.00
1.70
000
2.85%

10.66%
1.96
1.68
0.00
6.33
4.14
5.82
6.30
4.54
4.34
3.16
425
4.35%

5.93%
6.49
6.80
5.99
5.18
6.15
7.11
6.46
6.32
6.27%

3.04
3.04

NA
NA

(a)Canadian dollars. CFFO-Cash flow from operations; YTD-Year to date.



Large Local Distribution Companies - Total Returns -1984-1991
(percent)

Atlanta Gas Light
Brooklyn Union
MCN Corp.
National Fuel Gas
NICOR
ONEOK
Pacific Enterprises
Peoples
Washinton Gas Lt

Simple average

Atlanta Gas Light
Brooklyn Union
MCN Corp.
National Fuel Gas
NICOR
ONEOK
Pacific Enterprises
Peoples
Washinton Gas Lt

Simple average

Atlanta Gas Light
Brooklyn Union
MCN Corp.
National Fuel Gas
NICOR
ONEOK
Pacific Enterprises
Peoples
Washinton Gas Lt

Simple average

1991
26.8%
9.6

21.0
9.3
8.5

20.1
(28.0)
20.0
24.1

10.1%

1991
20.1%
3.0

13.4
3.2
3.4

14.4
(32.5)
12.7
16.9

3.8%

1991
6.7%
6.6
7.6
6.1
5.1
6.7
4.5
7.3
7.1

6.3%

1990
7.1%

(2.3)
(1.0)
(9.0)
0.3

(2.7)
(16.1)
(1.8)
0.1

(3.6)%

1990
0.4%

(8.2)
(8.0)

(14.0)
(4.3)
(7.5)

(23.0)
(8.2)
(6.3)

(9.6)%

1990
6.7%
6.9
7.0
5.0
4.6
4.8
6.9
6.4
6.5

6.0%

1989
28.1%
43.5
34.4
62.3
63.6
76.3
43.9
42.1
35.2

43.5%

1989
20.3%
36.0
25.9
45.4
47.2
68.9
34.7
33.8
27.3

35.7%

1989
7.8%
7.5
8.5
6.8
6.4
7.4
9.3
8.3
7.9

7.8%

Total]
1988
25.6%
15.2
4.9

20.8
42.5
12.7

(17.6)
36.2
19.0

10.7%

Return
1987
(2.7)%
2.9
-

(7.8)
(8.5)

(42.4)
8.6

(19.6)
(6.1)

(6.8)%

Price Change
1988
17.4%
7.4

(3.3)
13.4
34.4
12.7

(24.6)
26.2
10.6

3.5%

1987
(9.5)%
(4.3)
-

(13.8)
(15.1)
(50.0)

1.6
(26.6)
(13.1)

(12.9)%

Yield
1988
8.2%
7.8
8.2
7.3
8.1
0.0
7.0

10.0
8.4

7.2%

1987
6.7%
7.2
..

6.0
6.6
7.6
7.1
6.9
7.0

6.1%

1986
34.1%
10.7

—
42.8
34.9
13.1
8.2

11.7
22.9

18.8%

1986
26.7%
3.4
-

35.2
26.6
5.1
1.0
6.1

15.1

12.1%

1986
7.5%
7.3
—
7.6
8.3
8.0
7.2
6.7
7.9

6.7%

1985
39.2%
34.1

—
18.4

(14.9)
19.3
24.6
36.3
30.8

19.7%

1985
30.4%
25.4

-
10.6

(25.4)
10.4
16.6
28.5
21.8

12.0%

1985
8.8%
8.8
_
7.8

10.5
8.9
8.1
7.8
9.0

7.7%

1984
66.5%
18.9

—
68.7
20.9
2.8

23.7
68.6
28.5

28.1%

1984
45.6%
9.6
_

67.8
9.4

(5.3)
14.8
67.7
18.5

19.2%

1984
10.9%
9.3
_

10.9
11.5
8.1
8.8

10.9
10.0

8.9%

S&P 500 Ttl. Return 30.1% (3.1)% 31.2% 16.3% 5.7% 18.5% 31.0% 5.0%



Medium-Sized Local Distribution Companies • Total Returns -1984-1991
(percent)

Atraos
Indiana Energy
New Jersey Res.
Northwest Natl Ga
Peidmont
UGI Corp
Washington Energy

Simple average

Atmos
Indiana Energy
New Jersey Rei.
Northwest Natl G*
Peidmont
UGI Corp
Washington Energy

Simple average

Atmos
Indiana Energy
New Jersey Res.
Northwest Natl Ga
Peidmont
UGI Corp
Washington Energy

Simple average

S&P 500 Ttl. Return

1991

45.6%
22.9
19.1
18.2
19.6
32.4
18.9

24.1

1991
38.3%
17.0
10.9
11.7
13.6
24.8
11.9

17.2

1991
7.3%
5.9
8.2
6.6
6.0
7.6
7.0

6.9%

30.1%

1990

(0.4)%
16.1
(5.6)
9.6

10.4
(9.9)
(4.0)

3.1

1990
(7.0)%
9.9

(12.5)
3.0
4.5

(15.9)
(10.1)

(3.3)

1990
6.5%
6.2
7.0
6.6
6.0
6.1
6.1

6.3%

(3.1)%

1989

17.0%
40.2
26.1
26.0
21.9
35.9
68.9

31.9

1989
10.0%
32.6
18.3
18.3
15.4
28.5
59.5

24.3

1989
7.0%
7.7
7.8
7.6
6.6
7.4
9.4

7.6%

31.2%

Total]
1988

41.1%
42.3
15.5
17.9
33.4
25.4
8.3

25.5

Return
1987

(10.9)%
(15.9)
20.1
(3.8)
(8.5)
7.5

(20.7)

(5.6)

Price Change
1988
32.7%
33.0
7.6
9.7

25.8
17.2
(0.9)

17.1

1987
(17.6)%
(22.7)
11.9

(11.0)
(14.4)
(0.6)

(27.3)

(12.8)

Yield
1968
8.4%
9.3
7.9
8.2
7.6
8.3
9.1

8.4%

16.3%

1987
6.7%
6.8
6.3
7.2
5.8
8.0
6.6

7.1%

5.7%

1986

(0.8)%
13.4
24.0
23.5
30.5
31.0
27.2

21.2

1986
(7.0)%
6.4

15.1
15.3
24.0
21.3
19.7

13.4

1986
6.3%
7.1
8.9
8.2
6.6
9.7
7.5

7.7%

18.5%

1985

70.8%
32.5
6.9

23.4
23.7

1.8
32.6

26.1

1985
62.0%
24.2
(1.4)
14.5
16.3
(7.1)
23.7

17.6

1985
8.8%
8.3
8.3
8.9
7.4
9.0
8.9

8.5%

31.0%

1984

27.5%
64.6
16.6
32.7
27.9
39.7
36.5

32.6

1984
17.9%
43.9
8.3

22.4
19.5
28.2
25.8

22.7

1984
9.6%

10.7
8.3

10.3
8.4

11.5
10.7

9.9%

5.0%



Pipelines - Total
(percent)

Arkia
Burlington Ret.
Coastal
Columbia
Consolidated
Enron
Panhandle Eastern
Sonat
Tenneco
TransCanada
Trsnsco
Williams Cos.

Simple average

Arkia
Burlington Res.
Coastal
Columbia
Consolidated
Enron
Panhandle Eastern
Sonat
Tenneco
TransCanada
Transco
Williams Cos.

Simple average

Arkia
Burlington Res.
Coastal
Columbia
Consolidated
Enron
Panhandle Eastern
Sonat
Tenneco
TransCanada
Transco
Williams Cos.

Simple average

Returns

1991
(32.1)%

(6.4)
(22.4)
(63.2)

2.0
32.6
29.4

(25.3)
(30.6)

7.4
(39.0)
53.7

(13.6)%

1991
(37.5)%

(7.2)
(23.6)
(63.2)

(2.3)
27.9
23.0

(29.6)
(33.9)

2.9
(40.9)
48.3

(17.5)%

1991
5.4%
1.8
1.2
0.0
4.3
4.7
6.4
4.3
3.4
4.5
1.9
5.4

3.6%

• 1984-1991

1990
(22.6)%
(20.2)
(1.3)
(6.6)
(9.0)
(0.7)

(55.5)
0.3

(18.6)
4.1

(30.4)
(29.4)

(16.0)%

1990
(26.6)%
(21.6)

(2.5)
(9.8)

(12.7)
(5.0)

(58.2)
(3.8)

(23.7)
0.0

(33.2)
(33.0)

(19.5)%

1990
4.0%
1.4
1.2
4.2
3.7
4.3
2.7
4.1
5.1
4.1
2.8
3.8

3.4%

1989
40.7%
60.8
46.7
66.6
29.3
64.1
24.4
75.0
33.6
17.9
40.9
31.2

42.4%

1969
35.4%
48.6
44.9
50.7
24.8
57.3
16.6
68.1
27.4
13.3
37.0
26.7

37.3%

1989
6.4%
2.1
1.8
5.8
4.6
6.8
7.8
6.9
6.2
4.5
3.9
4.6

6.0%

Total
1988
17.8%
29.9
34.0
(8.6)
15.5
(0.1)
33.2
35.5
30.6
(0.4)
59.5
36.4

22.9%

Price
1988
11.8%
29.9
31.7

(14.3)
1G.6
(6.4)
23.5
26.7
23.0
(4.8)
53.5
30.5

16.8%

Return
1987
0.4%
-

13.8
(4.0)
16.9
6.3

(18.0)
(4.3)
11.9
(0.1)

(39.8)
6.6

(3.3)%

Change
1987
(5.3)%

-
11.4

(11.0)
11.9
(0.9)

(25.2)
(12.0)

3.9
(6.7)

(44.7)
0.6

(9.4)%

Yield
1988
6.0%
—
2.3
5.7
4.8
6.3
9.6
8.7
7.6
4.3
6.9
6.0

6.1%

1987
5.7%
-
2.4
7.0
5.0
6.3
7.2
7.7
7.9
6.6
4.9
6.0

6.1%

1986
13.9%

-
(9.0)
22.6
34.0
(6.7)
70.3

(17.6)
3.9

(20.6)
(19.7)
(17.1)

1.4%

1986
7.8%
-

(10.5)
14.6
28.6

(12.2)
57.7

(23.5)
(3.8)

(25.4)
(24.3)
(21.8)

(4.7)%

1986
6.1%
—
1.6
8.1
6.4
5.5

12.7
5.9
7.6
4.9
4.5
4.7

6.1%

1985
11.7%

-
110.6
26.5
27.3
12.4
18.1
6.3

13.0
9.2
9.2
4.7

15.9%

1985
5.3%
-

107.7
16.2
21.6

6.5
4.5
0.4
6.0
4.0
5.1
0.0

9.4%

1985
6.4%
—
2.9
9.4
5.7
6.9

13.6
6.9
8.0
5.1
4.2
4.7

6.5%

1984
(19.5)%

-
(12.2)

5.5
29.7
13.0

(47.0)
8.7

(0.5)
(27.2)
43.2
12.2

0.0%

1984
(24.3)%

-

(16 7)
(3.5)
23.2

7.0
(53.4)

3.0
(7.6)

(30.4)
37.7
7.7

(5.6)%

1984
4.8%

3.4
9.0
6.5
6.1
6.4
5.6
7.1
32
5.4
4.5

5.6%

P&P 500 Ttl Return 30 (3.1)% 312% 16.3% 5.7% 18.5% 31.0% 50%



Pipelines -1991 Total Returns
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Pipelines -1990 Total Returns
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Large LDCs -1991 Total Returns
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Large LDCs -1990 Total Returns
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Medium-Sized LDCs -1990 Total Returns
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LDC Group. Five Factor Relative Valuation Summary, Yearend 1989-1991

P/E
P/CPFO
P/Book
% Yield
%ROE
% Leverage

December 31st, 1991
LDCs

12.5x
5.5x
156%
5.98%
13.0%
49.3%

S&P500

16.0x
7.9x
271%
3.00%
13.6%
n/a

%

78.1%
69.6
57.6
50.2

104.6
n/a

December 31st,
LDCs

11.2x
5.4x
156%
6.69%
12.5%
51.2%

S&P500

14.3x
7.9x
224%
3.65%
15.3%
n/a

1990
%

78.3%
68.4
69.6
54.6

122.4
n/a

December 29th,
LDCs

12.7x
5.8x
176%
5.68%
13.3%
48.8%

S&P500

13.5x
8.8x
228%
3.35%
15.5%
n/a

1989
%

94.1%
65.9
77.2
59.0

116.5
n/a

Average 72.0% 78.7% 82.5%



LDC Group Yield Versus 30 Year Governments
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DOE/NARUC Conference, February 2-5,1992
Panel: Integrated Resource Planning and the Demand for Natural Gas
Tuesday, February 4,1:45 - 3:00 p.m.

Moderator, The Honorable Evan W. Woollacott, Commissioner, Connecticut
DPUC

While listening in the past day a half in this period of transition, a phrase kept coming
into my mind which you remember from reading in your early days. It was called, "it
was the best of times, and it was the worst of times." And each of us in this room can
define it in one way or another. In Connecticut I might define it this way. In the early
years before there was a demand side management, we in Connecticut practiced that
quite a bit, but not on that term. We used to lower the thermostat, check the hour
factors and that type of thing, because we were afraid that we would not have enough
gas to take care of ourselves in the winter. And also because we're at the end of the
pipeline, we had to save money. Now the experts have redefined it a little better for
us, and we do appreciate it. But, it's kind of exciting with the start-up of iroquois
which just happened this past month in Connecticut, wow, we now have gas. And
thinking about it, we might love to have a 250 watt humid air turbine electric plant with
all the efficiencies that they tell me about which is so great, with no NOx and no SOx
and all of those things, it'd be great. Isn't it great we'll have gas for natural gas
vehicles, and maybe we can extend our line's infrastructure to add more customers.
It's a kind of exciting time for us, and that's the good news. The bad news is that we
have a surplus of electricity in Connecticut and we will have, for a period of time and
outside of maybe powering a plant, we might not do much. I don't know how fast the
natural gas vehicle movement will go and i hope rapidly, but it's going to be slow from
our standpoint, and when I look at our infrastructure, we piped all the straight roads in
Connecticut and all we've got is curved road and hills and rocks and can we afford the
capital to proceed with that is another problem we have. And then listening as the
year of transition, I wonder in facing a recession in Connecticut, which is very strong,
deepened by the fact the reduction in defense contracts. I don't know if during this
transition firm ratepayers can stand the demand charges, and this is something that's
kind of bother me. But with that I want to proceed with one confession to the panel.
When NARUC asked me to do this, I thought that, this is tongue in cheek, to ask me
to do penance, because for 32 years, prior to my present position, I served in the
supply side in nuclear and fossils fuels of the electric utility industry and that's quite a
change for me. But believe me, I will be listening.

Our first speaker is Patrick J. Maher, President of Washington Gas. He joined
Washington Gas in July of 1974 as Vice President and Chief Financial Officer. He
held many positions in the investment banking area and one position he held in New
York was chief of utility financing for the New York State Public Service Commission.
And I'm quite sure you won't recognize this when he gets up to speak, he is a native
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of Ireland. He received his Bachelors degree in business administration from iona
College, he graduated cum laude. and a MBA in banking and finance from New York
University. He lives in Leesburg, Virginia, with his wife and four children. Let's give a
good welcome to Patrick Maher.
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Speech of

PATRICK J. MAHER

President
Washington Gas

to the
NARUC-DOE Gas Conference

Phoenix, Arizona
Tuesday, February 4, 1992

I am pleased to talk with you today about the Integrated Resource Planning
program, or IRP, that we at Washington Gas are implementing. It's one which we
believe holds potentially important benefits for our customers and ourselves. IRP
adds a new dimension to a utility's traditional investment planning program because it
calls for utility managers to give equal consideration to demand-side expenditures and
supply-side expenditures in meeting customer energy needs. Economists would
describe the end result of IRP as a more efficient allocation of resources.

Until IRP, we did not equate expenditures in demand-oriented opportunities to
expenditures of pipe in the ground or new sources of supply. Integrated Resource
Planning compares the costs of providing gas supply or services with the costs of
taking actions to change consumers' demand for natural gas. Conservation or
investment in new high-efficiency equipment can lead to a more efficient consumer
use of the total available energy resources.

From my perspective, and finance is my background, I see the issue as one of
taking the least amount of disposable income from our customers. When we do this,
the customers satisfy their energy service needs (comfort, hot water, etc.) at the least
cost and we have satisfied, happy customers. That is what it's all about.

Washington Gas provides gas service for Washington, DC, and its surrounding
suburbs in Maryland and Virginia. We submitted our first integrated plan to the District
of Columbia Public Service Commission in 1990 and are developing a final plan for
submission to the Maryland Public Service Commission in October 1992. Our
experience with IRP is not extensive. And we certainly dont have all the answers.
Indeed, we're still learning what questions to ask.

We can already see that for local distribution companies, there are a number of
benefits to IRP. We have begun to actively view our service obligations on a broader
perspective - not just delivering gas, but delivering energy services. This includes
efficient managing of operations on the street side of the meter as well as expanding
our services and resources on the customer side of the meter.
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Washington Gas sees four benefits of IRP:

* Maximize customer satisfaction with energy service at the same time as
optimizing the gas throughput per customer-IRP targets lower bills, lower rates
or a combination of both. The maximization of customer satisfaction can help
maintain or increase the customer base which, in turn, can help minimize rate
increases through growing, but efficient load.
* Increased economic efficiency in the prudent allocation of resources. With
newly added demand-side resources at their disposal, utility managers have to
re-evaluate their resource allocation decisions so as to meet customer energy
needs in the most cost-effective manner possible.
* Provide regulators with more "good news" opportunities, greater customer
satisfaction and, of course, prudent use of scarce energy resources.
* Provide investors with greater opportunity to maximize their return through
growth that is achieved through customer demand for high-efficiency
equipment, and regulators' satisfaction that the LDC is truly meeting the
regional energy service needs of its service territory.

As we focus on the newest resource, that is demand-side options we now have
to chose from in delivering energy services, one thing is clear - if our IRP efforts are
to be successful, we must have end-use technologies available that are more efficient
and less costly over the long run than the standard technologies now in use. I have in
mind high-efficiency appliances in the space conditioning and water heating markets.
Without such products, we may not convince a cost-conscious customer that we
provide the best energy value for them. Also, these products usually have higher first
costs and, unfortunately, consumers tend to avoid investment in them, in favor of
cheaper, less efficient products.

As we turn the IRP demand-side programs into reality, we are mindful of our
priority goal •- to provide quality service and value to our customers for every dollar
they spend.

In order to meet our goal, we must understand who our customers are and
what decisions they face. In some cases, first cost considerations override what may
be the best energy decisions, particularly where, for example, a developer or builder,
not the energy end-user, makes the decision. Some decision makers on energy
systems are responding to profitability goals, which focus on the first cost of energy
equipment and often results in the procurement of less technically advanced, and
therefore, less efficient equipment. When not taking advantage of the operating cost
savings of high-efficiency equipment, customer energy decisions end up looking very
short sighted. IRP requires us to identify customer goals as well as company goals in
directing demand side management resources.

There are two publics who have a specific stake in IRP - our customers and
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regulators. Among our customers, let me comment on two groups of citizens who
have reason to be interested in IRP. These are individual homeowners (especially
Iow-incom9 homeowners) and apartment building owners.

individual residential homeowners, who are responsible for their own utility bills,
are representative of customers who we must retain as the core to which we add new
customers. We need to help them use energy as efficiently as possible, especially
when they are considering changes or upgrades in older, less efficient and cost-
effective equipment. We can maximize the effectiveness of their investment by
providing the additional dollars necessary to install high-efficiency equipment, and we
retain the business. In this regard, Washington Gas is testing several conservation
programs. Each is designed to assist the residential consumer in meeting a specific
need.

First, we have Weatherization - For no or a modest fee, depending on one's
income level, we conduct an energy audit or survey of a customer's home. Our goal
is to reduce the heat loss and draftiness in the dwelling. Under IRP, we look at
weatherization in terms of its cost effectiveness for the consumer and utility.

The second IRP program is called Tuneup." This program is designed for
those consumers who have old heating equipment that is still usable. This program is
implemented in cooperation with local, small HVAC contractors, who, as needed,
adjust the customer's gas equipment so it will continue to provide efficient service for
years to come. This helps consumers get the maximum efficiency from existing
equipment, without having to install new equipment at that particular time.

' Our third program is Cash Rebates - a program aimed at helping customers
who do need to replace existing gas equipment with new, high-efficiency equipment.
As the name implies, we give customers cash to help them offset the difference in
cost between a low-efficiency and a high-efficiency piece of equipment. Although only
two months old, our Maryland space heating high-efficiency program already has
attracted considerable customer interest. Indeed, whether customers have learned
about this program by word of mouth, bill inserts, or heating contractors, our
telephones haven't stopped ringing since an announcement about the program first
appeared.

Apartment building owners frequently have master-metered buildings whose
management collects the tenants' energy bills as part of the apartment rental fee. It is
the apartment owner, not the tenant, who is responsible to the utility for payment of
the bill. It is in working with apartment owners that IRP can have the greatest impact
on the utility and the gas user.

Let me explain. We know that many owners of apartment buildings prefer to
have their tenants pay their own utility bills. So, it is becoming increasingly common
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for apartment building owners to switch from a central boiler heating system to
individually operated and metered heating units. The choice for the building owner is
whether to install individual heat pumps or high-efficiency gas heating units, and the
owner often pays scant attention to the heating value received by the tenant and more
attention on simply removing himself from the role of utility bill payer.

In many places, the electric heat pump, though perhaps cheaper to install,
cannot meet the heating needs of many building tenants. This is especially true of
senior citizens, who are often very sensitive to cold. An apartment-size, individually
metered gas heating unit permits the resident to control the temperature in a cost-
effective way. Convincing the building owner to install high-efficiency gas heat
requires incentives to help overcome some of the high initial installation costs. IRP
programs allow us to make such incentives available and to provide competitive
offerings to our customers, competitive services that are efficient and thus conserve
scarca resources.

We also focus on new customers, both commercial and residential. In the
increasingly competitive environment in which we operate, we work to bring about
greater energy efficiency through the installation of high technology gas equipment in
new or renovated buildings. Given the nature of such energy investments, if the
customer should miss the opportunity to get high-efficiency gas equipment into a
building, another replacement decision in that building may not come along for 15 to
20 years.

So far, I have mentioned applications served by natural gas that are very
traditional in nature. IRP, with its new focus on the. demand side, suggests that new
markets need to be considered.

Efficiency and market development can go hand-in-hand. Market development
can mean looking for new gas end-uses that are more efficient or less costly than
alternative fuels. Market development also benefits an LDC by providing greater
therm sales for the amortization of fixed costs.

Opportunities also abound for regulators and the regulated companies to learn
more about each others' needs. In many IRP developmental areas, including
Maryland and Washington, D.C., regulators have fostered a collaborative development
and review process, one that brings together the LDC and intervenes parties.
Regulators and interested parties come to view each other as added "resources,"
rather than as obstacles to progress in the efficient delivery of utility service. Such
non-utility organizations often have their own staffs and experts. Working in a
cooperative manner, utility personnel, regulators and intervenors can help each other
focus in ways that will result in the creation and implementation of a better program.
By having all parties involved from the start of a program, rather than being brought in
at the end, there is often greater understanding of the final program - its goals and
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implementation - which can result in less litigation. We believe this open process has
played a major role in the success of IRP in Washington and has allowed us to get off
to an expeditious start in Maryland.

Washington Gas takes a positive view of Integrated Resource Planning. From
many perspectives, IRP is a new way of looking at providing quality service. It also
provides new business opportunies.

i would like to turn briefly to some other matters I believe regulators should
consider as they begin or continue efforts in support of IRP.

Traditionally, the gas industry has considered prudent expenditures in terms of
gas supply and facilities, such as pipe in the ground. In the same way, regulators
traditionally have considered such normal expenditures for recovery in rates. The
change that IRP introduces is recognition that demand-side expenditures should be
treated the same as supply-side expenditures. Such recognition will permit recovery
in rates of demand-side costs.

The returns are not all in on cost recovery, but I am encouraged by actions that
permit current cost recovery and discouraged by well-intentioned advocacy that
speaks in terms of seeing programs in place for years before cost recovery is
permitted. Supply side plant goes into rates when it goes into service - so should
demand side costs. Where conservation gas is the cheapest gas we get, put the
costs in the PGA, or its equivalent.

I also have a word of caution. Successful IRP development reaps the benefit of
reduced utility bills for participants in your programs, but as a result of higher rates it
can mean increased bills for non-participants. Although the challenge is to maximize
participants in your demand side management programs, the increased bills of some,
or a significant number of customers, can have a negative impact on a company's
competitive position. The rate increases and bill increases for non-participating
customers can send the wrong price signals and reduce sates. This scenario must be
considered to make the correct decision when reviewing program choices and
selecting the least cost mix of demand-side and supply-side resources.

Integrated Resource Planning is an opportunity for customers to be more
satisfied with gas, for investors to be more satisfied with company earnings, and for
regulators to be more satisfied with efficient company operations and allocation of
resources.

Thank you.
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Moderator Evan Woollacott: Thank you Mr. Maher, we appreciate your words. The
next speaker is Richard Itteilag. He is Director of Residential, Oommerciai Marketing
and Sales for Missouri Public Service. He is in charge of demand side management
and creating new marketing programs for over 200,0C0 electric and gas companies.
Many of you know him in this room because he formerly was the Director of Gas
Demand Analysis for the American Gas Association, arid I believe he had at least 15
years with the American Gas Association. Prior to that he was an Energy Economist
with the Arabian American Oil Company. He has a B.A. degree in economics from
Manhattan College, and a M.S. in economics from New York University and just
completed his course work for a Ph.D. at Georgetown University. He has written
numerous papers which I'm sure, all the more is added today, but we welcome you
Richard, to this forum and please give him a good welcome.
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Integrated Resource Planning (IRP) Outline

I. Background

IRP programs originated from the Least-Cost Utility Planning (LCP)
programs that Public Utility Commissions (PUCs) required of electric utilities in
the early 1980's. These LCP programs were primarily supply cost minimization
programs or Supply-Side Management (SSM).

PUC's are becoming more active in promoting gas IRP programs. At the end
of 1990, there were 15 states actively pursuing gas IRP programs. Nevada and
the District of Columbia have IRP programs in place.

II. IRP Definition

An IRP is a roadmap for a utility to meet its future energy demana in the most
cost-efficient manner taking economic, environmental and social costs into
account. This is normally done through a combination of supply-side (SSM)
and demand-side management (DSM) techniques.

These techniques include:
DSM-- load leveling, conservation and fuel switching
SSM- least cost supply and purchased energy

The integration of SSM programs with DSM programs is a true integrated
resource plan or IRP.

HI. Total IRP Program

o Today, PUC's are considering natural gas technologies as viable options for
electric utility IRP programs. This is viewed as a "total" IRP program.

o Through the DSM technique of load-leveling, natural gas cooling can reduce
electric peak demand. This would reduce the need for additional electric
peaking capacity. Natural gas cooling would raise off-peak gas use in the
summer thereby more fully utilizing pipeline capacity and increasing the overall
efficiency of the gas system.

o Fuel switching from electricity to gas is an effective method for reducing carbon
dioxide (CO2) emissions, and thereby improving total energy efficiency.
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IV. Benefits to Gas Industry

o Commercial natural gas cooling technologies pass the Total Resource
Benefit/Cost Test (TRC) used by PUC's for approving IRP programs.

o Average gas costs decline because gas purchased for gas cooling needs is 25
percent lower than average gas costs.

o Pollutant emissions decline by reducing the need for coal or oil-fired power
plant capacity:

- sulfur oxides (SO2) by 100 percent
- nitrogen oxides (NOx) by 44-85 percent
- carbon dioxide (CO2) by 10-28 percent
- Total Suspended Particular matter (TSP) by 94-100 percent
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NATURAL GAS FUNDAMENTALS

E NVIRONMENT

E LECTRICITY

E FFICIENCY

CONSERVATION
(Post-1973)

27% decline in residential gas consumption.

2 1 % decline in commercial gas consumption.

38% decline in gas use per dollar of GNP.



RESIDENTIAL CONSERVATION
(1973-1986)
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PERCENT EMISSION REDUCTION ACHIEVED
(NATURAL GAS ABSORPTION VS. ELECTRIC CENTRIFUGAL)

Pollutant

SO2

NOx

CO2

TSP

EXISTING

Oil-fired
Combustion CoaJ-Fired

Turbine Power Plant

100% 100%

79% 85%

28% 16%

94% 100%

NEW

Oil-Fired
Combustion Coal-Fired

Turbine Power Plant

100% 100%

44% 73%

23% 10%

94% 99%

Quads

TOTAL GAS DEMAND: 2010

30~

2 5-

2 0 -

1 0 ~

5 -

19.4

-

23.0

21.0

25.8 •

-

1990 Base Low High
Energy Use Environment



Moderator Evan Woollacott: Thank you Rich, very much. I had to rush you towards
the end, but this is the way it is. Dr. Theresa Flaim is the current Manager of Rates
and Integrated Resource Planning for Niagara Mohawks's gas business units. She
has also played a leading role in Niagara's efforts to develop alternative, regulatory
incentives advantages to both electric and gas operations. She also served for some
years as Director of Electric demand side planning in the Corporate Planning
Department of Niagara Mohawk. Prior to joining Niagara Mohawk, she spent seven
years at the Soiar Energy Research Institute conducting research related to the
economic impact of alternative energy sources for conventional electric utility systems.
She has an interesting Ph.D. degree, it's in Energy Resource Economics from Cornell
University. Dr. Flaim.
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WHO SHOULD PAY FOR DEMAND-SIDE MANAGEMENT PROGRAMS?

Theresa Flaim,1 Ph.D.

presented at the DOE/NARUC Conference on
State Regulation and the Market Potential for Natural Gas:

Challenges and Opportunities
February 3-5, 1992
Phoenix, Arizona

1.0 INTRODUCTION

Traditional utility resource planning involves taking the load forecast as a given and then
determining the additional supply resources expected to serve that load at minimum cost and
optimal levels of reliability. With integrated planning, the goal is still to balance supply and
demand, but in a way that is most cost effective given all possible ways to serve customers'
energy service needs. The new element in integrated resource planning is demand side
management (DSM) or activities aimed at altering the quantity of energy customers use and/or
the timing of their consumption.

This paper will focus on a single issue associated with DSM programs: Who should pay
for them? I selected this topic in part to complement rather than duplicate the remarks of the
other speakers on this panel, and in part because I believe that it is the single largest issue
associated with electric DSM programs. Since gas DSM initiatives are only getting started in
New York State, we have the opportunity to start over and get it right from the start.

In more specific terms, this paper will address two broad questions: (1) Who should pay
for demand side management programs that reduce energy sales? (2) Who should pay to
promote electric-to-gas fuel switching?

2.0 THE PROBLEM WITH DSM PROGRAMS THAT REDUCE ENERGY SALES

I am amazed at how widely misunderstood the rate impacts of load-reducing DSM
(conservation) programs are, so I want to state them in the clearest possible terms: as long as
rates exceed marginal cost, conservation programs will cause rates to rise. Rates will be
higher in both the short run and in the long run, and they will be higher than they would have
been if we had not run these programs and had added supply resources instead, provided that
the supply resources cost less than the demand side resources, including the lost net revenue that

'Former Director of Electric Demand-Side Planning, and current Manager of Gas Rates and
Integrated Resource Planning, Niagara Mohawk Power Corporation, 507 Plum Street, P. O. Box
5001, Syracuse, New York, 13250-5001, (315) 460-3033. The views expressed in this paper
are strictly those of the author and do not necessarily reflect the views of the Niagara Mohawk
Power Corporation.

26?



results from reduced energy sales. Having made this broad statement, I want to add the
necessary qualifiers.

First, note that I prefaced this statement with the "as long as rates exceed marginal cost."
In New York State today and for the foreseeable future, the rates on energy components of
electric tariffs exceed marginal cost by a wide margin. Niagara Mohawk's gas rates also exceed
marginal cost, but the difference is much smaller than for electric. It is true that if rates are
below marginal cost, conservation programs will lead to a decrease in rates. However, as an
economist and as a rate manager, I do not consider this situation to be very realistic except for
short periods of time. If your rates are below marginal cost, you will be losing money on every
sale, and the fact that a DSM program would reduce your rates would be small comfort relative
to the other problems you will be facing.

Second, implicit in my broad statement is the assumption is that DSM costs-including
program costs and lost net revenue-will be recovered through energy charges that apply to all
customers. If this were not true, DSM programs would not lead to increases in general rates.
Finally, the fact that rates will rise is not the problem £££ S£. The problem is that rates will rise
for non-participating as well as participating customers.

Before discussing what I believe are the necessary solutions to the problem, I want to
address the two most common comments I have heard from conservation advocates about
conservation-induced rate increases:

(1) This is not a problem-it's only a transfer payment. People who hold this view
clearly believe that conservation-induced rate increases are a non-issue. Thus, it should come
as no surprise that they offer a non-response to it. Transfer payments raise serious equity issues.
Moreover, cross subsidies can have efficiency consequences, as discussed in Section 4.0.

(2) To eliminate the non-participant's problem, make everyone a participant. This
opinion is also widely held. The problem with it is that it simply isn't practicable, especially
if we continue to expect these programs to be cost effective. Only 10% of our electric
customers have electric space heat and only 33% of have electric water heating. While it is
conceivable that we could give every single electric customer free compact fluorescent light
bulbs, there is no way that we could offer everyone the same total program benefits, as long as
rebates are proportional to energy savings, and program costs are recovered from all customers.
A light bulb simply does not result in the same level of bill savings as improved weatherization.

3.0 THE SOLUTIONS

To minimize the rate impacts of DSM programs on non-participating customers, I
recommend that all of the following steps be adopted, to the maximum extent practicable:

First, align rates so that they accurately reflect marginal cost. Conservation-induced
revenue losses have nothing to do with conservation pei $£. They are caused by inefficient rate
design. Thus, the first most important step to take is to redesign rates so that they accurately
reflect marginal cost as much as possible.
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Second, require participating customers to pay as many program costs as are feasible.
From a program design point of view, this means maximizing the use of shared savings2

concepts and eschewing full subsidies and free giveaways except in cases where they are clearly
justified based on market research. This design advice will not only minimize rate impacts but
will also help insure that DSM programs are as cost-effective as possible, contrary to the advice
given by many conservation advocates who want utilities to maximize incentive payments to
maximize program participation.

Third, for programs where it isn't feasible to require participating customers to pay the
full costs of the program, limit cost responsibility to the class that is eligible for participation.
For some programs, it isn't possible to limit payments to participants either because participants
are not easily identifiable (such as for information programs) or because the progmm involves
activities such as market research which could benefit all customers. In these cases, fairness
dictates that the costs for these programs be confined to the rate classes who are the direct
beneficiaries of the program. Residential customers shouldn't have to pay for industrial
programs and industrial customers shouldn't have to pay for residential programs.

Fourth, consider offering a "reverse shared-savings" program to your largest
customers. This idea was conceived by Bernie Neenan, Manager of Niagara Mohawk's Electric
Rates Department and it is currently under evaluation. The idea is to offer large-volume, high-
load factor customers the option of "buying out" from any DSM surcharges. These customers

2Shared savings is a concept which would require participating customers to pay the full
costs of DSM programs. One version of the concept is to have the utility pay for all the upfront
costs of the conservation measures, and then to have participating customers pay the utility back
out of the bill savings they experience after the measures are installed. Another version would
have the utility and the participating customer split the bill savings. In its most extreme form,
the customer would pay all of the costs associated with DSM programs, including the net
revenue that is lost as a result of reduced energy sales. Thus, the participating customer would
pay the same utility bill before and after the measure are installed. For more information about
shared savings concepts, see Charles J. Cicchetti and William Hogan, "Including Unbundled
Demand-side Options in Electric Utility Bidding Programs," Public Utilities Fortnightly. June
8, 1989, and Myron B. Katz, "Utility Conservation Incentives: Everyone Wins," The Electricity
Journal. Vol. 2, No. 8, October 1989, pp. 26-35.

Many conservation advocates are opposed to shared savings programs, arguing that the
participation levels that would result are too low. Given their position, it is ironic that the
shared savings concept would be identical to the conservation advocates' recommendation that
everyone be made a participant, albeit under limited circumstances. For example, suppose we
could give every residential customer four compact fluorescent light bulbs and that every
customer used those bulbs the same number of hours per day. Each customer would experience
the identical benefits. Assuming that the program costs are collected through increased energy
charges, and that each customer also had the same total monthly usage, everyone would also pay
his or her full share of the costs of the program (including the cost of the bulbs, marketing costs,
and lost net revenue). This result is exactly the same result that would obtain from shared
savings programs.
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have our attention because they have the greatest potential for uneconomic of bypass our electric
system, and they represent the greatest challenge to the notion that market imperfections prevent
"rational" DSM investments. Since we collect DSM surcharges through energy charges, large
volume, high load factor customers pay a large share of the DSM program costs. Many of these
customers complain that their payments greatly exceed the benefits they derive from the
programs in part because they have already made investments in energy-efficient lighting and
motors, and thus, are not eligible for incentives.

As currently conceived, the program would have the following attributes:

(1) Customers who had received any type of DSM financial incentive from Niagara
Mohawk since 1990 (when full scale implementation began) would have to repay
the incentive, plus interest, before they could buy out from the future DSM
surcharges.

(2) Customers who buy out would be exempt from charges related to direct DSM
incentive programs. They would also receive no credit for the reduced fuel
savings that result from those programs.

(3) Customers who buy out and later decide they want to participate in a DSM
program can buy back in by repaying all of the DSM surcharges that they would
have paid if they had remained eligible for DSM participation.

(4) Customers who buy out have to agree to go onto a marginal cost based pricing
programs, such as time-of-use rates, real-time pricing or reliability-differentiated
services.

4.0 WHY THESE SOLUTIONS ARE CONTROVERSIAL BUT NECESSARY

I believe tine solutions outlined above are necessary for both equity and efficiency
reasons. The equity arguments are obvious. What could possibly be fairer than having
participating customers pay the full costs of the programs for which they are the primary
beneficiaries?3

There are two efficiency arguments are less widely recognized. The first is that DSM
programs-given the way that the costs associated with them are collected-exacerbate the threat
of uneconomic bypass. Essentially, these programs simultaneously drive prices up and marginal

3If environmental externalities are excluded from consideration, participating customers are
the only beneficiaries of utility-sponsored DSM programs, given the conditions outlined in
Section 1.0. To the extent that benefits (such as environmental externalities) do accrue to non-
participating customers, however, it would be appropriate for non-participating customers to pay
some portion of the costs of the programs. The idea here is to have customers who benefit from
the programs pay for their costs, preferably in direct proportion to the benefits they derive from
them.
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costs down, increasing the risk that large-volume, high-load factor customers will leave the
system because they can self generate at a cost that is below the utility's retail rate, even when
the utility is actually the low cost provider based on a comparison of marginal costs. The impact
of DSM programs on the potential for uneconomic bypass has not been a major issue for electric
utilities because bypass has not been perceived as a very large threat. That situation is changing
for electric utilities. Gas utilities, of course, do not need to be warned about the costs of
uneconomic bypass, and the fact it drives up rates to captive ratepayers and is inefficient from
society's viewpoint.

The second efficiency issue is the nagging suspicion that if customers have to continually
be offered huge incentives to undertake investments that really ought to be in their own self
interest, there is a very good chance that the technology really isn't cost effective. Alfred Kahn
observes: "Most economists, I submit, would suspect that if indeed consumers, provided with
all the information, proper prices and the offer of credit, with repayment to be made only out
of actually realized savings still refuse the bargain—if they have to be bribed, in addition, with
funds raised from their fellow customers—there is a real possibility that the bargain is not an
efficient one for society either."4

Utilities should think of DSM as an opportunity to diversify their products and services.
DSM programs have given electric utilities an unprecedented opportunity to conduct vital market
research. But in the long run, we have to use this opportunity constructively. We have to
figure out how to design and offer services that customers value enough to pay for them. If we
continue to offer products that have to be subsidized, the product and our business simply won't
be viable.

I don't want to leave anyone with the impression that the solutions I am proposing are
without controversy. There is no solution that will satisfy all parties. Here's what will happen
if the solutions I propose are adopted:

(1) Participation rates in DSM programs will decline, probably significantly, relative
to the levels that have been achieved through elevated subsidies in some states.

(2) Conservation advocates will angrily criticize the program designs as ineffective
and demand that utilities be ordered to maximize subsidy payments to overcome
the "obvious" market barriers. They will also point out that economists are out
of touch with reality, because their solutions are always based on the presumption
that markets are functioning perfectly.

(3) Economists will say that if participation declines when customers are faced with
the full costs of the program, it will mean that the previous incentives were
excessive and were encouraging inefficient investments in DSM. They will also
argue that the conservation advocates have simply mischaracterized the extent to
which market barriers exist. The life cycle engineering cost calculations typically

4 Alfred E. Kahn, Rebuttal Testimony Before the Florida Public Service Commission on
Behalf of Tampa Electric Company, Docket No. 910883-E1, November 20, 1991, p. 34.

266



used as evidence of market barriers greatly over simplify the dynamic operation
of markets.

And so we will have come full circle. The solutions I propose will mitigate the problem
of DSM-induced rate increases to non-participating customers, but they will not resolve the
fundamental controversies surrounding utility-sponsored DSM programs. Are there market
barriers or aren't there? Is the market introducing these technologies at an appropriate rate
without intervention? Or are customers not making these investments for valid economic reasons
that are simply overlooked using the typical approaches to assessing conservation potential? If
there are market barriers, what are they and how are they best addressed?

Lewis Perl makes a compelling argument that "Most of the studies which are relied on
in judging consumer decisions were conducted using data generated in the late 1970s, shortly
after the U.S. had experienced dramatic increases in energy prices. As a consequence, when
those studies were conducted consumers may not have had sufficient opportunity to adapt to the
higher energy prices. A slow rate of adaption would show up in these studies as a high discount
rate. In order to confirm the conclusions of those studies it would be necessary to conduct
similar studies with more current data. Such analyses might well show that consumers are now
far more knowledgeable about and willing to invest in energy saving appliances and devices."5

It is disturbing to me that after having spent hundreds of millions of dollars on demand
side management programs, we have done very little to resolve the fundamental controversy
about market barriers. I believe that it is an area that is long over due for concentrated research
and would like to suggest that the Department of Energy consider it when defining its research
agenda.

5.0 WHO SHOULD PAY FOR ELECTRIC-TO-GAS FUEL SWITCHING?

Before addressing this last question, I want to preface my remarks with the observation
that I am limiting my choices to a group that is under the jurisdiction of state regulatory
commissions. As a practical matter, the choice is among the customers or shareholders of
electric and gas utilities.

Let's take electric utilities first. Shareholders cannot be expected to pay to promote
conversions from electricity to natural gas. Such conversions reduce electric net revenue and
lead to profit losses to shareholders. The New York Commission, among others, has already
recognized that it is unreasonable to expect utilities to undertake conservation programs that will
reduce load (and therefore profits) unless they are made financially whole.

Some demand-side management advocates argue that electric customers should pay to
promote electric-to-gas fuel switching. They argue that fuel switching would have many of the
same benefits of demand-side management and therefore should be afforded the same treatment.

5Lewis J. Perl, Rebuttal Testimony before the Florida Public Service Commission on Behalf
of Tampa Electric Company, Docket No. 91O883-E1, November 20, 1991, p. 26.
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Niagara Mohawk's electric customers do have to absorb lost net revenue that results from
electric-to-gas fuel switching. But beyond reallocating lost margin, I do not agree that electric
customers should have to bear any other costs to promote electric-to-gas fuel switching, for two
reasons.

First, there are limits to how much electric customers can be expected to pay for demand-
side management programs. Niagara Mohawk's electric DSM surcharges are already in the
range of 2 to 8%. Second, I agree with Alfred Kahn's observation that fuel switching is
fundamentally different from demand-side management because the former reduces both short-
term and long-term market share while the latter can actually increase long-term market share,
albeit at the expense of short-term sales. Kahn points out that " . . . requiring the electric and
the gas companies to subsidize one another's customers' desertions would conflict with
wholehearted competition between them."6 Inter-utility cross subsidization of this type is simply
a step too far in the direction of substituting centralized, governmental control for the natural
efficiency of a freely functioning market.

Consider the administrative difficulties that would have to be resolved. First, if electric-
to-gas conversions are going to be promoted whenever gas is the fuel of choice, then the reverse
must also be allowed, i.e., gas customers will also have to pay other gas customers to switch
to electricity when that is the most cost-effective. Second, if fuel substitution is going to be
promoted between electricity and gas, why should other competing fuels (coal, oil, propane, and
wood) be excluded if there are applications in which they are the most economical choice?
Other suppliers will definitely argue that they should also be included. If they are not, they will
be put at a competitive disadvantage. Niagara Mohawk has already received requests from
suppliers of package cogeneration equipment, amorphous core silicon transformers, and self
generation equipment, to be included among measures eligible for electric DSM incentives.
Attempting to include all fuels and suppliers in a program would be an administrative nightmare.

The core problem is that there is no way that a government bureaucracy through
centralized planning can possibly act as quickly or as efficiently as markets in which thousands
of suppliers and consumers are constantly making individual decisions about choices that are best
for them. There are notable examples of administrative fixes to perceived market failures that
had severe, unintended negative consequences. Even policies that are changed through
administrative hearings routinely take months or years to change, while markets respond
overnight to changing demand and supply conditions.

It is desirable to maintain the fundamental forces of competition between gas and electric
utilities. The political and efficiency benefits of competitive markets are well documented and

'Alfred Kahn, Rebuttal Testimony on Behalf of Tampa Electric Company before the Florida
Public Service Commission, Docket No. 910883-EI, pp. 39-43. Kahn also points out that there
is little evidence to suggest that the market for alternative fuels is not working. Customers
appear to be fully aware of alternative fuel types and gas companies are fully capable of
marketing their own products. There is no reason to believe that electric utilities need to do it
for them.
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well accepted.7 Again, as Kahn points out, when ir<a*et barriers exist that warrant
intervention, the challenge is to intervene in a way that preserves as much of the natural
mechanism as possible. Having gas utilities promote gas and electric utilities promote electricity
maintains the fundamental forces of competition on which a market system is based.

Should gas shareholders be expected to pay for the costs of promoting increased gas use?
I think not. The difficulty here is that if shareholders are required to bear the costs of our gas
marketing programs, we will be forced to limit our activities to efforts that have a 1 to 3 year
payback for shareholders-or to the number of years between rate cases. Shareholders would
only be able to capture the benefits between rate cases. A new rate case would incorporate the
incremental sales that were achieved through marketing programs into the new sales forecast,
and the benefits from those sales would be passed on to ratepayers. Our current programs have
a projected payback of 11 years based on a comparison of incremental revenue to incremental
costs. Those same programs have a payback of 5 years for society, but many of the benefits
that accrue to society (including fuel savings to participants and improved air quality) do not
accrue to shareholders. If shareholders are forced to pay for the costs of our marketing
programs, gas marketing efforts would have to be curtailed and many of the benefits to society
simply would not be realized.

Based on our analysis of our proposed gas marketing programs, it is fair to have gas
customers bear the costs of promoting increased natural gas consumption. Although rates will
rise initially, over the life of the equipment the benefits will offset the costs and there should be
no long-term net increase in rates due to gas marketing. In addition, many of the benefits that
accrue to society also accrue to ratepayers. Participating ratepayers enjoy the economic benefits
of switching to natural gas, and all ratepayers benefit from improved environmental quality.

6.0 SUMMARY

Gas utilities considering integrated resource planning can learn a lot from the experience
of electric demand-side management programs. I believe that resolving the question of who
should pay for these programs is the single most important issue that should be resolved
correctly from the outset. Adopting the pricing strategies I recommend would help maintain a
fair and equitable distribution of DSM costs, minimize the threat of uneconomic bypass, and
insure that DSM programs are truly cost-effective.

7See, for example, F. M. Scherer, Industrial Market Structure and Economic Performance.
2nd Edition, Houghton Mifflin Company, Boston, MA, 1980, pp. 12-21.
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Moderator Evan WooiSacott: Thank you very much, Dr. Flaim. The last member of
the panel is Chuck Goldman. He's the Staff Scientist at the Energy Analysis Program
at Lawrence Berkeley Laboratory where he's worked since 1981. He has a B.A. and
M.S. Degree from the Energy and Resource Group of the University of California at
Berkeley. He is Project Manager for the Department of Energy's Integrated Resource
Planning at LBL. And in that capacity, he recently completed a study for NARUC
which surveyed state regulatory commission activities on Integrated Resource
Planning for gas utilities. Let's welcome Chuck Goldman.
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Charles Goldman
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Market Potential for Natural Gas

February 1992

Introduction

If this were a meeting about regulation of electric utilities: we would highlight two major
policy trends during last decade: competition and IRP. Competition has appeared largely at
the wholesale level between regulated and unregulated suppliers, while IRP was initially a
regulatory initiative aimed at assuring that utilities developed a planning framework in which
both supply-side and DSM resources could be evaluated in a consistent fashion. And we
would probably give equal emphasis to both of these trends.

However, the relative emphasis has been somewhat different in the gas industry with moire
emphasis on competition. In part, this has occurred because the industry is not vertically-
integrated, upstream segments are unregulated, and the thrust of federal policy has been to
promote deregulation, contract carriage by pipelines, and unbundling of rates and services.

Until recently, state regulators focused most of their attention on development of IRP
processes for electric utilities. However, a number of state PUCs are now looking closely at
the planning processes of gas LDCs in part because of the increased control that LDCs have
over their purchased gas costs and because of questions surrounding the role and potential of
gas end-use efficiency options.

The focus of my talk is not on the demand for gas in context of electric IRP (that train has
already left the station and is maturing rapidly in many states). Rather, I want to focus on
the next train, which is the development of IRP processes for gas LDCs. A handful of states
are exploring this approach, and it is clear that most gas utilities are not yet on board.

My overall message is that Gas IRP processes have to be creatively adapted to conditions,
circumstances and structure of the gas industry, but that there is much that we can draw upon
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from what we have learned in developing electric IRP processes that will be useful in a gas
context.

Current Regulatory Approaches to Gas IRP (Slide 2, U.S. Map, and 3)

About 10 months ago, I completed a survey of all 50 states for NARUC on the status of
regulatory activities on integrated resource planning for gas utilities. It is important to
emphasize that the process is just in its initial stages, while the survey should be viewed as a
'snapshot". We found that 15 state commissions are in the "most active group" that are
developing or considering IRP for gas LDCs. Regulations are in place in 7-8 of these states
and gas utilities have completed their initial IRP plans in 4-5 states (D.C., Nevada,
Washington, Oregon, Illinois).

Looking at this most active group of 15 or so states, I think it is useful to group them into
three broad approaches:

Some states have adopted:

• IRP rules that apply to both electric and gas utilities (Illinois, Iowa)

• Adapt Regulations from electric ERP process (Nevada, D.C.)

• while a number of states (Wisconsin, Connecticut, and Massachusetts) have taken a
more ad hoc approach and focused on several of the "Building Blocks" that are
typically present in an IRP process; examples of "building blocks" include
development of framework to evaluate DSM resources; efforts to pilot test,
implement, and evaluate various DSM program designs.

For those states, that are pursuing the first two approaches, regulators often cite the policy
goal of comparable and consistent ground rules for electric and gas utility resource planning
as a primary motivation.

In those slates that are pursuing the third approach, regulatory staff believe that existing
procedures (general rate cases, investigations), which tend to be ad hoc are appropriate
because experimentation is needed, particularly for gas utilities to get more experience
assessing the potential for demand-side resources and actually implementing programs. A
more formal IRP process may evolve out of these efforts, as technical and analytic questions
are addressed.
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Gas ERP Framework Should... (Slide 4)

I would like to offer some general observations based on a review of the first round of gas
IRP rules and utility plans.

First, in evaluating gas utility IRP efforts, it is clear that it is far easier for commissions to
specify the elements of a gas IRP plan; than it is to assess whether a gas utility has made a
serious and good-faith initial effort to address Commission guidelines and rules. Commission
staff in some state have had to walk a fine line because typically first plans filed by gas
utilities would be viewed as "barely adequate" judged against expectations Dased on review
of relatively mature electric utility IRP processes. Based on our interviews with gsa utilities,
it is clear that Compliance with these new Commission directives requires major resource
and manpower commitments for most gas utilities often in areas that they have not
historically emphasized. Thus the most successful processes have tended to occur if PUCs
can structure the working environment as "non-threatening" - workshops or joint research
projects to investigate various topics {DSM potential, fuel substitution) or collaborative
process to assist in designing pilot programs, these approaches provide gas utilities with
additional resources to draw upon.

Second, in establishing a gas IRP process, policy guidance is most needed in the following
areas:

- Ensure comparable earnings opportunities for DSM
- Balancing of various economic tests
- IjTiterruel competition and promotional practices

One thing we have learned from electric IRP, is that if we want utilities to seriously consider
both supply and DSM options as resources then we must ensure that utilities have
comparable risk-adjusted earnings opportunities for both supply and DSM. Particularly, it is
necessary to address the financial disincentives that exist in most states under current rate-of-
return regulation for utilities to pursue gas efficiency programs.

In addition, PUCs have to provide guidelines to gas utilities on the relative importance of
various economic tests used to evaluate DSM programs (total resource cost test vs. no-losers
or non-participant test)

Finally, the issue of interfuel competition, in the form of fuel substitution programs and
promotional practices must be addressed. It is clear that this is among the most hotly
contested issue facing regulators; at least 8 states have dockets or task forces working on this
issue.
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If PUCs address these policy issues, it then allows the utility to more clearly focus on
key technical, modeling and data issues.

Based on our survey of state commissions and review of initial utility plans, we can identify
key technical, modeling and data issues. Important technical/analytic issues include methods
used to estimate gas avoided costs and some generally accepted reliability standard or
measure of reliability in context of gas resource planing. Both issues affect our ability to
assess the value and benefits of DSM resources. More fundamentally, a better understanding
of gas system reliability is needed if gas IRP is to be effective, and is related to broader
policy questions regarding the local distribution company's "obligation to serve".

adoption of Gas IRP rules, it is now apparent that gas supply planning models need to
be improved so that the effects of gas efficiency or load management programs can be
modeled explicitly. To do this, requires, much better information on savings and load shape
impacts of various gas DSM options as well as the market penetration opportunities in a
utility's service teiritory. Moreover, few gas utilities have conducted comprehensive
assessments of the technical and market potential for DSM.

Challenges and Opportunities for Gas Utilities (Slide 5)

I am sure most gas utilities are trying to figure out if IRP rules are a passing fad that will be
limited to several states or represent a more fundamental policy response by state regulators.
One by-product of IRP processes is that they often raise basic questions related to strategic
business objectives of regulated utility as to the source of future earnings opportunities.

Based on discussions with gas utility staff that have completed initial IRP plans, it is clear
that these processes represent a new way of life. They require significant staff resources and
are quite time-consuming initially. They will require utilities to make major infrastructure
investments (not in pipe and compressors but principally in human resources).

• Gas utilities will need to make major infrastructure investments:
- Sophisticated planning tools
- End-use forecasting
- Marketing

Examples include more sophisticated planning tools which require detailed understanding of
the structure of end-use customer demand. For many gas utilities, their marketing
organizations are not particularly well-suited to identify and develop demand-side measures.
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Potential Benefits of Gas IRP Process

Besides a lot of additional work, what's in it for gas utilities?? What are the potential
benefits of an IRP process for a gas utility?

(1) IRP processes establishes framework for gas utility and its regulators to address both the
short- and long-term. The utility produces a short-term action plan which is consistent with
its longer-term resource strategy.

(2) The utility can clearly lay out alternative resource strategies and identify major risks and
uncertainties associated with various options. This effort can play an important role in later
prudence reviews in establishing the range of options that were considered by the utility.

(3) IRP process can help build consensus for preferred resource strategy and reduce
litigation.

(4) An IRP process focuses attention on the need to address ratemaking disincentives if DSM
opportunities are to receive serious consideration.

(5) I am convinced that if gas utilities aggressively develop and implement gas efficiency
programs, this will open up new markets and opportunities for gas. This might ultimately
prove to be the major benefit of an IRP process. It is important that the competition among
fuels in end use markets be structured fairly. The IRP process allows a utility to identify
market barriers to purchase of energy-efficient equipment (such as higher first cost premium)
that may make sense for the utility and society and propose remedies and incentives to
overcome these barriers.

Thank you for your attention.
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Status of Gas LCP Regulations and Practices

Practice

Implementation

Under Development

Under Consideration

Not Actively Considered



Current Regulatory Approaches to Gas
IRP

• IRP rules apply to both electric and gas
utilities

• Adapt Regulations from electric IRP process

• Develop "Building Blocks"

"One size may not fit all" but the process
is still useful



Gas IRP Framework Should...

• Require utility commitment, but process should be
non-threatening

• Policy guidance most needed in following areas:
- Ensure comparable earnings opportunities for DSM
- Balancing of various economic tests
- Interfuel competition and promotional practices

• Address key technical, modeling and data issues
- Gas avoided costs
- Gas system reliability
- Integration of DSM into gas supply planning models
- DSM technical and market potential



Challenges and Opportunities for Gas
Utilities

• Strategic questions: "value-added" energy services vs.
distributing therms

• Gas utilities will need to make major infrastructure investments:
- Sophisticated planning tools
- End-use forecasting
- Marketing

• Potential benefits
- Policies and techniques to manage risks and uncertainties
- Build consensus for preferred resource strategy and reduce

litigation
- Promoting gas efficiency will open up new opportunities for

gas



OOE/NARUC Conference, February 2-5,1992
Panel: LOC Rate Design and Transportation Issues
Tuesday, February 4, 3:15 - 4:30 p.m.

Moderator, The Hon. Patricia M. Eckert, Commissioner, Caiifornia Public Utilities
Commission

Our topic this afternoon is LOC rate design and cost allocation issues with a focus on
aspects which may inhibit the most optimal or efficient use of natural gas by those
customers who value the fuel the most. Clearly, both the FERC and certainly the
state commissions in Caiifornia have sent the message of unbundling. Yet it is easier
to say than it is to implement it, because the cost of storage, compression,
unaccounted for gas, A&G, O&M and our cost of service, which must be allocated to
each class of customer. But what's the right way to do that? Are the traditional
methods appropriate? Are there inappropriate costs and subsidies and how should we
handle those? Do these subsidies inhibit the use of natural gas? is value of service
pricing better than cost-based pricing? What would you like to recommend to those of
us regulators in the audience who are involved in regulating these matters? There are
other areas of interest which we will address - comparability, capacity brokering and
contracting for firm pipeline transportation storage.

So, without further adieu, because we have a lot of ground to cover and a very short
period of time, I'd like to introduce our first speaker. Glen Howard is a partner in the
Washington, D.C. and Atlanta firm of Sutherland, Asbill & Brennan. He specializes in
energy law and antitrust law. He practiced before the FERC, several state public
service commissions in Congress, the federal and state courts, as well as energy
contracting matters. Mr. Howard received his B.A. degree from Harvard and his J.D.
from the University of Chicago Law School, where he was editor of the Law Review.
He became a partner at Sutherland, Asbill & Brennan in 1981, five years after joining
the firm, which is two years faster than they usually do in California, so that's a nice
accomplishment. And in order to get a break from this energy regulatory business,
this gentlemen sings regular!}, with numerous U.S. and European Symphony
Orchestras. It's my please to introduce Mr. Howard. Won't you welcome him.
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Remarks of

GLEN S. HOWARD

Partner
Sutherland, Asbill & Brennan

Washington, D.C.

Counsel, Process Gas Consumers Group

"LDC RATE DESIGN AND TRANSPORTATION ISSUES"
NARUC/DOE Conference on Natural Gas

Phoenix, Arizona - February 4, 1992

Thank you, Commissioner Eckert, and no, I'm not going to sing this
afternoon, even though it might be a nice change of pace.

Congress has recently enacted a law requiring that, during an elec-
tion year, any resident of the District of Columbia, giving a speech anywhere
on any subject, must quote at least two persons with monuments bearing their
names in the Nation's Capital. This includes Washington, Lincoln, Kennedy,
and, of course, Bozo the down — to whom many consider Washington, D.C
itself to be a monument.

To fulfill my obligations under this new law, I turn first to Thomas
Jefferson, who astutely observed: "It is the trade of lawyers to question every-
thing, yield nothing, and talk by the hour." Since I have only 15 minutes, I am
limited to two out of three; but I will do my best to live up to your expectations
on those two.

If you have been keeping score, you know that I am the 38th speak-
er so far at this conference, but the first to speak from the perspective of
industrial gas consumers, the largest single sector ~ 42 percent - of the market
that most of you here are trying to expand. Speaking from that perspective,
and at the risk of being a rude guest, I am here to ask you not to let the noise
and excitement of industry pep rallies drown out what your customers have
long been trying to tell you - particularly you pipelines and LDCs. Your cust-
omers' message is this: we will be delighted for you to expand the market, sell
more gas, move more gas, and make more money for your shareholders - if
you do it by efficiently providing the kinds of services that your customers
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want. Industrials understand such an approach to business and will warmly
applaud both your motivation and your success.

But, if your aim is simply to capture sexy new markets (like electric
generation and gas vehicles) while continuing to offer your traditional custom-
ers only the types and qualities of services you want tb provide the way you
want to provide them - and if your aim is to do so at pipeline and LDC rates
which perpetuate politically popular but economically indefensible class subsi-
dies ~ then please don't be surprised if industrials continue to be somewhat
skeptical about the gas industry (and continue to be pests in your rate cases).

When you hear me say that we are skeptical, please don't think I
am referring to the gas resource base. Industrials really aren't worried about
that; we understand that the problem is not how much gas there is in the
ground, but rather whether it can (1) be economically produced and (2) be reli-
ably delivered to the market as, when, and how the market wants it. To help
deal with the first problem (artificially low wellhead prices due to regulation),
industrials consistently supported gas decontrol over the past two decades ~
even when the conventional wisdom said that that would mean higher prices.

To try to deal with the second problem - the need for reliable deli-
very systems from all gas sellers to all gas buyers, we have supported pipeline
open-access, unbundling, and service comparability. But it is precisely our
efforts in these areas ~ and the negative, sometimes hostile, reactions of many
of you to those efforts — that give rise to our doubts, preventing us from join-
ing in your industrywide "high five" that gas is tlje fuel of choice for the '90s
and beyond.

Sure, industrials are enjoying the short-term benefits of today's
record low wellhead prices. But, contrary to what [NARUC President and
Maine PUC] Chairman [Kenneth] Gordon suggested yesterday, we do not revel
in those bargain basement prices. We don't because, being businesspeople who
look at more than just the short-term, industrials are troubled by the current
plight of gas producers, worried that low setbacks to the wellhead today may
indeed yield tomorrow's shortages - maybe only spot shortages, maybe geo-
graphically isolated, but shortages nonetheless.

But you know what? Industrials are probably less worried about
that than about the chances for successfully making gas delivery systems more
flexible and more responsive to all gas sellers and buyers -- and hopefully, in
the process, for giving a reasonable boost to today's battered netbacks to pro-
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ducers. Critical to achieving this goal, of course, is the success of FERC's
MEGA-NOPR proceeding, which, if FERC properly cleans it up and ultimately
does it right, will bring pipeline open-access to full maturity. But that isn't the
topic for this panel; besides, now that the pipelines seem finally to have 'fessed
up that they really can live with unbundling and comparability, FERC's imple-
mentation of those goals at the pipeline level seems only a matter of time ~
plus, of course, the inevitable trip to the Court of Appeals. But, I think, they
will be achieved.

The harder question is whether you LDCs and state regulators
have the desire and the resolve to finish the job - to assure that the process
does not stop with establishing the comparability of the service choices offered
by pipelines, but extends also to the comparability of the service choices offered
by LDCs to consumers. The same reasons [FERC] Chairman [Martin] Allday
cited yesterday for pursuing comparability at the pipeline level apply with equal
force at the LDC level. For, as we've learned with the pipelines, it is simply
not enough just to have a transportation tariff. What must be done now, I
submit, is to recognize and modify whatever features of an LDCs service give
it a competitive advantage over other gas sellers because of its control over gas
transportation from the citygate to the burner tip.

How will many LDCs likely react to this suggestion? I would like
to think that they would embrace it as the logical next step toward establishing
consumer confidence in the gas industry - the lack of which we've heard
lamented so often in the past few days here and in other forums. But I long
ago gave up believing in the tooth fairy. So, unfortunately, what I expect to
hear from most LDCs is the same refrain we have heard so often before when
other changes have been proposed for this industry: a hearty chorus of "We
can't do that!"

° "We can't do that because every LDC is different (a) from every other
LDC and (b) from pipelines, of course."

0 "We can't do that because it will mean higher residential rates."

0 "We can't do that because our commission won't let us."

0 "We can't do that because our service obligation won't let us."
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° "We can't do that because ..." (Well, you get the idea.)

This is the way that most LDCs (not to mention pipelines) have
tended to greet most initiatives for change over the years - once again, not
exactly inspiring your customers' confidence in this industry, especially when it
turned out, for example, that wellhead decontrol did not in fact result in price
"flyup" (remember that word?); or when it turned out that pipeline open-access
did not in fact trigger the decline and fall of the pipeline industry; or when it
became clear that requiring LDCs to transport gas on a non-discriminatory
basis does not in fact cause cancer.

So, sadly, industrials expect to hear many LDCs "just say no" to our
suggestion that they too be required to offer truly unbundled, comparable serv-
ices at truly unbundled cost-based rates. Of course, it is up to you state regu-
lators to scrutinize any claims that such requirements would harm the quality
of LDC service; and if such claims are in fact supportable, despite my skepti-
cism (and, I hope, yours), then they certainly merit close attention. I mean that
quite seriously, because industrials are every bit as interested as you are in
seeing that this process sacrifices neither the reliability of firm services nor the
reasonable predictability of interruptibie services. But, as I said before, we've
heard the "we can't do that" excuses much too often to simply accept the
notion on its face.

As you might expect, I have some modest suggestions to offer to
advance the goal of achieving comparability of services at the LDC level; given
the brief time available, I will touch on only a few:

Let's start with cost allocation and rate design. As Chairman All-
day correctly noted yesterday, pipeline rates affect the health of the entire gas
industry, and the same goes for LDC rates. I know you have heard it before,
and I certainly know it is not popular, but the time really is long overdue to
stop trying to protect residential and other small consumers from the conse-
quences of their own gas use choices. There is certainly no sound energy
policy basis for any state to continue to allow its LDCs to collect high double-
digit rates of return on industrial rates while earning only low single-digit ~ or
even negative - rates of return on residential rates.

This, of course, is not energy policy at all, but rather a form of tax-
ation-through-ratemaking designed to accomplish the social goal of redistribut-
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ing wealth from the allegedly deep pockets to the not-so-deep. But, even if
you embrace that social goal, isn't it time to step up and say out loud that gas
rates are an incredibly blunt, poorly designed tool for trying to achieve the goal
-- on the one side, for example, subsidizing well-to-do homeowners right along
with those really in need; while, on the other side, putting an extra slug of costs
on some who, as even a cursory look at the business pages these days will con-
firm, do not have deep pockets.

Helping disadvantaged people pay their gas bills — which are no
different from their bills for other necessities - should he accomplished
through the public welfare system and through private charitable efforts (such
as Washington Gas Light's WAFF program), not through ratemaking gymnas-
tics. If you believe that some transition period is needed, so that a shift to
unsubsidized sales rates does not cause rate shock, fine. But the rate distor-
tions caused by paternalistic (and, to be non-sexist about it, materaalistic)
efforts to protect so-called "core" markets should be deliberately phased out.

As to LDC transportation rates, far too many states have adopted
so-called "equivalent margin rates" in a misdirected effort to achieve the other-
wise reasonable goal of making LDCs "indifferent" as to whether they sell gas
to consumers or transport consumer-owned gas through their systems. Such
rates need to be reformed for two reasons: first, because they allocate to ship-
pers some costs - such as LDCs* exploration and production costs, working
capital for gas purchases, sometimes gathering costs, and pipeline sales demand
charges — which have nothing to do with the provision of transportation serv-
ice, thus subsidizing the sales customers for whose sole benefit those costs are
incurred. Second, equivalent margin transportation rates are flawed to the
extent that they incorporate the same insupportable inter-class subsidies
present in many sales rates.

I submit that transportation rates should exclude all costs that are
clearly not incurred by an LDC to provide transportation service. In addition,
the potential components of transportation service should be separately identi-
fied and separately charged so that each potential customer both (1) knows the
costs of using any particular combination of facilities and services and (2) has
the option to pay only for the specific combination it actually uses.

Apart from the need for appropriate rates, true comparability
requires that all users of any given LDC system be afforded equitable, nondis-
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criminatory access to that LDC's facilities, including any transmission, distribu-
tion, storage or gathering facilities, and any pipeline capacity that the LDC
controls upstream of the citygate. This access should be available equally to
those who use the LDC's system to buy the LDC's gas and to those who use
it just to transport gas bought from someone else. Similarly, the same balanc-
ing, scheduling, nominating, and curtailment rules (and penalties) should apply
to LDCs' sales gas as are applied to gas sold by competing gas sellers - be they
producers, marketers, or even the pipeline merchant. If an LDC will not live
with the same transportation terms and conditions as are applicable to its com-
petitors, then it should be presumed that those terms and conditions are
defective.

More generally, LDCs' tariffs and operating rules overall should be
designed to get the most convenience, reliability, and predictability of service
for the customer's buck, just as would occur in a competitive service market.
While their monopoly position has desensitized many LDCs to this fact, LDCs
are supposed to be in a service business, adding value to the Btus. Their tariffs
and operating procedures should make life easier for customers, not harder.
While industrial consumers certainly recognize LDCs1 needs to be able to
control their own systems to protect operational integrity, they should not be
allowed to impose such rigid requirements — such as harsh scheduling and
balancing rules and penalties — as would punish customers, unnecessarily
increase their costs, or favor the LDC's own sales. While strict rules may be
needed during a period of curtailment, enforcement of daily balancing and
penalty rules is not necessary most of the time.

If this kind of comparability can be achieved at the LDC level, as
we!I as the pipeline level, so that everyone ~ even smaller customers ~ can
choose who to buy their gas molecules from, and so that LDCs no longer have
market power with respect to gas sales, then industrials would not be averse to
the deregulation of the LDC-as-gas-merchant and letting them make as much
money as they can selling gas.

Of course, whether or not the LDC merchant function is deregu-
lated, LDCs will probably long continue to have market power over transporta-
tion from the citygate to the burnertip, so that function must continue to be
regulated for the protection of all consumers. Industrials agree that such regu-
lation should place LDCs at risk if they perform poorly, but also give them
tangible rewards, commensurate with those risks, if they in fact operate more
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efficiently.

For example, regulators should consider adopting a range of ser-
mitted returns or profit, which would give LDCs concrete efficiency incer aves.
As measured against an appropriate standard, such as projected throughput,
LDCs that exceed the standard should be rewarded with higher profits, while
those that fall below the standard should see their profits erode. In any event,
the all-too-familiar utility strategy of applying for a rate increase to compensate
for a drop in throughput (which is itself due to high rates) shcild be eliminated
or at least severely discouraged.

Finally, to further boost consumer confidence in gas deliverability,
LDCs should be required by you state commissioners to encourage their pipe-
lines to adopt capacity assignment programs and, once adopted, to participate
in such programs. LDCs should further be required to assign any pipeline capa-
city they no longer need first to their own end users ~ that is, to those who
have actually borne the costs of that pipeline capacity over the years through
LDC sales and transportation rates. This simple but important requirement
will yield three important benefits:

(1) it will reduce the level of pipeline demand or reser-
vation charges that the LDC would otherwise have to
pay, thus benefiting all the LDC's firm customers;

(2) it will keep control of the currently unneeded pipe-
line capacity within the LDC's own service area, while
at the same time helping the LDC's own customers
who want to use that capacity and are willing to pay
for it;

(3) it will eliminate some of the conditions that can
cause some industrials to think about bypass.

We have heard often over these past two days that a principal goal
for the gas industry, for the Administration, and for many state commissions is

283



to encourage the greater and more efficient utilization of natural gas. We have
also frequently heard the premise that key impediments to achieving that goal
are the insecurity and skepticism with which much of the market views the con-
stantly bickering and self-flagellating gas industry.

If this is so, then I recommend that the industry and its regulators
concentrate a reasonable portion of their efforts on demonstrating ~ not just
declaring, but actually demonstrating -- that you are serious about treating your
industrial customers — 42% of your market ~ fairly, efficiently, and predictably
for the long term -- not just for as long as it may be expedient.

Being a law-abiding citizen, I have not forgotten that, before I sit
down, I am required by Federal law to quote at least one more "monumental"
Washingtonian. I was not quite sure who to pick until I heard [Maryland PSC
Chairman and NARUC Gas Committee Chairman] Frank Heintz's remarks yes-
terday urging us all not simply to react to change but to seize the opportunities
brought about by it. That brought John Adams to mind.

In July 1776, a period of some upheaval and uncertainty, John
Adams wrote to a friend: "Ail great changes are irksome to the human mind,
especially those which are attended with great dangers and uncertain effects."
Adams didn't know what would follow, but hs. didn't say "We can't do that!"
He went ahead to help bring about, and make the most of, great changes.

While it is surely not as world-shaking as the one 216 years ago, we
are in the midst of a decade-long process of revolutionary change in the gas
industry. As we come (I hope) to the concluding - and, as John Adams might
have put it, potentially the most "irksome" ~ stages of that process, I respect-
fully submit that Adams's bold example is one that we would all do quite well
to follow.

February 4, 1992
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Moderator Patricia Eckert: Now I know how you got to be partner in five years. He
had his watch up here, 15 minutes exactly. Thank you. Those are very provocative
thoughts and we appreciate it.

On your program, the next speaker was scheduled to be Joe Dudak, however, he's
not able to make it and in his stead, Mr. Patrick Purdy will address us this afternoon.
He's the Vice President of Energy Services at Strategic Energy Limited, an energy
consulting company in Pittsburgh, Pennsylvania. His focus is strategic planning for
industrial end-users and cogen developers, as well as natural gas procurement and
management services. He obtained his B.S. in Engineering from the Indiana Institute
of Technology, and his MBA from St. Francis in Ft. Wayne, Indiana. Won't you give
him a warm welcome.

[The following presentation was prepared for Joe Dudak of National Steel Corporation
but was delivered by Patrick Purdy.]
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February 3-5 NARUC Conference
Phoenix, Arizona

LDC Rate Design and Transportation Issues

by Joseph R. Dudak
Director of Energy-Environmental

I. Companies such, as National Steel continue to compete in world markets. That
means our costs must be kept as low as possible. We demand all our suppliers to
use every conceivable means to provide us with services and products as
efficiently as possible.

Since the inception of Order 436 in late 1985, industry has tried to reduce gas
costs. Hopefully, the FERC's final Mega-NOPR rules will further allow
industry to buy those services that result in gas at the burnertip in the most
competitive manner. """•"

We are in a fight for our survival, ' Your customer base, residential^
commercials and industrials, are dependent upon the National Steels of this
world surviving and being profitable.

But, you've heard that all before. So what does this mean to you today?

Over the last six years much positive change has occurred with some LDCs.
With many others, little or token change has occurred. ' I continue j to find
resistance to several basic principals which must be carried out for all:of us to
survive this global competition. ~™

We need the following: i ,
"' • cost of service based rates

• unbundling of LDC services, such as storage, back up services, firm
and interruptible transportation.

Many would say I want my cake and eat it too! That's right! Because if industry
does not get it we'll all lose. How long will it take public service commissions to
realize that LDCsTBust be forced to be accountable for their efficiency,
productivity1 and. competitiveness?1 In: the long run, many jobs axe at stake.
Without jobs there will be no residential rate base. It's time for a significant
change in the way public service commissions treat and view theirLD

How'do you balance" the heed'to protect the residentialsversusi m"y!cjafl fdr cost
based* rates and even aiore unbundling? Admittedly that's not easy. But it
must be done. The first step is to set the tone with the LDCs. Tell them they
Eave to (pmpete or else. .

MichCon is an example. Since National Steel's bypass in Michigan.
MichCon lias refused to hook up to National. Why?* Economically;
MichCon is losing-millions of,dollars of at least transportation revenue.
They don't want to compete and the MPSC is not making them compete.
Why?
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Is MichCon afraid of other bypasses? Well, maybe that means they aren't
competitive. Who loses when they aren't competitive. Everyone does in
the long run! Even the residentials.

LDCs today are not busting their tails to develop competitive alternatives
because they don't, by and large, feel the heat to do so.

The root of the issues Fm raising goes to the long-term planning horizons of our
LDCs. Are they being pressured to really change or to hold the line? How many
public service commissions have really pressured their LDCs to "retool" for the
future and become competitive and customer oriented? Not many in my
opinion. There are still many LDCs which charge in excess of $.50 per mcf to
transport gas! Now that's efficiency. That causes cross-subsidization which
must end or we'll all be the losers.

We are now witnessing a fundamental reorganizing of American Industry.
Many of the layoffs we see will be permanent because companies must be more
efficient in the long run. How much more of this has to happen before public
service commissions take a proactive view, an aggressive approach to forcing
LDCs into the 21st Century.

We can talk about cost allocation, rate design, and value of service principles.
But what we must first focus on is the longer term, bigger picture. What is the
overall mission"oT all LDCs? Define that properly and many of these other
issues will take care of themselves. Too many public service commissions have
failed to do that.

In closing; I want to cite what I believe is symptomatic of this issue; the
Arcadian case. How can. American industry compete when it's held Hostage by
an LDC which charges millions of dollars per year for moving gas 140 feet?
Situations like Arcadian occur because the decision and policy makers lose
sight of the big picture. Why should any industrial be in the Arcadian position?
Wpydoes that situation even happen? Answer those questions andjn^tuiy of the
issues scheduled for discussion at this conference today will take caret of
themselves.

Let's not lose sight of the big picture until its too late! The issue is not how low
some rates may be or how much they've already been reduced but, rather, how
much better can service be and where cam rates be lowered to meet bur long-
term goals tp be a strong, competitive country. I strongly sdgg^st th&t%e Have
not; tbcused on'that goal at the state commission, and LDC level: ' "'
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Moderator Patricia Eckert: Thank you, Mr. Purdy. Next we have Margaret Ann
Samuels, who is Federal Counsel for the Ohio Office of Consumers' Counsel,
representing residential utility consumers. She's taken part in many proceedings at
the FERC, primarily in natural gas pipeline cases, as well as before the U.S. Court of
Appeals for the DC. Circuit, the Securities and Exchange Commission, and the IRS.
As chair of the Natural Gas Committee of the National Association of State Utility
Consumer Advocates, she has testified before Committees of both Houses of
Congress on energy legislation. She's a member of the Keystone Center Project,
addressing federal and state jurisdiction. She is a graduate of Blackburn College and
Ohio State University College of Law. Won't you please welcome Margaret Ann
Samuels.

Margaret Ann Samuels, Federal Counsel, Ohio Office of Consumer's Counsel

Thank you very much Commissioner. I'd like to express the appreciation of the
consumer advocates community to the people that have put this conference together,
especially to Frank Heintz and Mike Foley and Ken Malloy. It's a very good
conference to have this many people concentrating on the gas issues that are very
important. Glen Howard noted that he was the 38th speaker, so I guess that makes
me the 40th, and the third consumer advocate, I'd like you to notice, which is a nice
testimony to the regulatory community's confidence in our effectiveness.

It has already been noted that what we're dealing with here is a strange supply-
demand conundrum in wellhead prices. The Department of Energy has asked this
group to address the question of the fact that gas prices are reportedly too low, and
yet at the same time, demand is too low. Lower gas prices seem to be going ever-
lower, but the demand is still not stimulated, at least not enough for many in the
Administration or in the gas industry. So, here we are in a conference that's
emphasizing gas use as does the National Energy Strategy. They're asking the gas
regulators to solve the dilemma and at the same time, as was noted yesterday, telling
the states how the results should come out.

First, I'd like to suggest a need to back up and examine this basic premise. We're
concerned that the nation not promote gas usage for the wrong reasons. Why do we
really want to use more gas? Is it really good policy? Looking at some of the reasons
that have been advanced, and using Commissioner Kearney's term which ! like, the
environmental reasons certainly are not silly. Reasons for using more gas: reducing
the peak patterns by spreading usage to applications other than heating, or reducing
peak demand are also not silly. But they would not necessarily involve the goal of
more usage. And moreover, one must be careful that they don't result in the shifting
of costs and risks without reducing peaks.

288



The goal of reducing dependence on imported energy. In a world of increasing global
economy, when manufacturing jobs are moving to low cost areas, \ think we need to
examine closely the motivation for energy security claims and whether they resulted in
higher costs for energy users, primarily in order to raise profits for domestic producers
who might not otherwise be competitive. Similarly, speeding up the process for
pipeline certification should also be examined. NASUCA, which is our acronym, for
the National Association of Consumer Advocates, shares concerns about regulatory
delays. But removing all power for FERC to review the needs for gas projects before
it issues a certificate of convenience and necessity is not necessarily the best way to
go about it, and that's what both bills in the House and Senate dealing with the
National Energy Strategy would do. Our concern is that furthers the creation of a
dual-market where the high-cost, high-risk projects are going to be under regulation to
ensure recovery and the low-cost, low-risk for high profits projects will be outside of
regulation.

NASUCA members in general do not oppose, however, the increased usage of natural
gas. The Office of Consumers' Council from Ohio, representing them, I have seen
over the years at FERC, much evidence that gas supply is adequate. But usage
should be efficient and not just consumption for the sake of increase in production.
NASUCA does have strongly held opinions on rate design measures that have been
proposed as well as those that have been put in place to encourage gas usage by
shifting costs and risks to the heat sensitive customers. And if any of you are
interested in seeing the details on these, I'll just refer you to our office's rate design
policy rehearing request at the FERC, and our comments on the rate design policy as
well as NASUCA's Moga-NOPR comments in our testimony last week before the
Senate Energy and Natural Resources Committee.

In general, it should also be noted that consumer advocates strongly support open
access on pipelines, as well as on LDCs. And in fad, it wouldn't have come about in
the first place if it weren't for the Maryland People's Council taking the special
marketing programs to the Court of Appeals. We also support comparability of
service.

In looking at rate design questions, ! tried to come up with an analogy that would fit
both LDC and pipeline situations. So imagine to yourself, an entrepreneur named
Penny who one day built a factory across the river from town and in order to get the
workers to be able to come to work, Penny built a toll bridge that everybody used to
get to work. Penny was the biggest employer around and practically every worker in
town used Penny's toll bridge, which would handle all the rush hour traffic needed to
get everybody over to Penny's factory. Sometime later, an entrepreneur, Porter,
opened another factory, also across the river, which had two shifts that were
staggered so they didn't have the same rush hours as Penny's rush hour. And many
of the town workers quit their jobs, or reduced their hours at Penny's plant and went to
work at Porter's on an earlier or later shift. All the worker's still used Penny's bridge
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and had to pay the toil to Penny. Porter went to court to stop Penny from charging a
toll for Porter's workers. After all, says Porter, "the bridge was intended to carry
Penny's workers, it was built for that purpose, it's not even full when my workers come
across. And if we don't get to use that toll bridge for nothing, we'll just build another
bridge across the river." Well we all know that Porter would have a lot of expense and
bother, let alone problems with a scenic river and environmental commissions in
building another bridge. So the threat of bypass is noi enough to get Porter's workers
across for frea, but it's clearly going to have an affect. As another partner in Glen
Howard's firm frequently says, if not bypass, it's threat to bypass that's been very
effective in lowering rates for large end-users.

But did the investment and the maintenance cost dn that bridge go down, just
because people in the town quit working for Penny and went to work for Porter? If
Porter's workers keep using the bridge, should Penny's workers pay higher tolls than
Porter's workers? Well analogies are never perfect, and if this one was carried too
much further, I'm sure it would break down. As long as the bridge is still there, we've
still got the problem. There are, however, sound reasons and we will concede this, to
also reduce rates for off-peak usage and for high load factors which should also be
incentives to conserve and not use the bridge so much at peak time. But the results
should be a trading of costs, not a shifting of costs to the worker who doesn't have the
alternative, or the user.

In Ohio, we have had for many years, what's called self-help gas transportation at the
LDC level. Ohio statutes also allow utilities to enter into special contracts for service
with individual users. Some utilities have used special contracts for their
transportation, others have transportation tariffs. During the 1980s, the Ohio
Commission staff pretty much took a hands-off position and rubber stamped the
individual contracts which are subject to PUC review. So you had transportation rates
that were kind of all over the map. These transportation rates that were in the special
contracts were never reviewed in a rate case, that's still not the case with some of the
smaller LDCs. The largest LDC was the one that had all of its transportation rates
under special contracts and it pretty much charged a flat 25 cents per mcf and
discounted back.

The second largest utility in the state pui in effect, through a rate case, a very high
monthly administration charg9 and a transportation rate that was set after you had a
cost allocation review in the rate case. Interestingly, that second LDC with a high
administrative cost has not had a rate case for a good many years. And apparently
they're doing fine. The larger one, however, didn't have the transportation rate
reviewed in a rate case, kept coming back for rate increases to the sales customers,
year after year until 1991, when our office finally convinced the Commission to order a
review of all the costs in one case. And we were able to show that provision costs
had bean allocated to transportation for years. And in settlements, the transportation
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customers agreed with a substantial increase. We showed that, in fact, they are
insensitive, perhaps not as much as local sales customers, or heating customers. But
their costs also do vary with volume. And commissions need to look at the fact and
not just take some of the economic theories that say that well, we are incremental
users, so we don't pay any cost on the system.

Having agreed to these increases, there's no sign that the large users on the first
utility are going to go off the system. Moreover, we have surcharges proliferating at
the state level. In Ohio, we have a take-or-pay surcharge that goes on all rates
across both sales and transportation, it varies according to the utility. We have a
surcharge for unpaid accruals from a long-term income rate plan. And of course we
have the GRI surcharge which is built-in. But gas costs are what are determining
what the large end-users are going to do.

I'd like to also respond to Glen Howard on low-income plan. We certainly agree that
that's something that should be a tax payer's responsibility. It's too big a problem for
private charity. But if you have regulators as we do that absolutely refused to do
anything about it, you're going to end up with those costs in your gas rates.

Where an LDC chooses to give discounts, we think it should be allowed, but it should
not result in shifting rates to throughput to firm customers. We think the transportation
rates should include tariffs. Transportation should be available to all publics, both
large and small. And we're going to be very interested to see what's going to happen
in the California rulemaking with the changes that are allowing many small users to
have access to gas transported and supplied by other than their LDCs. We also think
that wider gas usage for vehicles and gas cooling makes sense. But if it doesn't
benefit the consumers, we should not be the ones paying for the research. The Gas
Research Institute has spent a great deal of our money over the years and has yet to
make gas cooling an economical alternative. We wish them well and I thought that
the GRI slide, one of the ones that were shown yesterday, had a very interesting idea,
the one that implied that they're going to give a bicycle as incentive to buy a gas
cooling unit.

I think it's also possible for regulators to overlook rate design being used as an anti-
competitive tool. I think that the high up-front administrative charges can be definitely
used by LDCs to discourage transportation and to be anti-competitive. But you also
have to consider they may be reacting to a pipeline's refusal to reduce its contract
demand charges, if that load happens to be lost. The remedy is at the FERC and the
state regulators should be pushing to reduce CVs. They may also just be enriching
themselves while gas prices remain low. But we believe that subsidies are rare. Use
of the system involves paying the cost of this system and without that system, large
users would not have gas delivery.
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LDCs, we believe, are not hoarding peak capacity -- sometime that charge is being
made. Shifting all costs to firm contract demand charges as the Mega-NOPR at
FERC would do, is not going to free-up peak capacity. Allowing reduction and
renegotiation of demand levels may do that to the extent that peak need has
decreased. And brokering -- once that process has happened -- it's something that
should be beneficial to all and should be available to the LDCs. And NASUCA has a
resolution that in fact specifies that it should be available first for the end-users behind
the individual LDCs.

! kind of talked out a whole menu of thoughts because the time constraints are what
they are, but I hope that I've given you some thoughts that end up with equity that is
surely one of the goals of regulation utilities. Thank you.

Moderator Patricia Eckert: Thank you very much Mrs. Samuels and for your
effective visual analogy using Penny's bridge. Before any of you jump off of Penny's
bridge or consider by-passing a bridge, I would urge you not to because next up we
have a gentleman who graduated one year ahead of Glen Howard, from the University
of Chicago Law School in 1973 - Thomas M. Patrick, who is Vice President of the
Peoples Gas and Light and Coke Company. It's a gas utility serving the city of
Chicago and the northshore gas company which supplies 56 suburban communities in
Northeastern Illinois. He has been associated with Peoples Gas since 1976, where he
began as an attorney in the legal department. And in his current position, Mr. Patrick
has primary responsibility for rate and regulatory matters at both the state and federal
levels, as well as gas supply planning and purchasing for both the Peoples Gas Light
& Coke and Northshore Gas Company. Won't you please welcome Thomas Patrick.
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SUMMARY

The following paper covers four general views about LDC
sales rate design, transportation issues, and their implications
for policy makers.

1. LDC sales rates often hinder marketing to price
sensitive customers. LDC rate design contributes
to this problem, but there are other major causes
such as add-on revenue taxes and pipeline
take-or-pay charges that add to customer costs.
The lack of a level playing field with a competing
electric utility, with respect to rate design or
promotional practices, can exacerbate problems of
the LDC's own cost structure.

2. State commissions, in varying degrees, are
constrained in their ability to respond to a number
of the barriers to improved gas marketing. Some
problems are simply beyond the power of state
commissions to remedy. These include federally
imposed pipeline rate structures and take-or-pay
costs, as well as various limits imposed by state
legislatures (e.g., shut-off prohibitions, add-on
taxes). The commissions' discretion to permit
market-oriented approaches may be constrained by
heavy political pressure (e.g., legislative threats
to create elected commissions). Recognizing the
existence of these constraints it may be
appropriate — in some limited and carefully
considered areas •— to provide federal policy input
or guidance to state regulation.

3. Where they are feasible, LDC transportation
services can mitigate marketing barriers that
impede sales services. For Peoples Gas, the
development of transportation services for
end-users has helped considerably to enhance the
price competitiveness of natural gas in its Chicago
markets. Customers select and pay for only their
desired level of supply reliability and flexibility
from sellers and pipeline transporters, as well as
desired levels of standby service from our LDC. In
addition to the resulting value-based savings,
transporting customers achieve significant savings
from tax avoidance.

4. While it greatly benefits markets, the provision of
transportation service by an LDC creates important
new issues. One is fairness in allocating LDC
resources between the sales and transportation
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functions and in pricing them, to avoid subsidies
of one service by the other. This can be as
complicated and contentious at the LDC level as at
the pipeline level, if the LDC provides a variety
of unbundled services. The other basic issue is
preserving system supply reliability for sales and
standby customers. Adapting the LDC's supply
planning to accommodate supplies delivered for
transportation customers without unduly increasing
costs or compromising peak day reliability, is an
especially challenging problem. Long-term gas
marketing depends at least as much on a sustained
perception of reliability in deliveries as on
attractive pricing, if not more. During the
transition to increased market options like
end-user transportation, both federal and state
policy makers and regulators must remain sensitive
to protecting the essential reliability of LDC
service.
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LDC Sales Rate Design Barriers To Optimum Gas Consumption

There are a number of factors which operate to impede
marketing of sales gas to price-sensitive customers. Some are
long standing, others are more recent in origin. Not all are
technically matters of rate design, but all impact the price
seen by the retail gas consumer.

LDC Rate Design —- Service Charges

In Illinois, gas service is priced via two categories
of charges. "Service charges" are charges to recover all LDC
costs other than costs of purchased gas. Service charges
recover costs of the LDC's O&M, capital investment and income
taxes. The second type of charge is the "gas charge", which
recovers costs of purchased gas, including pipeline charges for
sales, transmission and storage, producer/marketer purchases, LP
and manufactured gas feedstocks.

Historically, service charges for residential customers
have been established below the level required to recover the
class's allocated cost of service. ±jarge volume industrial
customers, on the other hand, paid above-cost service charges,
which were justified on the basis of the value of the service
received. In recent years, following a revision of the state
public utilities act, and responding to the declining
competitiveness of gas against coal and No. 6 fuel oil, the
Illinois Commerce Commission has acted, case-by-case, to move
service charges for all customer classes to levels that more
closely correspond to their respective costs.

Figure 1 shows the results of this process in Peoples
Gas' last rate case, for its Service Classification ("S.C.")
Nos. 1 (General Small Residential) and 3 (General Large
Volume). The revenue-to-cost ratio for Service Classification
No. 1 was moved appreciably closer to a ratio of 1, or
equivalence. That is, the subsidy of this service by others was
reduced significantly. The revenue-to-cost ratio of S. C. No. 3
was moved to 1, i.e., equivalence, whereas previously it had
been well above 1. In practical terms, the service charge unit
revenue per therm for the S. C. No. 3 class was reduced 42
percent, from 8.3 cents per therm to 4.8 cents per therm (a
therm equals 100,000 Btus). This of course caused a significant
improvement in the competitiveness of S. C. No. 3.

It should be noted that there is no universally
accepted theory of cost allocation. In Illinois, the Commission
has consistently relied on an embedded cost study to allocate
costs for gas utilities, although it employs marginal costs on
the electric side. LDC rate design does not collect costs the
way they are incurred. For Peoples Gas, only a small share of
fixed costs are recovered through fixed charges. This treatment
differs considerably from current and pending rate designs for
gas pipelines regulated federally.
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LDC Rate Design — Gas Charges

For Peoples Gas, as well as Illinois LDC's generally,
the Gas Charge is a uniform volumetric rate assessed for each
therm of gas sold to every class of sales customer. The charge
is designed to recover total annual purchased gas costs. It is
revised monthly to reflect any changes in volumes and prices
paid for various supply sources.

Figure 2 compares the impacts on typical S. C. No. 1
and 3 customers of the uniform per therm gas charge, based on
weighted average charges in effect in fiscal 1991. The charge
fails to recognize the higher load factor of the S. C. No. 3
customer (about 65 percent, compared to 30 percent for S. C. No.
1) which reduces the Company's unit cost of purchased gas.
Thus, the large volume sales customer's gas charge represents 85
percent of its total charges, compared to 53 percent for the
residential customer.

Clearly, a gas charge design which more closely aligned
each customer's charge with its own cost causation would result
in some reduction of the large volume customer's charge and
enhance the competitiveness of gas in such applications.
However, such a rate would add complexity to rate schedules.
Also, any attempt to allocate particular gas costs to differing
customer classes would likely provoke considerable controversy.
Among other things, it could entail a review of FERC rate
designs to determine the validity of their underlying cost
assumptions and allocations. Thus far, no such proposal has
been made.

Add-On Revenue Taxes

In Illinois, as in many other jurisdictions, utilities
pay state and municipal gross receipts taxes which they are
permitted to pass on to customers by additional charges.
Municipal charges may also take the form of franchise fees. In
Peoples Gas' service territory, the charges to recover add-on
revenue taxes add nearly 14 percent to the customer's bill. In
fiscal 1991, the Company remitted nearly $40 million in such
taxes to the state and over $73 million to the City for a total
just under $113 million. In Chicago, charges for add-on revenue
taxes are considerably higher than comparable taxes on oil,
which add 8 percent to consumers' costs. This inequitable tax
structure certainly disadvantages gas competitively.

Where there are opportunities for pipeline bypass of an
LDC, tax avoidance provides a major added incentive in
Illinois. This is because there is no parallel use tax
applicable to purchases of gas from producers or of transmission
services from pipelines?. Thus, even if there is no otner cost
advantage from leaving LDC service, the customer has a "carrot"
of 5 to 14 percent tax avoidance savings, depending on its
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location. Given this consideration alone, it is remarkable that
only a few bypasses of LDC's have occurred in Illinois.

Take-Qr-Pay Charges

LDC's continue to be assessed pipeline take-or-pay
charges resulting from the transition to open-access
transportation. These charges add significantly to LDC gas
costs - about 10 percent for Peoples Gas in fiscal 1991. Under
FERC rules, most take-or-pay costs are being direct-billed to
LDC sales customers of pipelines. Overall, only a relatively
small share is being recovered volumetrically, and in the case
of Peoples Gas' two pipeline suppliers, none. Thus, take-or-pay
costs are largely or entirely avoided by pipeline transportation
customers. This provides an economic incentive to bypass LDC
service, at least in Illinois, where the Commission requires
LDC's to recover take-or-pay charges through uniform volumetric
charges to all services, including LDC transportation as well as
sales.

The take-or-pay cost problem is temporary. For Peoples
Gas, most of the charges will have been paid and recovered by
early 1993. However, the pending FERC Mega-NOPR will cause a
new round of "transition" costs. Unless FERC determines to
allocate these costs fairly; i.e., to all users of unbundled
pipeline services, including transporters, the competitive
disadvantage of take-or-pay costs will effectively persist for
LDC's for several years into the future.

Uneconomic Rates Of Regulated Competitors

One significant problem of rate design is the design,
not of the gas LDC's rates, but rather of those for its
competing electric utility. Rates and programs approved for
electric utilities raise barriers to the use of gas for a number
of applications, and these barriers can be at least arguably
uneconomic. As examples, the electric utility that serves
Peoples Gas' service territory offers the following:

1. Discouragement of cogeneration - This is
accomplished through two rates. One is a costly
standby charge for the right to call upon utility
electricity to replace or supplement
customer-generated electricity. The other is a low
rate to encourage self-generators to purchase
electricity from the utility instead of generating
their own. The electric utility has also secured
Commission approval of special contract rates by
which the utility guarantees an attractive rate for
a long term, basically by an apparent agreement to
absorb losses on the sale if, in the future, the
rate fails to cover costs. Absent Commission
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approval, such an arrangement could raise a
question of predatory pricing.

2. Furnishing equipment to secure heating load -
Under one of its programs, the electric utility may
furnish, at no added cost to the customer, a 12 KV
electrical distribution system, transformers and
related switchgear, if the customer elects to
install a total electric system, i.e., for heating
as well as cooling. The cost of these facilities
is included in rate base and reflected in the rates
of all customers, raising a potential issue of
subsidy. This program appears to have been
effective in encouraging many large commercial
buildings to forego gas applications in favor of
electric.

Other such programs include special rates and
cash incentives for electric heat pumps. Of
course, the preceding description represents the
gas utility's perspective, subject to dispute. The
key consideration, however, is that Illinois
regulatory authorities have not examined interfuel
competition comprehensively. Integrated resource
planning, required by law, is conducted in separate
proceedings for electric and gas utilities. Thus
far these proceedings have focused only on supply
and demand management resources at the level of the
individual firm. In the next National Energy
Strategy, it may be appropriate to urge state
authorities to adopt a broader perspective which
focuses on and encourages the consumer's least cost
energy option - gas or electric.

The Role Of LDC Transportation

Each of the barriers to the economic choice of gas that
were discussed in the previous section deserves to be addressed
and corrected. Indeed, Peoples Gas by itself and in association
with other LDC's has sought to remedy some of these problems.
However, the process is lengthy, it consumes limited resources
and the chances of success range from uncertain to
are-you-kidding. Fortunately, Peoples Gas' program for
transporting customers' gas purchased from other sellers, i.e.,
"customer-owned" gas, has enabled a considerable number of our
most price-sensitive customers to avoid or minimize the cost of
some major barriers.

Peoples Gas began offering transportation of
customer-owned gas late in 1984. Customers' use of this service
was minimal until our major pipeline supplier began offering
open access late in 1986. Since then, as shown by Figures 3, 4
and 5, transportation service has grown enormously, in terms of
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both volumes and number of customer accounts served. By 1991,
transportation customers consumed 83 Bcf of customer-owned gas,
about 35 percent of total system sendout. Note, also, that
transportation is used by significant numbers of residential and
commercial customers, as well as industrials. The Illinois
Commerce Commission has consistently sought to make end-user
transportation a matter of economic choice for the most
customers feasible. For Peoples Gas, transportation service is
available to about 93,000 customers - all except the small
residentials served under S.C. No. l. Briefly, transportation
reduces competitive barriers in two areas.

1. Gas Costs

Through transportation, the customer can make
supply choices other than the Company's bundled
volumetric gas charge applicable to sales. The
customer selects and pays for the level of supply
flexibility and reliability that it desires. A
customer taking transportation service can avoid
all or most of the Company's Gas Charge (except the
portion for recovering pipeline take-or-pay, which
every customer must pay). The customer does pay,
at a minimum, the same Service Charge as it would
for its sales rate, plus a small administrative
fee. For this minimum rate, the Company's program
provides every transportation customer with
transmission, daily balancing of consumption and
deliveries, as well as a significant quantity of
seasonal storage. Beyond that, customers elect
daily and monthly levels of standby service, from
zero to 100 percent. Reservation charges derived
from fixed costs of gas supply that are normally
recovered through the Gas Charge, are assessed
according to the customer's elected level of
standby. Finally, customers may also elect to
subscribe for additional storage at a rate pegged
to the price paid by Peoples Gas for pipeline
storage services. Taken together, these options
enable customers to choose the level of service
that they most value within a fairly broad range of
choice. It can produce a considerable savings
compared to the customer's sales rate.

2. Revenue Taxes

A customer's use of transportation service
substantially reduces the customer's charges for
add-on revenue taxes. Since the taxes are assessed
only on the Company's gross receipts, i.e., service
charge and any standby charge billings, the
transportation customer avoids the major part of
the tax charges that would be incurred if the
customer purchased gas from the Company.
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The competitive impact of end-user
transportation service is shown on Figure 6. The
bar chart at the top of the page compares the
delivered cost of No. 6 low-sulphur fuel oil in
January, 1992, with the delivered cost of gas for
an S.C. 3 sales customer and for an S.C. 3
transportation customer electing zero standby. The
gas sales cost for a large volume customer is more
than 50 percent higher than the cost of No. 6 oil,
but for the S.C. 3 transportation customer, the
differential is only about 2 percent. Needless to
say, virtually all of our S. C. 3 customers have
now switched to transportation. The chart on
Figure 6 also shows, for each alternative, the
proportion of cost consisting of add-on revenue
taxes. It is notable that taxes account for a
higher proportion of the cost for the gas sales
customer than for the oil customer, but the tax
component is proportionally lowest of all for the
gas transportation customer.

The graph on the lower half of Figure 6 shows
the same cost comparison for a five month period.
One point highlighted by this graph is that
end-users do place a premium value on natural gas.
Despite the fact that even the lower cost gas
transportation option exceeded the high posted oil
price in four out of five months, the Company has
seen no evidence of fuel switching to oil. Indeed,
the level of end-user oil consumption in Peoples
Gas' market has become negligible in the years
since gas transportation became available.

Transportation Rate and Service Issues

While transportation service has provided savings to
customers, it has introduced a number of rate and service
issues. One of these - of great importance - turns on the need
to provide continuous, reliable service to all customers, both
sales and transportation. This has necessitated a system of
rules and penalties to assure that the Company's operational
requirements are not impaired by transportation customer
activity, such as delivering gas to the Company in excess of the
customer's requirements and which the Company cannot practically
absorb. Conversely, the Company must assure that customers who
elect not to take standby service will honor that commitment in
peak periods, so that it can be reflected in the Company's
reservation of firm supplies.

Such operational concerns are serious, but they are not
the only concerns. Issues also arise from the interface of
transportation rates and services. For these issues, the key
concerns are to fairly allocate available system resources
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between sales and transportation customers in defining their
respective services, and also to minimize subsidies of one class
by the other. The following discussion describes some of these
rate issues. Our experience at Peoples Gas has indicated that
the novelty of the issues and the current lack of dispositive
evidence will require an evolutionary approach to deciding
transportation rate issues. Meanwhile, we are making efforts to
better understand the transportation market. An important
source of data will be the daily meter reading devices which
have been installed for the over 1,500 customers who take zero
or partial standby service from the Company.

Balancing

Transportation customers' daily consumption differs
from their daily deliveries of gas to the Company, often by a
considerable amount. Figure 7 charts daily deliveries and daily
consumption for two large volumes transportation customers in
the month of December, 1989. As it shows, pipeline deliveries
of customer-owned gas at the city gate tend to be scheduled at
relatively level daily rates, with relatively few changes up or
down. December, 1989, the month shown in these charts, was a
peak weather month in which interruptible deliveries were in
fact interrupted in the December 23-25 period. But even outside
that peak period, note that no gas was delivered to the city
gate for Customer B during the first three days of the month.

In contrast to the fairly flat deliveries, customer
consumption fluctuates daily, often by significant amounts.
Both customers depicted on Figure 7 show usage peaking during
the week and declining for week-ends and holiday periods,
although this is more pronounced for Customer A.

It is not practicable for the great majority of
customers to match deliveries and consumption on a daily or even
monthly basis. The Company performs this function, using an
array of resources such as storage injection and withdrawal and
varying its own takes of pipeline sales service - taking
advantage of that service's "no-notice" swing feature. The
issues for LDC's and regulators are how to price balancing
service and how to set and enforce limits on imbalances so as to
preserve the LDC's operating integrity. This was a contentious
issue in Peoples Gas' last rate case. Its final resolution will
require added experience, as well as the daily metering data now
being gathered for customers.

Selected Standby Service

In its last rate case, Peoples Gas proposed two major
changes related to standby service for transportation
customers. First, standby charges would be assessed monthly,
whether or not the customer actually took system supplies in the
billing period. Previously, no such charges were in effect and
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transporters merely paid the sales service commodity rate, or
Gas Charge, when they took delivery of system supply. Second,
customers were given the option to select the level of daily and
monthly standby service they would receive and pay for. To
enforce a customer's elected limits, penalty charges of $1 per
therm were proposed for unauthorized use of system gas, and a
daily meter-reading device was required for partial or zero
standby customers at a separate charge.

The Commission adopted the Company's overall approach
to unbundling standby service, but made a number of changes in
the Company's proposal, of which two were most notable. First,
the Commission greatly reduced the level of standby charges from
those proposed by the Company. The basic reason given was that,
at least theoretically, diversity of demand for standby service
exists among transportation customers. The Commission reasoned
that, accordingly, the Company should not need to reserve backup
to meet every transportation customer's full requirements on a
peak day. The Company had provided evidence that diversity of
demand is minimal in its service territory on a peak day. In
the winter of 1989-90, the ratio of coincident to noncoincident
peak demand for a sample of large-volume customers was 0.89. A
second and larger sample, was studied the following winter (in
which the experienced peak day was substantially warmer than in
the prior year). It produced a diversity factor of .85. (See
Figure 8) And, in the December 1989 peak period, pipeline
deliveries of customer-owned gas were curtailed to as low as
35,000 Mcf/day, a small fraction of the 400,000 Mcf/day that was
being delivered earlier that month. (See Figure 9) In other
words, the Company felt there was compelling evidence that in a
design peak period, transportation customers would consume gas
in fairly close proportion to the system as a whole, but that
their own gas deliveries to the Company (which are mainly via
interruptible pipeline service) could not be depended upon as a
supply source. Despite these showings, the Commission was
unwilling to make a full cost allocation for standby service and
instead reduced the Company's proposed standby charges by about
one-half*

The average standby rates that resulted from the
Commission's decision are shown on Figure 10, both including and
excluding the take-or-pay component. These rates are contrasted
with the average fixed gas costs reflected in a sales customer's
gas charge.

Issues for Supply Planning

Apart from rate issues, end-user transportation creates
complex and important supply planning problems for LDC's. This
section will briefly review a few of these problems.

As a general matter, transporting customer-owned gas
complicates supply planning for the LDC and requires efforts to
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adapt the system supply portfolio. System supply requirements
are made less predictable, as a result of providing standby,
balancing and storage services. The LDC can rely on weather
forecasts and historical experience to plan for weather
effects. There are no comparable "handles" for how the end-user
will elect to use the services available to it. Not only are
the demands on system supply less predictable, so also is the
ability to schedule receipts of system supplies. These need to
be meshed with customer nominations, which, if not controlled,
may fluctuate substantially, usually due to unforeseen price or
weather changes. Another general concern is that, apart from
reduced predictability of requirements, they will also take on a
lower load factor. Generally, transporting customers meet the
largest part of their requirements with customer-owned gas, and
demand company supplies mainly in peak periods.

In recent years, Peoples has made adjustments in its
supply portfolio which alleviate problems of demand
predictability and lower load factor. Most importantly, the
Company has reduced its dependence upon high-cost firm, flowing
gas capacity and supply. This was done mainly by reducing
pipeline sales contract demand, coupled with a major increase in
peak deliverability from Company-owned storage, as well as the
acquisition of some additional pipeline storage service which
became available. These adjustments have given the Company the
opportunity to increase overall load factors for system supply
as well as adding to its flexibility to respond to varying
system supply demands without incurring excessive costs.

Nevertheless, significant supply planning issues remain
for Peoples Gas with respect to its transportation program.
They can be summarized in three categories.

1. .stih?id.Y Of Standby Costs By Non-Transporters

On the surface, this is a rate issue. However, it has
significant implications for supply planning. The basic
assumption underlying a less than full allocation of fixed gas
costs to customers who elect full standby, is that they do not,
as a class, require full standby. As described above, the
Company found no evidence to confirm this assumption; and thus
could not incorporate it in its supply planning, especially its
planning for firm peak day requirements. However, sales
customers could claim that the Company's reserved peak day
supplies are excessive. Such a claim would at best be
premature, pending the development of better data. Meanwhile,
the prudent course is to protect against the possibility of a
peak day shortage.

2. Obligation To Serve Customers Electing No Standby

A key supply planning issue for Peoples Gas has become
the question of its obligation to serve, with system supply,
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customers who elect not to receive or pay for standby service.
Information provided in Figure 11 shows the dimension of this
problem. The Figure consists of a pair of tables with summary
data about current transportation customers. The upper table
shows data for Rider 17A, the tariff governing zero or partial
standby transportation service. The table shows that, for this
entire class, the aggregate maximum daily demand is 327,000
dekatherms (DKT), while its total Selected Standby Demand, i.e.,
the daily standby contracted from the Company, is only 40,000
DKT. Thus, theoretically, 287,000 DKT of customer demand that
the Company traditionally has planned to fill on a peak day will
not occur.

This is obviously more than a minimal amount of gas -
it exceeds the Company's peak day reserve margin. Moreover, the
Company has no practicable way to physically enforce customers'
undertakings that they will not take standby gas beyond their
contractual entitlement. Particularly troubling is that many
partial or sero standby customers are residential and commercial
users, as shown on Figure 11, with no alternate fuels. On a
peak day, these customers probably would not even know if they
were taking unauthorized gas. Despite the Company's concerns
about relying too quickly on customer elections for its peak day
supply planning purposes, Commission staff has pressed for
immediate supply capacity reductions, relying solely on
customers' contract elections.

3. Accommodating Storage And Balancing Of Customer-Owned Gas
Deliveries

With over one-third of annual supply for its market
coming as customer-owned gas deliveries, Peoples is obviously
concerned about potential supply planning disruptions. However,
the Company has addressed these concerns in a manner that thus
far appears satisfactory. At the center of our solution is a
"cap" program, which sets, month-by-month, a ceiling on the
amount of daily deliveries of each customer's gas to the
Company. The cap levels ere based, initially, on normalized
historical consumption. The base amount is adjusted to provide
customers a reasonable degree of flexibility to fill their
Allowable Bank and subscribed storage capacity in the non-winter
months. It also includes a generous added factor in the winter
period to accommodate colder than normal weather. On the other
hand, caps are set at levels that protect the Company's ability
to optimize system supply planning, so that sales customers
achieve the proper benefit from our system storage and other
resources.
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FIGURE 1

The Peoples Gas Light and Coke Company
Impact of Docket No. 90-0007

Comparison of Service Classification Ncs.1 and 3
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FIGURE 2

THE PEOPLES GAS LIGHT AND COKE COMPANY
CHARGES FOR GAS SERVICE

CENTS PER THERM

AVERAGE FISCAL 1991

RATE1
SMALL

RESIDENTIAL
SERVICE

AVERAGE USAGE
SERVICE CHARGE
GAS CHARGE

126 THERMS
23.806 0 47%

26.50 0 53%

I SERVICE CHARGE
I GAS CHARGE

AVERAGE USAGE
SERVICE CHARGE
GAS CHARGE

RATE 3
GENERAL

LARGE VOLUME
SERVICE %

65% LOAD FACTOR SPLIT

270,000 THERMS
4.681 0 15%
26.50 0 85%

SERVICE CHARGE
GAS CHARGE

NOTE: EXCLUDES THE EFFECT OF REVENUE TAXES



FIGURE ]

The Peoples Gas Light and Coke Company

Annual Sales and Transportation Volumes
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FIGURE 4

The Peoples Gas Light and Coke Company

Number of Transportation Customers
By Customer Class
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FIGURE 5

The Peoples Gas Light and Coke

Annual Transportation
By Customer Class
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FIGURE 6

The Peoples Gas Light and Coke Company
Comparison of No. 6 Oil and Rate 3

January, 1992
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FIGURE 7

The Peoples Gas Light and Coke Company

Example of Two Transportation Customers
Daily Delivery vs. Daily Consumption

Actual December 1989 Data
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FIGURE 8

The Peoples Gas Light and Coke Company

Coincident Peak Demand vs. Non-Coincident Peak Demand

Diversity Factor Calculated for a Sample of Transportation Customers
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FIGURE 9

THE PEOPLES GAS LIGHT AND COKE COMPANY
DAILY SUPPLY UTILIZATION

DECEMBER 1989
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(DKT)

2.500.000

2.000.000-

1.500.000—,

1.000.000

500.000--

PEAK SHAVING/UNEPACK

LEASED STORAGE

COMPANY STORAGE

j 1 PIPELINE GAS

• H CUSTOMER OWNED

SYSTEM SPOT

1 2 3 4 5 6 7 8 9 10 1112 13 14 15 16 1718 192021222324 25262728293031

DATE



FIGURE 10

THE PEOPLES GAS LIGHT & COKE COMPANY
RECOVERY OF FIXED GAS COSTS

FROM
SALES AND TRANSPORTATION CUSTOMERS

FORECASTED FISCAL 1992
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FIGURE 11

The Peoples Gas Light and Coke Company

Rider 17A (Partial Standby) Data

Customer
Class

Residential

Commercial

Industrial

Total

No. of
Accounts

665

655

189

1.509

Annual
Requirements

(MDKT)

6,993

17,767

22,571

47.331

Maximum
Daily Demand

(MDKT)

60

135

132

327

Selected
Standby Demand

(MDKT)

14

17

9

40

Rider 17 (Full Standby) Data

Customer
Class

Residential

Commercial

Industrial

Total

Total Rider 17A
And Rider 17

No. of
Accounts

2.535

3,234

758

6,527

8,036

Annual
Requirements

(MDKT)

16,378

17,876

10,799

45,053

Maximum
Daily Demand

(MDKT)

133

156

76

365

692

Selected
Standby Demand 1/

(MDKT)

133

156

76

365

405

Note: 1/ Rider 17 customers have 100% backup so Selected Standby Demand
is equal to Maximum Daily Demand.



Moderator Patricia Eckert: Thanks for your patience, you're a great audience. I
apologize for the technical difficulties, but we do have one final speaker. Richard Hare
is currently President and Director of the National Fuel Gas Supply Corporation of
Buffalo, New York. He has a wealth of experience in the gas distribution business,
having held consulting and executive positions at National Fuel Gas Distribution Corp.,
Stone and Webster Management Consultants, and Public Service Electric and Gas
Company. Mr. Hare obtained a B.S. in Civil Engineering from Rutgers in 1960 and an
MBA from Farley Dickenson University in 1967, won't you please welcome him.
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JOINT DOE/NARUC CONFERENCE
3-5 FEBRUARY, 1992 PHOENIX, AZ.

RICHARD HARE, PRESIDENT
NATIONAL FUEL GAS SUPPLY CORPORATION

PANEL PRESENTATION
LDC RATE DESIGN AND TRANSPORTATION ISSUES

Many of the various proposals for changes to pipeline
regulation at the federal level, and especially those which are
embodied in the Mega-NOPR, will directly affect local
distribution companies' ("LDC's"). Among these anticipated
effects are increased costs and a shift in cost allocation among
LDC customer classes. If there is no corresponding change in
regulatory policy at the state level, the price of natural gas
merchant service as the fuel of first choice for residential and
other core customer groups may be replaced by other alternatives;
including oil and transported producer gas. Or, if not replaced,
will cause a great public cry for our throats, both Commission
and Company.

I don't know if the public realizes that the federally
mandated transition of the pipeline industry to a more market-
oriented position, as initiated with Order 436 and continually
evolving, has had a significant impact on LDC costs and the
allocation of those costs among its customers. These cost
shifts, I believe, have been totally obscured by low spot gas
prices.

Already, with "open access", a significant portion of the
high load factor industrial load has been shifted from the LDC's
sales sector to the transportation sector. Less expensive, high
load factor gas has been removed from the LDC's supply portfolio.
The resulting lower load factor portfolio has shifted more of the
demand costs and higher cost winter period gas onto the core
customer groups.

Additionally, the restructuring pipelines have incurred
transitional costs, Take-or-Pay, generally only half of which
have been passed through to these same core customer groups. Not
all pipelines have survived the transition. Columbia Gas
Transmission has been mortally wounded and declared bankruptcy.
Many of the remaining major pipelines have also been severely
injured. See Figure 1.
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FIGURE 1

Bypass has also become a reality for many LDC's. Thus,
completely removing whatever contribution to fixed costs such
large, market-driven customers formerly provided.

And yet, we note that retail rates have remained
relatively low. See Figure 2.
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AVERAGE U.S. WELLHEAD NATURAL GAS PRICES
(Nominal Dollars)
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This is primarily due to low spot gas prices caused by
excess supply and competition between producers, and I would
argue the lack of a permanent GIC mechanism, which would
facilitate longer-term contracts. That segment of the industry
is also unhealthy as one-half of the independent producers have
closed shop and drilling has reached its lowest level in 40
years. Last week, our gas buyers in Houston were paying 98 cents
for some gas at the wellhead. Not good when even conservative
estimates of replacement costs are at $2.50/ Mcf. See Figure 3.
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U. S. ACTIVE ROTARY DRILLING RIGS
ANNUAL AVERAGE TOTAL
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FIGURE 3

The simple fact of the ever-declining drilling rig count
should make us realize that such low prices cannot endure
forever. The bubble of gas supply that became the sausage must
at some point vanish.

Also current FERC and Congressional initiatives point to
a freer policy toward pipeline construction.

Even with the lengthy proceedings and long delay in the
Iroquois pipeline, where it was argued that the high fixed
charges would disadvantage the U.S. producer interests and create
higher costs, the advocates of greater competition won. See
Figures 4 and 5.
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Well, the results are in. Here today are the comparison
costs of the delivered price of gas to the Northeast- Note that
the Iroquois gas has a $40 demand charge at the city gate of the
LDC's, but when purchased at 100 percent load factor is cheaper
per Mcf than Tennessee and only slightly higher than CNG.

LDC's must also ultimately face an evermore aggressive
competition in bypass. The Arcadia Case, where the Arcadia
Company requested a direct connection to SONAT, was denied by
SONAT and FERC and we all know there are strong arguments
presented to force SONAT to bypass Atlanta Gas Light — I think
they can build a pipeline of 140 feet for less than $4 million
per year. If not reversed, this case will probably be appealed
and may be overturned. The case is being reheard at the FERC
while in a separate proceeding Arcadia has filed a federal
antitrust suit. This may set a precedent for a watershed of
bypass requests in other areas.

The Mega-NOPR, in its current form, contains numerous
proposals which will move the pipeline industry further towards
FERC's goal of market responsiveness, and exacerbate the dilemma
which LDC's are facing.

Elimination of the pipeline merchant function may force
supply contract buy-downs, and such costs will probably not, and
I believe should not, be absorbed by pipeline or utility
shareholders, but rather by the utility customers.

Unbundling, with a mandate to maintain service quality
will necessitate some duplication of facilities due to the lack
of conjunctive billing, efficient aggregation of supplies, load
diversity and flexibility. Such facilities will not instantly
materialize, nor will they be cost-free.

The additional coordination required will also require
capital investment in real time measurement, and a multiplication
of administrative labor. See Figure 6.
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Notice on this chart where we have plotted the margins
collected on our various classes of customers over the last few
years that the residential margins have increased, while the
margins on large customers have gone down.

More cost shifts are also part of the Mega-NOPR. The
move to Straight Fixed Variable rates will place practically all
of the fixed costs on the LDC's, which with an obligation to
serve, must contract for peak-day delivery. These peak-day
demand costs will double, or even triple in cost with the Mega-
NOPR and the rate design suggested in the proposed rule. See
Figure 7.
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How are the LDC's going to supply their peak day? The
interruptible sales customers will be long converted to
transportation and their gas supply will not necessarily be
available. The only options left to LDC's will be increased
purchases of pipeline capacity (Contract Demand) from the U.S. or
Canada, contracting for more storage, or the building of peak
shaving facilities.

Wait, but that's not all LDC's will be facing. At the
end of each contract terra, now at three to five years, they'll be
forced into a bidding war with higher load factor players who can
spread their demand costs out over a larger annual volume.
Simple logic will tell you that LDC costs will be pushed to the
upper limit.

And, what is the plight of the LDC and its customers? If
the LDC's are forced to remain with traditional cost of service
ratemaking, industrial customers will continue to be enticed to
directly purchase from producers by the myriad of gas marketers
which will spring up from under every rock.
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LDC's, tied to inflexible cost of service or other state
mandated rate designs, will lose their large loads to bypass if
their transportation rates cause their offering to exceed the
cost of a direct connection to the pipeline or producer. The
LDC's must be able to provide flexible, negotiated sales and
transportation tariffs to capture some margin for their remaining
customers.

The gas marketers and the alternate fuel dealers,
however, will suffer no such handicap. Oil will be sold at
"value of service" prices. Just as it always has, and invariably
will. It's a world commodity with price set by world supply and
demand — unless dictated by the OPEC cartel.

The unregulated gas marketers and producers, if they "get
with the program", will have the best of all worlds. Pipeline
commodity rates will be low, even lower under Straight Fixed
Variable Designs. They can change their pricing at will to play
the oil market, the weather forecast, or the utilities regulated
sales rates. And they have no obligation to serve and can enter
a market or leave it according to individually negotiated
contracts. But we are all aware of who will have an obligation
to serve if the producers and marketers fail, the LDC's. And who
will pay for that backup, that insurance policy?

The Brave New World of market-driven producers and
suppliers, coupled with low-cost pipeline transportation, will
find the heavily-regulated LDC an anachronism. Inflexible
pricing in the noncore market and annual nonflexible gas cost
rates are suicide.

Core customers will see the full cost of guaranteed,
reliable service. In the past, some of these costs could be
allocated to the Golden Goose — the large industrials and
commercials. But the Goose flew south to Texas and Louisiana or
northwest to Alberta; flown away to the cheap sex of the short-
term relationships and low prices of spot gas.

And perhaps this new world where core customers see full
costs is as it should be. The economists, as they gather
together around their wood stoves back East, may glow not only in
the warmth of their fire, but also in their sanctimonious delight
that the world is now a little closer to economic efficiency, but
what about equity!?

Meanwhile, down in the valley, the villagers will be
lighting up their torches and gathering in the streets to lynch a
few of us.
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In the state capitals, regulators will be pouring over
LOC gas cost filings, looking for a past series of
"imprudencies", to disallow the recovery of some portion of the
higher costs.

And, on the upper floors of the "Gas Companies" LDC
managements will be illuminating for the press the benefits of
the higher-priced, but more reliable natural gas service, and
explaining that "we told you so". But, you know how far that
will go. And this time the LDC's will be the sacrificial lamb to
the god of the free marketplace and open competition.

There may be an out, however. And some state regulatory
agencies are patiently mindful of the changes taking place in our
industry, and are cautiously testing the water and beginning at
least to think like a salesman. Flexible pricing, selective
discounting, market segmentation, value-added services,
unregulated negotiated contracts; unmentionables, heresy only a
few years back are almost becoming commonplace. At least, among
the large, potential bypass customer class. But more can be
done. It will, and it must.

The unlevel playing field forcing the LDC's out of the
large volume, high-load-factor market must be leveled. LDC's
need to have the ability to compete with the unregulated
marketers, producers and oil dealers.

But, that means that LDC stockholders must be rewarded to
take on additional risk. However, the core customers are not
about to support higher rates of return. Remember, they're
gathering in the streets, fashioning nooses of hemp and manila.

The only way out of this c mundrum is to bifurcate the
state regulatory arena. The LDC's obligation to serve is both
the source and the effect of the state regulator's jurisdiction
over LDC rates. That regulation was initially installed as a
substitute for competition in a monopolistic marketplace. Well,
today genuine competition in the noncore market must be
recognized as a reality. The key to survival, for all of us; the
politicians, the regulators, LDC's and the captive core customers
is to deregulate pricing in the noncore market and work out some
form of profit sharing or incentive rate of return to capture as
much margin as the market will bear from the large noncore
customers.

And how can that be accomplished? Who is to choose which
customers are to remain in a pric*-regulated environment and
which customers are to be "abandoned" to fully free market
pricing where supply and demand are fully recognized?
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The answer is to let the customers decide. For in fact,
they are the true masters which all of us in the industry must
serve and to which we are all answerable. And, the decision
which each customer must make is, to decide whether or not the
LDC must be obligated to serve him. Those customers, for which
no viable alternative to LOC services exists, will remain in the
world of regulated prices and require the LDC to stand ready to
serve at all times, without fail.

But those large volume customers, who now have other
alternatives; that Golden Goose, may choose to be monogamous; to
remain with a single vendor, a gas LDC which deals with each
customer's circumstances on an individual basis, knows their
customer like a spouse knows her man, and is still capable of
"haggling" over price.

Obviously, the facilities and manpower to serve such
noncore customers have been bought and paid for by all of the
current customers. Therefore, one would expect that equity would
require that much of the "profitM produced by the noncore
customer class would be flowed back to the core customer class.
However, not all of it. Stockholders would be assuming the
uncertainty and vagaries of the freely competitive energy market.
Some motivation for management initiatives to respond to
competition must exist. The potential for rates of return in
excess of "allowed" must be real. To be effective and at a par
with all of its competitors, the LDC must be able to utilize all
of the business tools available. This means options, and hedging
instruments and sometimes speculative business practices.

This means that LDC managements, and the commissions that
regulate them must evolve with the rest of the natural gas
industry. For many LDC's, and PUC Staffs, this may be difficult,
or even impossible. Old Gas Men die hard. But, we at National
Fuel, although not all of us are particularly young, are
sufficiently nimble to welcome the challenge of a new, truly
competitive marketplace.
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OOE/NARUC Conference, Feberuary 2-5,1992
Panel: Impact of Combination Gas/Electric Companies on the Use of Natural
Gas
Wednesday, February 5, 8:30 • 9:45 a.m.

Moderator: The Honorable Thomas Gorman, Commissioner, Kentucky Public
Service Commission

Everybody take a seat and we'll get started. Good morning. Welcome to the third
day of our conference, our bonus day. My name is Tom Dorman. I'm a commissioner
with the Kentucky Public Service Commission. Our topic this morning is the impact of
combination gas/electric companies on the use of natural gas. Since I've only been in
office for two months, let me say, I think it'd be presumptuous for me to try and set
any stage by a discussion of the topic this morning. Presumptuous, if not imprudent,
so I think the best thing for me to do is to get on with the introduction of our
distinguished panel this morning.

Our first speaker is Mr. S. Kinnie Smith, Jr. He is Vice Chairman of CMS Energy
Corporation and Vice Chairman of its principal subsidiary, Consumers Power
Company. He has served as Vice Chairman of American Natural Resources
Company and Senior Vice President of ANR's parent company, the Coastal
Corporation. From 1964 through December 1984, Mr. Smith was a partner in the
Chicago law firm of Sidney and Austin. He is a Director of Michigan National
Corporation, the Clericorp Corporation, Oxford Energy Company and a trustee of the
Founder's Society of the Detroit Institute of Arts and of Rockford College. Mr. Smith
received his Juris Doctor degree from the University of Wisconsin Law School and a
Bachelor of Arts in Economics from Yale University. Please welcome S. Kinnie Smith.
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Introduction

At the outset, I would contend that the potential for
natural gas markets for the combination gas and electric utility
is, at the very least, equal to that of the pure gas utility.
More likely, the potential for the combination utility exceeds
that of our sister pure gas utilities.

The synergies in linking gas supply and marketing activities
with electric generation add to the combination companies'
potential.

Background

Contrary to what you might otherwise hear or read, current
combination companies' managements are equally interested in both
their gas and electric operations. They need to maximize their
returns on both types of assets and provide reliable service to
both groups of customers at the lowest possible rates. Anything
else would invite criticism from both stockholders and
regulators.

Occasionally, business and financial analysts recommend
separation of the gas and electric assets of combination
utilities to enhance competition. Perhaps some will argue that
this will increase gas sales. I would like to cast doubt on
these contentions. i

In the case of Consumers Power Company, we serve all three
types of market: gas only, electric only and combined gas and
electric.

Our policy, strategy and actual practice is to maximize our
penetration of both gas and electric markets. For example, if a
large electric customer, such as a hospital, can lower its
electric power costs through an onsite gas fired cogeneration
unit, our gas marketers will spearhead the conversion. We know
that in the long run, we must provide our customers with the
lowest cost energy. If we don't, we will hear it loud and clear
from our customers and our regulators.

It is a mistake to think that combination utility
managements emphasize or focus more on the electric side of their
business just because they have more capital invested or have
higher sales margins in the electric business. That isn't true
at Consumers Power and I don't believe it is true at other
combination companies.

Integrated Resource Planning and Demand Side Management

Integrated resource planning and demand side management
programs that encompass both gas and electric uses in combined
markets will focus combination utilities' managements on the need
to maximize the economic efficiency of the combination customer.
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In many cases, such as the inside the fence gas fueled
cogeneration plants, this will increase gas markets.

Likewise, the ability to switch to gas for peaking or price
advantages makes gas utilization a key strategy for the IRP and
DSM plans of combination companies. This is not to say that the
straight electric company can't arrange to do the same thing with
a local gas LDC.

In addition, like pure electric utilities, combination
utilities will find switching to gas fueled generation an
effective response to the Clean Air Amendments. Combination
utilities' gas operations experience should make them leaders in
this trend.

Role of the Regulator

The role for the regulator is to make certain that the
returns on the gas side, when compared to the electric side, are
comparable. The combination company must have the appropriate
incentives to induce the conversion to gas from electricity when
energy efficiency and conservation dictate it.

State PUC regulation must not only require utilities to file
and put into effect Integrated Resource and DSM plans, they must
provide corresponding financial incentives for the intended
efficiencies to be realized.

Our State Commission has wisely provided Consumers Power
with an opportunity for premium earnings on our equity if we meet
our DSM goals, and penalties if we don't.

Separation of Combination Utilities

In any event, as a practical matter, those who recommend
splitting up combination utilities must recognize that mortgage
bond restrictions and refinancing costs may prevent or cause long
delays.

Moreover, as of year end 1991, pure gas distribution
companies commanded higher price earnings ratios, higher market
to book ratios and lower dividend yields than combination
companies and straight electric companies. This indicates that
investors have some degree of preference for the gas business and
it is not unnoticed by utility managements.

Managements will think twice before spinning off the gas
business for a lot of reasons. While both businesses have had
their good and bad times, there is financial strength in their
combination.
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What is necessary for both managements and regulators to
avoid is allowing the side of the utility which is currently
strong from cross subsidizing the other side. Managements and
regulators alike must avoid the easy path of allowing such
subsidies to cover up or delay facing the problems of the lagging
side of the business.

Gas Market Opportunities

Opportunities in the gas business are here today for the
combination utility and they are too good to pass up.

Gas supply is available. Gas costs are low and stable. Gas
utilization is favored over competing fossil fuels from an
environmental standpoint. And, the combination utilities have
some unique advantages.

Benefits from Combination of Gas and Electric Operations

In the past, combination companies have justified combining
gas and electric operations on the potential for cost savings.
Among the claimed savings are combined meter reading and other
field operations, reduced field overheads, seasonal balancing of
workloads and lower overheads at the executive level.

I consider these savings as merely incidental to the full
potential for the gas component of combination utilities in the
next few decades. This potential is particularly apparent in the
market for gas as a fuel for electric generation — for co-
firing, for peaking and, most importantly, for base load
capacity. This growing market casts an entirely new dimension on
the synergies available to the combination utilities.

Electric Generation Market

First, let's look at the market. AGA studies show gas used
tor electric cogeneration and independent power rising to 2.6
quadrillion Btus in 2000 and to 3.9 quads by 2010 — almost 4
times the volume used today. For both utility and IPP
generation, GRI estimates that gas use will increase from 2.9
quads in 1990 to 4.8 quads in 2010 or from 14% to 20% of total
U.S. gas consumption. The most recent EIA report expects even
greater growth — estimating that electric generation use will
each 6.2 quads in 2005.

The power generation market is clearly the place to be.

For the 1990's, AGA estimates that 67% of new generating
capacity will be gas fueled. We believe AGA's estimate for total
electric load growth and the percent allocated to gas is
conservative. Our actual electric market growth in recent years
has exceeded our estimates. For example, our over 3% growth last
year, despite the recession, exceeded our estimate by over a full
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percentage. While our future capacity additions will be selected
by competitive bidding, we expect gas to win 100% of both base
load and peaking capacity additions in the 1990s, after set
asides for renewable^. We doubt* JUiatr n'ew coal plants can be
permitted and constructed in thrs* time frame.

Combination Companies Advantages

What are the combination company's advantages and synergies
in serving this market?

First and foremost is its management's historical experience
and expertise in gas acquisition. This will provide it with a
competitive advantage whether it is building a gas fueled
generating plant for its own use or for an affiliated IPP or QF.
The advantage could increase with unbundled interstate pipeline
systems as called for by the Federal Energy Regulatory
Commission's Mega-NOPR.

MCV Example

Let me give you and example of how the advantage can work.

When CMS Energy announced the proposed Midland Cogeneration
Venture many, if not most, observers speculated that it could not
acquire the 200 MMcf per day of firm, long term gas supply needed
for the plant. But, it did just that. It wasn't easy;
particularly when all but one of the majors said "no". Majors
and many other producers were not interested in long term
contracts with fixed or set formula price escalators and without
reopeners. Today, those contracts are extremely valuable to the
15 producers that did contract with tha MCV. Their prices are
far in excess of spot or short term prices and also exceed the
long term contract prices paid by Consumers Power for its system
supply.

We believe w® could contract for similar supplies today for
an expanded MCV or a new plant. We are in the process of doing
just that in response to the RFP for the conversion of the
abandoned Shoreham, Long Island, nuclear plan to a gas fueled
plant.

Consumers Power's Future Capacity Additions

We expect gas fueled independent power producers and
cogenerators to be the principal competitors for the over 600 MW
of additional capacity Consumers Power will need before the end
of the 1990's. We believe other electric utilities have the same
or similar strategies for their capacity additions.
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for Lonq-Term Gas Contracts

. G key, however, to the potential for gas as the preferred
fuol for electric generation is the willingness of producers to
enter into long-term contracts with predictable pricing and the
willingness of State PUCs to accept natural gas as a reliable
fuel source.

The MCV finally convinced the producers and financial
markets but was only partially successful with our State
regulators. Concerns over long term reliability of economic gas
supplies must be met for the current projections for gas fueled
generation to become a reality. This point can't be emphasized
too much.

PUHCA Reform

Because Consumers Power believes that the lowest cost power
additions in the 1990's will be provided by independent power
producers, selected through competitive bidding, it is actively
supporting reform of the Public Utility Holding Company Act of
1935. PUHCA reform will allow a vigorous independent power
industry to grow. While the PUHCA reform Bill pending on the
floor of the Senate and in the House Commerce Committee is fuel
neutral, the gas industry sees significant opportunity in its
passage. We strongly agree with this vision. The lower capital
costs, shorter permitting and construction periods and
environmental preferences will attract IPPs to the gas option.

Regulatory and Rate Issues

Whether a combination utility or a pure gas utility, LOCs
will successfully serve this growing electric generation market
only if the regulatory structure and retail rate designs allowed
by State PUCs recognize the realities of the new competitive
marketplace facing LOCs.

Let me be more specific. Interstate pipelines are
frequently within economic connection range of a gas fueled IPP
or QF plants. Pipelines will serve these loads directly if State
PUCs do not allow LDCs to design their rates to meet pipeline
competition.

Bypass competition and resulting regulatory disputes will
become common. LDCs that fail to compete or are prevented from
competing by outmoded regulation will lose these loads and face
reallocating their stranded cost** and investment to their
remaining captive customers. The resulting rate increases will
be difficult for regulators to explain to these customers. If
the bypass issue isn't addressed through rate design, there is a
risk of a downward spiral of higher rates and lost markets.
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Sooner or later managements and regulators must face the
reality of returning gas sales to normal pricing methods wherein
a profit margin is earned on gas sold. This will place the LDC's
gas procurement function back into the competitive marketplace
and incentivize the LCDs as gas marketers.

The opportunity to increase profit margins by purchasing
lower cost gas should be structured to balance the risk of paying
too much like any other business. On balance, this will provide
a strong incentive for least cost gas acquisition practices and
would be consistent with the FERC's move toward incentive rate
mechanisms and designs which we fully support as customers of
interstate pipelines.

Conclusion

Combination utilities will play a key role in the growth of
natural gas markets. Like other participants in the marketplace,
they have some advantages and disadvantages but I support the
thesis that their advantages will prevail and ultimately benefit
consumers and the public at large.
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Moderator Thomas Dorman: Our next speaker is Philip T. Ashton. Mr. Ashton is
President and Chief Executive Officer and Director of Yankee Energy Systems
Incorporated. He graduated from Yale University with a Bachelor of Science degree in
Mechanical Engineering and is a registered professional engineer. Ha is a past
Director of the American Gas Association, past Chairman of Gas Distribution
Executives, Chairman of the New England Gas Association and past President of the
Guild of Gas Managers. He was a member of the Industry Sector Advisory
Committee on Energy to the U.S. Trade Representative. He has also served as
Treasurer and Vice President of the Power Engineering Society of the Institute of
Electrical and Electronic Engineers. Please welcome Mr. Philip T. Ashton.

Mr. Philip T. Ashton, President & CEO, Yankee Gas Services Co.

Thank you, Tom. Good morning, ladies and gentlemen. I got up this morning
bemoaning the fact that I went to bed on Phoenix time and got up on Hartford time.
And so it made for a short night but it did give me a chance to get better organized for
this morning. Back in the forties, a number of years ago, Winston Churchill had the
occasion to address the Chamber of Deputies in France. He began his talk with the
words, "Gardez-vous bien je vous addresse en francais." Churchill was not known for
his linguistic ability other than his classic prose in English. My words this morning
perhaps are "Gardez-vous bien je vous addresse on combination companies."

A word of background, I think is perhaps appropriate just to put a perspective on my
comments. Yankee Energy System is a holding company whose principal property is
Yankee Gas Services Company, the largest gas utility in Connecticut and the fourth
largest in New England. Going back into history, Northeast Utilities was formed in
1966 on July 1st by the affiliation of two combination companies in Connecticut and a
straight electric in Massachusetts. We had about 146,000 gas customers at that time.
The SEC approved the affiliation, but retained continuing jurisdiction over the gas
business pending the outcome of litigation which was then on its way to the Supreme
Court with the New England Electric Association and their requirement to divest. That
case was decided in the late 1960s and the SEC then asked for action by NU in the
early 1970s. In 1974 a sale of the gas properties was agreed upon, but approval by
the Connecticut Commission was appealed to the Courts. In the course of the appeal
period, which ran from 1974 to 1977, you will recall that interest rates rose rapidly and
that change caused an undermining of the transaction and that agreement was broken
about mid-1977.

The energy crisis in the 1970s caused a change in attitude at the federal level towards
divestiture and the requirements of the Public Utility Holding Company Act, or PUHCA
as it's affectionately known. NU decided to retain the gas business and in the early
1980s to inject much needed capital, financially and in the way of human resources.
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After turning down the job once in late 1981, when I decided I didn't want to preside
over the dissolution of the gas business, I was asked again to come on board and
finally accepted on two conditions. My title was then Senior Vice President and
General Manager of the Gas Business. The two conditions were first, that we were
serious about running a gas business (which had not been the case) and second, that
the title appendage, "General Manager", gave the right to reach anywhere in the NU
organization and shake it on behalf of the gas business (which amounted to roughly 5
percent of NU's total system). That was agreed upon and after 25 years in the
electric side, ) went into the gas business with a lot of expectation.

It was, I believe in early 1986, at an executive planning conference that I made the
dramatic recommendation to establish the gas business as a separate unit within NU
still under The Connecticut Light & Power Company corporate structure, which was
the operating company of NU which had the gas properties. I have to tell you that this
was one of the most hotly contested and controversial suggestions that ever in my
experience got before the management. The words rang hot and strong that
obviously this would grossly undermine the tremendous synergies which existed
between the two businesses and would add to costs and so forth. But after a lot of
debate, it was finally agreed that there would be a reception of proposals on a case by
case basis and an evaluation of those. We were really an operations unit and a gas
supply planning unit -- nothing more. No service, no legal, no accounting, no
anything. And it was, I felt, an impossible assignment to be responsible for a bottom
line in the gas business without those other resources.

Interestingly, it was the Iroquois gas pipeline concept which was born in 1985 and
became public in early 1986 which caused the SEC to again take interest in Northeast
Utilities and its continuing ownership of a gas business. The SEC had been quiet for
a period of years. In fact, some of you may remember there were two attempts to
repeal the law which failed. And with those failures, the SEC decided that, about the
mid-'80s, that they would again start enforcing the provisions of the Act. It was in
October 1986 that we had a call from the SEC saying get on with the divestiture. The
Board of NU at that date agreed to divest, but left for future studies the exact
determination as to how. In October 1987 we made the decision to spin-off the gas
business as a separate company rather than sell it or anything like that, and on July 1,
1989, the spin-off was accomplished. At that time, we had roughly 600 employees.
We were understaffed and we knew it. But we decided to go out light rather than with
too many. The total capitalization was about $235 million, annual revenues were just
about $10 million less. We had about 176,000 customers and our throughput was
around 32 bcf. That's a littie bit of background so you'll understand where I'm coming
from and my prejudices, and how they're based.
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Now, interestingly in preparation for this session, I was able to get my hands on a
number of very pertinent documents. One was a transcript of hearings on a bill by
Senator Metcalf in 1971 which advocated or required the separation of combination
companies. And I waded through probably 400 of the 650 odd pages of that
transcript, a cure for insomnia, guaranteed. But I was amazed how little things have
changed in the 20 odd years that have gone by. I also had a chance to review the
document which was assessing opportunities for the gas business of Niagara Mohawk.
Plus I reviewed a number of other documents and went back and rethought our own
history because I have to tell you, the experience of creating Yankee from October of
1987 to July of 1989, I strongly believe, was the equivalent of a Ph.D. in Business
Administration. Everything, and I mean everything, had to be created out of whole
cloth, right down to the name which is a story unto itself.

A number of conclusions came to mind as I tried to get this organized. First, as I said,
the arguments have changed relatively little in the last 20 years. The second one is
that as a general rule, combination companies have discouraged competition in the
energy marketplace. I make no apologies for the comment. History will bear me out.
There were a number of subsidies on the electric side that were not available to gas
customers and which were used to foster electric growth. My comments apply to most
combination companies. I cannot say all. I know some that I think are distinctly
different and particularly those that serve a different area for electric from where they
serve gas. I have to be much more cautious in making comments on a company of
that nature. There can be little doubt that for many years a number, but not
necessarily all, of the combinations have repressed growth of the smaller gas
business in favor of electric, even though the latter was usually more costly to the
customer, in recent years, as the installed cost of new electric generating capacity
has soared, or as new generating plants have failed to win regulatory approval and
capacity margins have shrunk, some combination companies have seen the light and
are now encouraging expansion of gas to blunt the growth of electric demand. A
proper step forward in many cases in combination companies, the Integrated Energy
Resource Plan simply fails to acknowledge the relationship of electricity and gas. That
was true in Northeast Utilities, I know, in spite of protests from me. We just could not
get the company interested in really looking at the two as an energy source to our
customers. I strongly believe that the use of oil imported from unstable and unreliable
overseas sources to generate electricity is a poor bargain when contrasted to using
natural gas, which is mostly domestic, some Canadian, at the point of ultimate
utilization. This flies in the face, in my opinion, of prudent energy and national
defense and environmental policy and has a cost to individual consumers in the nation
as a whole.

As an outgrowth of all this, I'm going to illustrate a few comments from the experience
with Yankee. I did come up with my own view of this whole issue and again, I would
qualify my comments that it really applies to the combination companies serving the
same area, electric and gas.
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As a minimum, I believe that combination companies should establish gas businesses
as a separate business unit. The only exception to this would be the small companies
which have a very small gas business. And I'm thinking perhaps about 10 percent of
the combo companies, where the size of the gas business is too small to be a critical
mass. In that separate business unit, I strongly believe that marketing rates, supply,
strategic and business planning, some accounting, some legal and some public
relations and customer service shouid all be joined together. I believe that full
separation is the best way to ensure full and fair competition and efficiency of the free
market. And I mean full separation - separate companies. Again, I look back at the
growth of the electric business in my own personal experience where there were
heavy subsidies to get people to put in electric heating, the gold medallion and all that,
where there was no counterpart in the gas business at all. it was clearly a message
that the gas customers go electric and I think it worked against good energy use.

I believe that many, if not most, of the synergies that are claimed to justify less than
full separation are either non-existent, manageable or overstated. And I did look
carefully at the Niagara Mohawk report where they recommend a separate business
unit but step back from a full spin off because of a perceived lack of synergy. As I
went through those synergies in light of our own experience, I don't believe they are
accurately stated. I think that the synergies are overstated or they can be addressed
in other ways. For example, I think some of the synergies that are lost can be
recovered by allowing gas businesses to combine so that they are roughly on par with
the size of the electric businesses. Certainly if a company with 100,000 gas
customers separates from a combination company with 1 million electric customers,
there is some synergy that will be lost. But if you allow several gas companies to
combine and grow, they are more of a match and I think they will regain any synsrgy
that is otherwise lost. From our own experience, we found that the perceived loss of
synergy in a number of areas could be fully recovered. Now we recently signed a
contract for data processing with IBM in Southbury, Connecticut, where we're going to
have only a terminal. The terms of that contract were better than what we could get
from Northeast Utilities. In fact, we allowed NU to bid on it. Their costs were so high
I went back to the company and expressed my concern. Whether or not they decided
to take the job was immaterial, but they ought to be aware that the costs as identified
in the bids to us were so far out of line with what the market showed that they ought
to rethink the basis for their prices.

Meter reading. We have no meter readers and one of the synergies that we were
very worried about was the cost that we would have to face to read our 180,000
meters. We did an experiment in one town with 650 automatic meter reading devices.
We were so impressed by the hard and soft benefits from that experiment that we
made a commitment to convert our entire system, all 180,000, to automatic meter
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reading in 27 months. We will be the largest utility in the country that is fully
automatic and we think it's going to actually reduce costs rather than increase them.
A lot of soft costs, upon closer examination, turn out to have hard dollars associated
with them.

We found that the way the combination company was structured posed some very
definite disadvantages for the gas business. As a small example, in Northeast
Utilities, the general construction of buildings was handled by a separate group. We
had to have a service building in Waterbury replaced. It was designed about 50
percent and then estimated to be a $4.4 million dollar project. With a spin-off hot on
our heels, we decided to pull that back into the gas business. We constructed that
same building, not for $4.4 million but for $3.3 million. The gas business is smaller, it
moves faster and is a lot less bureaucratic. And clearly we can create efficiency in
that way.

I believe that it's not possible to reconcile the legitimate objectives of an aggressive
gas business within a combination company. This was the NU experience and its
CEO is very open about that point. As the gas business became very active in the
marketplace, we collided with the electric business in a number of instances.
Cogeneration is a good case in point. We were told cogeneration was a market we
shouldn't get too active in until we were spun-off. We won one contract before
divestiture which was a special case, but we had to hold back on others. We've been
very active in that market since and we're pushing hard to encourage more projects.
But it was perceived to be clearly against the best interest of the electric business.

I believe that the shareholders and the financial interests are best served with the
divestiture. Numerous gas businesses have been damaged by the problems of
electric generation siting and completion, especially where nuclear is involved. I think
the gas business can finance itself very independently. We found that out as recently
as a month ago when we floated $20 million in bonds at 92 basis points over 30 year
treasuries for a total rate of 8.48 percent. This is a private placement. Although we're
not formally rated, we think we're probably about a weak HAM rating. And that is a
damn good number and I defy anybody with a similar rating to prove me wrong.

Finally, I believe there is an electric utility mentality. Remember, I spent 25 years in
the electric business. An electric utility mentality does not work satisfactorily when
applied to the gas business. The latter is entirely different and should and must be
run as such. Thank you very much.

Moderator Thomas Dorman: Our next speaker is Dr. Charles G. Stalon. Dr. Stalon
is Director of the Institute of Public Utilities and Professor of Economics at Michigan
State University. Prior to joining Michigan State, Dr. Stalon served for five years as
Commissioner to the Federal Energy Regulatory Commission. During his tenure, the
FERC was instrumental in intensifying competition in gas and gas transportation

329



markets and in wholesale electricity markets. Prior to his appointment to the FERC,
Dr. Stalon served for seven years as a Commissioner on the Illinois Commerce
Commission. Prior to joining the Illinois Commission, Dr. Stalon taught economics at
Southern Illinois University at Carbondale. Dr. Stalon received a B.A. degree in
Economics from Butler University, and his M.S. and Ph.D. degrees in Economics from
Purdue University. Please welcome Dr. Charles G. Stalon.
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I. A Priori Arguments

Some ideas won't die. One such idea is that combination gas and electric companies
constitute unnecessary monopoly power, and that they exercise monopoly powers in ways
that are harmful to their customers, competitors and/or suppliers. In the last major round of
this debate, in the early 1970s, the purported harm was to consumers, especially electricity
consumers. This time the purported harm is to gas producers and, perhaps, to industrial
consumers. In the early 1970s the natural gas issue for regulators and legislators was the
developing gas shortage: There was little serious concern about deficiencies of gas
distribution companies in competing with electric utilities. Also, the intense debate of the
late 1960s about non-constructive rivalry between non-combination gas and electric utilities
was still fresh in the minds of policy makers. In fact state public utility commissions were
still devising rules to constrain the "wasteful" and "discriminatory" (especially against
heating oil dealers) characteristics of such rivalry.1

One issue, however, is common in both debates, namely how should society make economic
structuring decisions in the presence of information deficiencies? Complicating the current
debate, as always, is a lack of consensus on objectives and, consequently, a strong bias for
the status quo.

Obviously competition is not an end in itself for most of those who support separating
combination companies. Such supporters are usually seeking efficiency gains and/or a

1 See Federal Power Commission, "Promotional Practices of Public Utilities: A Survey of Recent
Actions By State Regulatory Commissions," A report to the Subcommittee on Regulatory Agencies, Select
Committee on Small Business, U.S. House of Representatives. (F.P.C., Office of Economics, Washington, D.C.,
March 1970).
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dispersion of political and economic power.2 In contrast, those supporting the continuation
of combination companies usually present several familiar arguments: First, they argued the
potential economics of scale and scope from joint operations, emphasizing such things as
joint meter reading and billing; Second, they emphasize the ability to restrain efficiency-
reducing rivalry between the gas and electric divisions; Third, they emphasize, when the
occasion calls for it, the potential to cross subsidize; and Fourth, and probably most
compelling, they argued that they have property rights in Che status quo (an argument used
continually by utilities and other parties participating in the regulatory process), and the
evidence justifying a taking of those rights is not persuasive.

The issue of "Can do" verses "Will do". Separating what a party can do from what a party
will do or actually does is always a difficult task in a complex society. Competitive
pressures can be counted on to coerce competitive firms to behave in a predictable manner,
because competition removes almost all their discretion. A monopolist, by definition, has
great discretion - over prices, production techniques and promotional practices. Predicting a
monopolist's behavior, therefore, brings the "can do" versus "will do" issue to the fore.

A priori reasoning, based on textbook economics suggest that a monopoly san do anything
that a set of competitive firms can do plus other things. In particular, a monopoly can
exploit the potentials of economies of scale and scope of the joint monopoly at least as well
as can two independent and rivalrous firms. It can, if it choose, organizes itself as two
independent firms and encourage rivalry, or it can act as a single firm and exploit whatever
synergies exist.

Those who get carried away with the potentials of monopoly usually end up supporting
extensive government planning, e.g., the U.S. in the National Recovery Administration
programs of the early New Deal. Those who want firms to pursue objectives other than, or
in addition to, economic efficiency are especially likely to find the potentials of monopoly
power attractive.

For example, in combination gas and electric firms, the elasticity of demand is likely to be
smaller (in absolute terms) for gas and electricity combined than for either gas or electricity
taken separately. It logically follows, therefore, that such firms can discriminate more
effectively and exploit economics of scale more fully than can non-combination firms. In
fact, because regulators often fail to price differentially between peak and off-peak periods,
combination firms have a potential of exploiting the different off-peak-demand periods for
gas and for electricity to lower the cost for customers of both.3

A proposition well understood, at least since Adam Smith, however, is that monopolists may

2 Senator Metcalf in his 1971 bearings seemed to place a high value on the latter. The hearings were
on S.403, A Bill to Prohibit Certain Combinations and Control Between Electric and Gas Utilities.

3 Analogously, those who want cross subsidies find the smaller elasticities a helpful condition.
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not do what they have the potential to do. Instead they may see the elasticities arising from
their combined demand curves as an opportunity for creating a comfortable life for
themselves and generous returns for their stockholders. Rather than struggling aggressively
to hold down cost, they may find potential cost reductions (in contrast to actual cose
reductions) to be the equivalent of "profits in the bank" to be actualized when "needed" by
the management and/or the stockholders.

In summary, a priori reasoning suggest that combination utilities can be superior
organizations for pursuing any of the objectives normally pursued by regulators, but it also
suggests that managers of combinations do not have incentives to fully exploit those
potentials. They, instead, have incentives to use the increased monopoly power to make
their lives easier. A priori reasoning, then, poses the question, are managers of combination
utilities exploiting enough of the potentials to make them preferable to non-combination
utilities? That question cannot be answered by a priori reasoning; it requires empirical
studies.

II. Empirical Analysis Problems

.several empirical studies have tested whether combination utilities are more efficient than
non-combination ones. I will discuss one such study shortly. When evaluating such studies,
however, it is useful to keep in mind what one is likely to gain from them. First, there is
the obvious point that there is great diversity among combination utilities, and that the
efficiency potentials may be proportionally much greater for small utilities or electrics with
small gas companies than for big utilities in which both gas and electric sales are large. The
study I will briefly describe selected out large combinations with large gas and electric sales
and whose electric sales were mostly retail sales.

Secondly, it is only plausible to expect some combination utilities to exploit the efficiency
potentials better than others. Consequently, it is to be expected that some combination
utilities will be more efficient than comparable non-combination ones and others less
efficient. The best that we can hope for are empirical results that indicate differences
between averages for a period of time. This poses a difficult policy problem to which I shall
return.

Before discussing policy choices, it is useful to discuss one empirical study. Doings provides
insight into the kinds of information that might be useful to the policymaker contemplating
forced separation of combination companies.

One study presented to the Metcalf Committee in 1971 was, in my opinion, well done.4 That

4 Statement of Dr. William H. Collins before the Subcommittee on Antitrust and
Monopoly, Committee on the Judiciary, U.S. Senate. June 16, 1971. This writer served on Dr.
Collins' dissertation committee which reviewed the study on which his testimony was later
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study compared the electric and gas operations of combination utilities with "comparable"
straight electric and straight gas utilities. The results are easy to summarize; (1) most
combination utilities' electric divisions had higher prices than comparable straight electric
utilities, (2) most combination utilities' electric divisions had higher unit costs than
comparable straight electric utilities, and (3) there was no statistically significant difference
in price or unit costs of gas divisions of combination utilities and comparable straight gas
utilities.

From this study one could conclude that if all combinations studied were forced to separate
electric rate payers of most combination utilities would have gained, if the forced separation
was done competently, but he could not conclude that the gains for these rate payers would
be greater than losses to other rate payers, i.e., the rate payers of combination utilities whose
cost were not higher than comparable straight utilities. Furthermore, the study suggest that
gas rate payers would not gain from divesture.

I don't want to dwell on this or any other empirical study. I mention this one because I
wanted to define the issue involved in empirical studies, and this one was on with which I
was familiar. Instead, I want to analyze the problem of policy makers.

HI. Policy Options

Policy makers seem to have three options:

1. Review combination utilities on a case-by-case basis with the intent to force
the legal separation of those combinations in which either the electric division
or the gas division is demonstrated to be (or to have been) less efficient (i.e.,
have higher costs and/or prices) than comparable straight electric utilities
and/or comparable straight gas utilities.

The problem with this option is obvious. It is a strategy that only lawyers and consultants
can love. It leads to endless litigation over the meaning of comparability and over the
significance of past experiences for future performance.

Other than lawyers and consultants, this option is likely to find support only from those who
value efficiency highly and doubt the ability of regulators to discipline combination firms, but
who also are reluctant to disturb the status quo unless efficiency gains can be proven to be
very likely.

2. Endorse preservation of the status quo, that is, accept the conclusion that evidence for
change is far from compelling, and endorse the widely accepted fairness standard that
asserts that in the absence of persuasive evidence, fairness suggest that the status quo

based.
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be preserved.

The policy option is probably attractive to those who assign a relatively low priority to
economic efficiency and a relatively high value to fairness, especially to fairness interpreted
as "property rights" in the status quo.

3. Force separation of all large combination companies.5 Those who advocate this
choice might emphasize that evidence from past studies is sufficient to justify such an
action, that utilities cannot be permitted to claim "rights in the status quo" when such
rights lower their customers' welfare and, further, there are other social objectives
that justify forced separation.

This last assertion raises a fundamental question: What are the objectives under pursuit?

IV. Social Objectives and Standards

Earlier I stated that the current debate and the debate of 20 years ago had one important
element in common. That element is, how should society make important economic
structuring decisions in the absence of persuasive evidence?

That question, however, leads to two more: (1) What objectives are under pursuit? and (2)
Why has this topic resurfaced after 20 years of dormancy? I think all three questions are
closely interrelated.

The objectives implicitly postulated in earlier discussions, and in most of my earlier remarks,
were efficiency (as measured by utility costs and prices) and fairness to utilities and their
customers. In the discussion of 20 years ago, interest outside the triangle of utility, utilities
rate payers and regulators were recognized only when the fuel oil dealers complained that
rivalry between gas and electric utilities constituted unfair competition for them.

The current debate is different, however. This debate is being powered, to a large degree,
by the fact that important new "outside the triangle" interests are complaining. And their
complaints emphasize a new objective. These new interests are natural gas producers, and
the objective for which they demand respect is legitimacy. By legitimacy we commonly
mean that there are no significant reasons for believing that the results are not efficient or
fair.6

5 Obviously defining "large* would be controversial. Senator Metcalf selected 78 combinations as his
target. Washington Post. June 27, 1970.

6 Compare, "[Management] represents power — and power has to be accountable, has to be legitimate."
Peter F. Drucker, The New Realities. (Harper & Row, Publishers, N.Y., 1989) p. 228. The Fact that combination
utilities are accountable to regulators may be sufficient to satisfy gas utility consumers, but it would be naive to
expect it to be sufficient to satisfy natural gas producers.
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In effect, natural gas producers, some of them at least, are saying that they are not willing to
grant legitimacy to combination utilities. They want assurances that gas distribution
companies have unalloyed incentives to sell gas. Those assurances can be gained only by
separating combined utilities.

Most of us, however, are not producers; how should we evaluate this debate? Our dilemma
is a familiar one. Our objectives are economic efficiency, fairness and legitimacy, but
evidence is not compelling that restructuring will improve efficiency, and it must be granted
on a priori grounds that it might lower it.

The mid 19th century philosopher and economist, John Stuart Mill, confronted this same
question. His solution should ts of some interest to policy makers who must decide this
matter. He formulated his principle as follows:

Policy makers in a market-oriented society should, in the absence of evidence
to the contrary, favor competitive over monopoly market structures, and the
burden of proof for monopoly structures should always lie on the proponents
of such structures.

I don't believe John Stuart Mill was a lawyer, but I suspect that he understood very well that
when dealing with economic structuring in modern complex societies, he who has the burden
of proof usually loses.

V. Conclusion

In conclusion, (1) a decision as to whether to force divesture of all (large) combination
utilities is not to be decided by comparative price and/or cost studies: (2) Case-by-case
decision making is a recipe for endless controversy, (3) preserving combination utilities
depends on feeble fairness arguments, (4) arguments for separating combination utilities
depends on less than fully persuasive economic studies.

If society choose to terminate the existence of combination utilities with large gas sales, that
decision will probably have to be justified by assigning legitimacy a relatively high value as
an objective and/or by invoking the John Stuart Mill Principle.

My best wishes go to those who must make the decision.
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Moderator Thomas Dorman: Our final speaker is William F. Fritsche, Jr. Mr.
Fritsche, Bill, is President and Chief Executive Officer of Virginia Natural Gas, Inc. Mr.
Fritsche joined the Virginia Electric and Power Company in 1951 and held a number of
management positions there. And in 1983, he was appointed Assistant Controller of
the Gas Division. He was elected Vice President, Treasurer, Controller and Corporate
Secretary for Virginia Natural Gas in July of 1986. Bill attended the College of William
and Mary, completed the program of business and finance courses at Virginia
Commonwealth University and Executive Programs at Georgia Institute of Technology
and the University of Michigan. He is a member of the Advisory Council of the
Southeastern Gas Association and the President's Roundtable of the Southern Gas
Association. Please welcome Bill Fritsche.
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SLIDE 1 - LOGO

I WANT TO THANK THE CONFERENCE SPONSORS FOR GIVING ME THIS
OPPORTUNITY TO DISCUSS OUR COMPANY'S EXPERIENCE IN
MARKETING NATURAL GAS UNDER A COMBINATION COMPANY
ENVIRONMENT.

THE EVOLUTION OF VIRGINIA NATURAL GAS BEGAN OVER SO YEARS
AGO AS PART OF A COMBINATION ELECTRIC AND GAS UTILITY, AND
WE HAVE SEEN A NUMBER OF CHALLENGES AND OPPORTUNITIES IN
PROMOTING OUR PRODUCT AS WE PROGRESSED TO BECOMING A FULL
FLEDGED NATURAL GAS ENTITY.

BUT BEFORE I COVER OUR PAST. PERMIT ME TO GIVE YOU A BRIEF
CORPORATE PROFILE OF VIRGINIA NATURAL.

SLIDE 2 - SERVICE AREA MAP

VNG IS A WHOLLY OWNED SUBSIDIARY OF CONSOLIDATED NATURAL
GAS AND SERVES 170,000 CUSTOMERS IN CENTRAL AND
SOUTHEASTERN VIRGINIA. OUR ANNUAL THROUGHPUT IN 1992 IS
PROJECTED TO BE ABOUT 60 BCF. DUE TO AGGRESSIVE MARKETING,
OUR CUSTOMER BASE HAS GROWN BY iJQ% IN THE PAST 6 YEARS WITH
THE ADDITION OF W.000 NEW GAS SERVICES.

SLIDE 3 - VEPCO GAS SLIDE

BUT THAT HASN'T ALWAYS BEEN THE CASE. PRIOR TO 1982 THE
NATURAL GAS BUSINESS WAS JOINTLY MANAGED WITH VIRGINIA
ELECTRIC AND POWER COMPANY'S ELECTRIC OPERATIONS.
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SLIDE 1 - MORATORIUM CUTS FLOW

BECAUSE OF THE MORATORIUM ON NEW CUSTOMER CONNECTIONS WHICH
WAS IMPOSED IN THE EARLY 1970S FOLLOWING THE DELIVERABILITY
CRISIS, NEW GAS MARKETS WERE NON-EXISTENT. THE GAS
BUSINESS RECEIVED LITTLE IF ANY MANAGEMENT FOCUS AND IN
1980 AN EFFORT WAS MADE TO SELL IT. THE PROBLEM WAS THAT
NO ONE COULD EFFECTIVELY UNSCRAMBLE THE EGG TO DETERMINE
ITS VALUE, SO RATHER THAN SELL IT, IT WAS CARVED OUT AS A
SEPARATE DIVISION OF THE ELECTRIC COMPANY.

SLIDE S - TRUCK WITH VNG LOGO

VIRGINIA NATURAL GAS WAS CREATED AND ASSUMED ITS OWN
IDENTITY IN THE MARKETPLACE. IT NOW HAD ITS OWN DISCREET
MANAGEMENT, EMPLOYEES AND FACILITIES. THE TIMING COULDN'T
HAVE BEEN BETTER BECAUSE THE GAS BUBBLE WAS NOW WITH US,
THE MORATORIUM WAS LIFTED. AND NEW MARKETS APPEARED.

SLIDE 6 - BAN LIFTED, MARKETS REVIVE

BUT TO GAIN THESE NEW MARKETS THE GAS DIVISION NEEDED THE
COMMITMENT OF THE CEO OF THE COMBINATION COMPANY, AND VNG
RECEIVED STRONG SUPPORT THROUGH THE INFUSION OF NEW CAPITAL
TO EXPAND ITS MARKETS. WE WERE FREE TO BREAK THROUGH THE
RING OF ELECTRIC HEAT PUMPS THAT HAD SURROUNDED OUR GAS
SERVICE AREA DURING THE MORATORIUM YEARS AND REACH THE
BOOMING NEW CONSTRUCTION DEVELOPMENT IN EASTERN VIRGINIA.

SLIDE 7 - 198M-86 CUSTOMER GROWTH

FROM 1983 TO 1986 OUR NEW CUSTOMER CONNECTIONS INCREASED BY
700%. WE COMBINED STRONG TRADE ALLY RELATIONS AND GOOD
SERVICE WITH THE PUBLIC'S DEMAND FOR NATURAL GAS, AND WE
WERE WELL ON OUR WAY.
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WHILE THE NEW DIVISION STATUS PUT VNG ON THE MAP. THE FULL
POTENTIAL OF THE GAS BUSINESS WAS CONSTRAINED BY THE
TRADITIONAL PUBLIC PERCEPTION THAT "WE WERE STILL PART OF
THE ELECTRIC COMPANY." THUS OUR MARKETING EFFORTS. WHILE
SUCCESSFUL. MIGHT HAVE BEEN EVEN BETTER IF VNG HAD
ESTABLISHED CREDITABILITY AS A SEPARATE ENERGY SUPPLIER.

SLIDE 8 - DRI ORGANIZATION

THEN IN JULY 1986 VIRGINIA NATURAL GAS WAS INCORPORATED AS
A WHOLLY OWNED SUBSIDIARY OF DOMINION RESOURCES. DOMINION
WAS ALSO THE PARENT COMPANY OF VIRGINIA ELECTRIC AND POWER
COMPANY, NOW KNOWN AS VIRGINIA POWER.

SLIDE 9 - OUR NEIGHBORHOODS BILLBOARD

THIS NEW CORPORATE STATUS (WHILE STILL AFFILIATED WITH THE
ELECTRIC BUSINESS) WAS A POSITIVE STEP IN IMPROVING OUR
MARKET SHARE. VNG NOW NOT ONLY ACTED LIKE BUT LOOKED LIKE
A SEPARATE GAS UTILITY. THE PUBLIC'S DISTINCTION BETWEEN
THE ELECTRIC AND GAS COMPANIES BECAME APPARENT AT HOME
SHOWS AND IN MEETINGS WITH BUILDERS AND REALTORS. AT RATE
PROCEEDINGS AND IN GENERAL MEDIA COVERAGE.

SLIDE 10 - 1986-91 CUSTOMER GROWTH

THE MARKETING PLAYING FIELD BECAME VERY ACTIVE AND, WHILE
NOT ADVERSARIAL. THE TWO UTILITIES WENT AT IT PRETTY
AGGRESSIVELY. VNG CONTINUED TO FOCUS ON REUTIONSHIPS AND
SERVICE, AND THE BUILDERS AND HOME BUYERS RESPONDED. FROM
1986 TO 1991 WE CONTINUED TO BE ONE OF THE FASTEST GROWING
LDC'S IN THE COUNTRY.
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IN OUR VIEW THF SEPARATE COMPANY DISTINCTION BECAME A
VALUABLE MARKETING TOOL. AND VNG'S NEW CORPORATE IDENTITY
AND OVERALL PERFORMANCE WERE HAVING POSITIVE RESULTS AMONG
ITS CUSTOMERS AND IN COMPETITION WITH OTHER ENERGY
SUPPLIERS.

SLIDE 11 - CAMBRIDGE REPORTS

A SURVEY DONE FOR US BY CAMBRIDGE REPORTS IN 1988 SHOWED
THAT 9 OF 10 CUSTOMERS BELIEVED VNG WAS DOING A "GOOD" OR
"EXCELLENT" JOB. THIS CONTRASTS SHARPLY WITH RESULTS OF A
1983 SURVEY WHEN LESS THAN 6 OUT OF 10 EXPRESSED THE SAME
VIEW. CLEARLY THE HIGH LEVEL OF EMPLOYEE MORALE ASSOCIATED
WITH THE STAND-ALONE GAS COMPANY HAD DEVELOPED A PRIDE IN
OUR ORGANIZAHON THAT HAS MADE US A FORMIDABLE COMPETITOR
IN THE MARKETPLACE WHERE MORE THAN 80% OF ALL NEWLY BUILT
HOMES USE NATURAL GAS FOR HEATING AND WATER HEATING.

SLIDE 12 - CNG/VNG

BUT THE MOST SIGNIFICANT EVENT IN VNG'S DEVELOPMENT AS A
PLAYER IN THE NATURAL GAS MARKET OCCURRED IN 1990 WHEN OUR
COMPANY BECAME A WHOLLY OWNED SUBSIDIARY OF CONSOLIDATED
NATURAL GAS. AS A PARTNER IN A FULLY INTEGRATED GAS
SYSTEM. VNG HAS ALREADY SEEN SIGNIFICANT MARKETING BENEFITS
IN JUST 2 SHORT YEARS. NEW GAS MARKETING DEVELOPMENTS.
MARKET RESEARCH DATA AND OTHER IMPORTANT SUPPORT ACTIVITIES
HAVE ENABLED US TO SHARPEN OUR COMPETITIVE ADVANTAGE,
GIVING US SUPPORT THAT SIMPLY WASN'T POSSIBLE WHEN WE WERE
A PART OF A MAJOR ELECTRIC UTILITY HOLDING COMPANY.
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SLIDE 13 - VIRGINIA POWER ENERGY-SAVER HOME

HERE ARE A FEW EXAMPLES OF HOW OUR MARKETING EFFECTIVENESS
HAS BEEN ENHANCED BY A TOTAL SEPARATION FROM THE ELECTRIC
UTILITY INDUSTRY. VIRGINIA POWER HAS HAD AN ENERGY-SAVER
HOME PROGRAM FOR OVER 10 YEARS. THIS PROGRAM IS FAIRLY
TYPICAL OF CONSERVATION EFFORTS BEGUN IN THE EARLY 1980S
AIMED AT THE NEW RESIDENTIAL CONSTRUCTION MARKET. TO
QUALIFY FOR ENERGY-SAVER HOME DESIGNATION, A BUILDER MUST
MEET CERTAIN EFFICIENCY STANDARDS SUCH AS INSULATION.
THERE WERE NO RESTRICTIONS ON THE FUEL SOURCE OF HEATING
EQUIPMENT AS LONG AS IT MET A PRESCRIBED EFFICIENCY LEVEL.

IN 1990 THE DECISION WAS MADE TO ADD A MORE COMPETITIVE
DESIGN TO THEIR EFFORT. AND THE STAND-ALONE GAS HEATING
SYSTEM WAS EXCLUDED FROM THE PROGRAM.

THERE WAS AN OUTCRY ABOUT THIS CHANGE, ESPECIALLY FROM THE
BUILDERS. WHO KNOW THE STRONG CONSUMER PREFERENCE FOR
NATURAL GAS.

SLIDE 14 - VNG ENERGY EFFICIENT HOME

VNG RESPONDED QUICKLY BY DEVELOPING. IN COOPERATION WITH
OUR BUILDER CUSTOMERS. AN ENERGY EFFICIENT HOME PROGRAM,
WHICH IS VIRTUALLY IDENTICAL TO THE ENERGY-SAVER HOME. WITH
ONE KEY DIFFERENCE — IT IS FUEL NEUTRAL.

WE TURNED THIS COMPETITIVE THREAT INTO A POSITIVE EVENT FOR
VNG AND AT YEAR-END HAD ENLISTED 152 BUILDERS INTO THE
PROGRAM. WITH OVER 4,200 HOMES COMMITTED. THE GROWTH OF
OUR RESIDENTIAL MARKET WAS PRESERVED. ALONG WITH THE
INTEGRITY OF A FUEL-NEUTRAL CONSERVATION PROGRAM.
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SLIDE 15 - GAS COOLING

WITH THE ASSISTANCE OF OUR NEW SISTER AFFILIATE, EAST OHIO
GAS CO., WE BECAME MORE KNOWLEDGEABLE AND ACTIVE IN
MARKETING NATURAL GAS COOLING. THIS IS A PERFECT FIT FOR
THE EFFICIENT USE OF ENERGY IN THE SWUER IN OUR SERVICE
AREA; HOWEVER. UNDER OUR FORMER AFFILIATION, LITTLE OR NO
SUPPORT WAS AVAILABLE TO PURSUE THIS TECHNOLOGY. IN 1991
WE INSTALLED 750 TONS OF NATURAL GAS COOLING EQUIPMENT
SIMILAR TO THE UNIT SHOWN HERE. FIRM PROSPECTS FOR MORE
THAN 4,000 TONS IN 1992-1995 HAVE BEEN IDENTIFIED. THE
COST EFFECTIVENESS OF THIS COOLING OPTION TO OUR CUSTOMERS
IS CENTERED PRIMARILY ON THE ELIMINATION OF YEAR-ROUND
ELECTRIC DEMAND CHARGES RELATED TO THE LOAD REQUIRED DURING
THE COOLING MONTHS.

SLIDE 16 - VNG PIPELINE

BUT THE GREATEST MARKETING IMPACT OF OUR NEW CORPORATE
AFFILIATION IS THE CONSTRUCTION OF A 135-MILE INTRASTATE
PIPELINE TO SERVE THE GROWING NATURAL GAS DEMAND IN
VIRGINIA. CONSOLIDATED NATURAL GAS GAVE US THE SOLID
CAPITAL SUPPORT TO BUILD THIS $85 MILLION PROJECT WHICH
REPRESENTS ABOUT ONE-THIRD OF VNG'S TOTAL INVESTMENT.

THIS NEW PIPELINE WILL INITIALLY SERVE 700 MW OF GAS-FIRED
ELECTRIC GENERATION AND PROVIDE NEW GAS SUPPLIES FOR SOME
250,000 GAS DISTRIBUTION CUSTOMERS IN CENTRAL AND EASTERN
VIRGINIA. IT WILL OPEN NEW SUPPLY SOURCES TO MEET
VIRGINIA'S GROWING ECONOMY AND STANDS AS A CLEAR EXAMPLE OF
WHAT NATURAL GAS MARKETING IS ALL ABOUT.
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SLIDE 17 - VNG LOGO

SO WHAT DOES VNG'S EXPERIENCE SAY ABOUT A COMBINATION
COMPANY'S EFFECTIVENESS IN PROMOTING THE USE OF NATURAL
GAS. W CLOSING LET ME SHARE THESE 3 OBSERVATIONS WITH YOU:
<1) IN A C0MIN6LED ENVIRONMENT WHERE THE OPERATING
MANAGEMENT HAS JOINT ELECTRIC AND GAS RESPONSIBILITIES. THE
NATURAL GAS MARKETING EMPHASIS WILL ALMOST CERTAINLY BE
SUBORDINATED TO THE PRIORITIES OF THE ELECTRIC BUSINESS,
ESPECIALLY WHERE THE GAS OPERATIONS ARE ONLY A SMALL PART
OF THE OVERALL COMPANY.
(2) AS A SEPARATE OPERATING UNIT. WITHIN A COMBINATION
COMPANY, THE SUCCESS OF NATURAL GAS MARKETING IS DIRECTLY
RELATED TO THE CEO'S COMMITMENT TO LET THE TWO UTILITIES
FREELY COMPETE. THE PROBLEM WITH THIS ARRANGEMENT IS THAT
THERE CAN BE NO ASSURANCE THAT SUCH A COMMITMENT WILL
PREVAIL OVER THE LONG TERM. REMEMBER, THE CORE BUSINESS IS
IN MOST CASES THE ELECTRIC BUSINESS.
(3) A SEPARATE AND DISTINCT GAS OPERATING COMPANY WILL
MAXIMIZE THE MARKETING OPPORTUNinES FOR NATURAL GAS. IN
VNG'S CASE EYERYQ.ME HAS BEEN A WINNER-OUR SHAREHOLDERS. OUR
EMPLOYEES AND MOST OF ALL OUR CUSTOMERS WHO HAVE MADE
NATURAL GAS "THEIR FUEL OF CHOICE."

THANK YOU FOR YOUR ATTENTION.
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Moderator Thomas Dorman: Thank you, gentlemen. We've been pretty good with
our time this morning so we have time for some questions if there any. Yes sir.

Q: We've talked about the advantages, I guess, to the companies of putting out but I
didn't hear too much about what's happened to the ratepayers of the former
combination companies. And I'm not just talking about the gas ratepayers, I think
about the electric rate payers too. And this isn't exactly an abstract question because
we have a combination utility in Nevada which proposed to us a few years ago to split
into two companies and I suspect, to put it simply, we kind of threw cold water on the
idea. Of course, the meter readers are all joined. They have one large headquarters
building. They have all these joint facilities. But I think our concern then was mainly
what would happen to the rates of both companies. We're not just concerned about
the rates of the gas company now, we would also be concerned about the rates of the
electric company. Because there does seem to be some economy of scale for having
a larger organization and joint meter reading and things like that. That was our
thought then. Now this has kind of been a different point of view that I had not heard
before, so I found your comments enlightening, but I wonder if you would address my
question. Thank you.

A: I appreciate very much the question you asked because it enables me to meet the
burden of proof which I am glad to accept. And there's been a lot of controversy
about our company recently. And when we get to the bottom line, our answer is
simply this. With respect to the other large electric utility in our state which is a
straight electric company, on average our rates our 27 percent below theirs and we
are below in every category, every rate category. With respect to the municipals and
coops who operate in our state, on average, I take that as averaging the MUNY
coops, we are 12 percent below. With respect to the other large gas utility in our
state, which is a comparable sized utility, we are 335 million cubic feet a year in terms
of total throughput. As I recall my from my days at ANR, the other company was a
subsidiary there approximately 300. So we're talking about comparable sized
companies. We are currently 8 percent under their rates on average. So, we think
that the efficiencies in our system come from a lot of things but the combination
aspect of our business has certainly not discouraged efficiencies. We're proud of our
record and thank you very much for asking the question.

A: Kinnie, we'll seo you afterwards to settle that. Contrary to Kinnie's premise, I'm
not sure that constitutes a burden of proof. The rates are the product of many, many
things over a long period of time. Within the Yankee organization and within
Northeast Utilities the cost of service as reflected in rates is based just on that, it's a
whole flock of things. As for the divestiture, whether that's had any impact on rates, I
would believe there has been a small upward thrust in rates in the gas area. I think
that will be more than compensated for by what you saw in the slides of Virginia
Natural. We see also in Connecticut in that there are significant benefits being
brought into the energy marketplace in terms of added competition to the customer. I
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don't think rates offer any real yardstick. I'm just not sure how to address that
question. And it's not the first time it's been posed to me. But I just don't believe
there has been any material difference as a result of that. But what I do believe has
happened is that there is far more competition and will be in the future than there ever
existed in the past.

Moderator Thomas Oorman: Another question?

Q: Yes. I'd like to address my question to Mr. Ashton. Mr. Ashton, I believe I heard
you say that one of the significant advantages of separating the combination
companies is the elimination of the subsidies that flow from the gas companies to the
electric companies. The electric companies use these subsidies to increase a more
profitable, in their view, margin of operation. Would you be kind enough to expand on
how extensive that is and identify maybe the three major subsidies that fiow?

A: I'm not sure those are quite my words, but I'm not going to pick a fight with what
you're saying. We had an instance in 1987 where we filed for a rate case and the
allocated general overheads were applied to the electric and gas business according
to what was known in Connecticut as the Massachusetts formula, its based on
customers and a bunch of other things. And the Commission changed that and
loaded more costs on the electric side than we felt in the gas business was legitimate.
And so we did encounter a problem that we had our rates understated for those costs
and hence, were undercollecting for it and that was one thing that drove us into a rate
case. And ! can't recall the exact dollar amount, but it is very hard for you as
corporate people or you as regulators to sort out how you allocate those costs fairly.
And my argument for a separate business unit is to make that process an awful lot
easier. And to make the two so that they can encourage more acute competition,
which I think is ultimately the best arrangement to have. I'm not completely with
FERC and I'm not completely enamored with local regulation in that I think that they
are a poor substitute ultimately for what the market itself will do in an arms length
transaction. And with a combination company, you can't get that. Period.

Moderator Thomas Dorman: I think we have time for two quick questions.

Q: Question for Dr. Stalon. If the decision were yours alone to make, would you
endorse the blanket divestiture of combination companies?

A: I guess I've always been sympathetic to the John Stuart Mill principle, it provides
me with a decision point when I can't find one any place else. So, yes, I would have
a bias towards divestiture, but I would also recognize that it doesn't make a lot of
sense to force a divestiture for a lot of the very small gas companies. And so I would
be talking about that 60 to 70 big companies where there is a substantial amount of
gas sold potentially in competition with the electric and its combination home.
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Moderator Thomas Dorman: Yes sir.

Q: I'd like to make a comment in regards to Dr. Stalon's comments and that's from
the standpoint of a supplier, an independent gas producer. Four or five years ago in
the Rockies, we came to realize that we had quite an abundance of supply and we felt
that the gas industry could work better together instead of being so fractious to try to
get the advantages of this product out to the general public. And so we started to
form the conference which has grown quite large to bring the gas industry together,
the distributors, the pipelines, the industrial end users, the regulators, the support
services. And when we've undertaken other activities to try to work with other
constituent parts of the gas industry, we've found that some of the people along the
chain are not playing the same ballgame we are. As we dig into that we find out that
gas is being suppressed and being made a stepchild of other interests and very often,
that's electricity. And I've seen it in the national political scene when you look at
elements like PUHCA reform. Anecdotally, I can just say that Dr. Stalon is correct
from a supplier's standpoint - we do find this suppressing competition. And it's been
surprising and enlightening to us and it's nice to hear you make a comment on it. And
I wonder if you have anything further you can say.

A: I was just reminded of something ! should have mentioned earlier and I didn't and
that is the combination of gas and electric utility is apparently a uniquely American
phenomenon. The rest of the world doesn't seem to have any problems operating
separately. Whether they gain a lot of legitimacy or not, I don't know. But, I think
your point is well taken that we must preserve, not merely efficiency, we must
preserve legitimacy and legitimacy here has several players. In the 1970's when we
were debating this, the gas suppliers didn't care. They were selling all the gas they
could produce anyway. They do care today. There is a new set of players. Their
interests are legitimate.

Moderator Thomas Dorman: Gentlemen, thank you very much.

347



DOE/NARUC Conference*, February 2-5,1992
Panel: Should Some Type of Incentive Regulation Replace Traditional Methods
for Regulating LDCs?
Tuesday, February 4, 3:15 - 4:30 p.m.

Moderator Hon. Steven M. Fetter, Chairman, Michigan Public Service
Commission: Our speaker is Oliver Richard. Please welcome Mr. Richard.
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Good morning. Naming the participant sponsors of this
conference is a message in itself: the national Department of
Energy joins with the national association of state utility
commissions to debate, perhaps grouse, perhaps cajole, about
increasing the efficient use of one of our greatest domestic
resources — natural gas. Teddy Roosevelt once opined, rather
declared (he rarely was unopinionated), that the national
presidency was a bully pulpit. The beauty of our federal system
is that those functions best carried out at the national arena are
placed there, whilst others that are best left to the individual
states stay there. In this federalism scheme, as the national
government through experience finds it should vacate a sphere it
occupies, it should not pass up the opportunity to suggest how its
state successors might best occupy the field. If it is determined
that previously regulated economic endeavors should be either
lightly regulated or deregulated nationally, then that question
resolved suggests the further question of should or how should any
regulation at the state level reign.

As both Martin Allday and Henson Moore eloquently noted, the
Federal government ha6 determined that the wellhead is workably
competitive, interstate pipeline natural gas sales properly
unbundled from transportation should be deregulated, and pipeline
rates restructured to better efficiently allocate capacity.

As both gentleman noted, however, the federal government's
retreat from cradle to grave regulation is not a rout but an
orderly retreat — regulation will remain where natural monopoly
is the norm. Important from the outset, for all of us to have in
mind is a vision of where public policy should lead. If we don't
have one, we must either end up like the child who asked his
parents in Beckett's "Endgame", "Why did you have me"? and got the
answer, "Me didn't know it would be you."; or to put it a little
less highbrow, recall Yogi Berra's admonition: "If you don't know
where you're going, you're likely to end up there".

Personally, I agree with the federal vision set out above and
in the Mega-NOPR. Unbundling and comparability between
transportation and sales gives players ir the market, represented
by companies such as mine, the opportunity to efficiently operate
in the marketplaces of the wellhead, pipeline, and retail
end-user. Deregulation of pipeline sales allows us and others the
ability to compete with other market makers that have developed
since open access. Fixed variable rate design will work in
conjunction with incentive rates, but in turn local distribution
companies must be able to either broker their own capacity and/or
allow the pipeline or other marketers to do so. Capacity
brokering will allow the local distribution team the ability to
manage their capacity all year round to meet both their
residential high priority public service peaks and to market
capacity during off peak periods to others to better spread their
fixed costs annually. It is extremely important for the federal
government to give us the option, appropriately monitored, to
prove the entire system can work more efficiently. Direct contact
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between efficient and inefficient players will better advance
consumer welfare than well intentioned but faulty regulatory
policies. Truth will come from testing economic theories and
existing and would be players' credibility and reliability from
collision with error in the marketplace.

As workable competition appears or is officially recognized,
it certainly can extend to the pipeline capacity side also.
Multiple pipes to a distribution company, like an industrial user
with four or five pipes, all or any of which can handle a large
portion of the load with no appreciable peak constraint, could be
lightly regulated or deregulated replacing tariffs with negotiated
contracts. As Commissioner Terzic's review on federal pipeline
incentive rate design, coupled with the unbundling strategy mesh
additional policy recommendations should crystallize. Important
as these progressive practices are, however, a plethora of federal
efficiency initiatives could turn into a dearth of state benefits
to consumers if not dovetailed together. As Rod Lemon noted,
failure to carry through could lead to a Catch 22 for the chain,
where federal policies meant to encourage efficiency instead
thwart progressive action at the state level.

Thus, a vision followed through to the state level is
critical. Open access should be the norm at the state level as
well, with the direction over time to deregulate gas sales to
industrial customers and to challenge the paradigm of the
necessity of the purchased gas adjustment clause. Replacing pre
and post review with the market discipline of contractual
mechanisms in selling gas to residential customers is worth
studying. There is little reason to dismiss out of hand a
competitive commodity retail market with a regulated transport
market that contains the universe of sellers such as the local
distribution company's separate marketing affiliate, EXXON,
Natural Gas Clearinghouse, coastal Gas Marketing, and the new XY2
natural gas home heating company with their own Citibank typ«
frequent user credit card. Maybe not next year, but it's probably
sooner than the producer who asked God the penultimate question of
when is the deliverability surplus going to end and got the answer
"Not in my lifetime."

Cne of the disciplines that have made local distribution
companies even more aware of the need for efficiency is the
discipline of bypass. Given some rate design structura
imperfections, that train is still on the track and won't be
derailed by protectionist mechanisms. Not all bypasses are
industrial. Apartment houses with master metering can bid for
supplies and a new subdivision can become a sub city gate delivery
point as long as safety and operational concerns are met.

As the discipline of both real and potential competition
moves through the entire chain, regulators should look to the
culture of unregulated businesses for guidance on providing the
impetus for real consumer satisfaction; incentive rsguiation based
upon management by objectives. The corollary to incentivize is
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then pay to reward those responsible for those incentive
performance goals being met.

So the halfway house world of federal Mega-NOFR regulation is
between where workable competition does exist and doesn't.
Incentive rate design, based on preapproved performance standards
and post test period review of accomplishments instead of a
generic just and reasonable standard will challenge distribution
company management to become more efficient and lead to greater
consumer and investor satisfaction. If not, regulated company
management should hit the trail, it was US West's post Bell
breakup that created the marketing slogan: "Those who don't make
dust, eat it."

Chairman Heints asked us to talk about problems with the
existing structure. Being a former regulator, I appreciate
arguments on both sides of the aisle on whether the present system
is working effectively. I mean no disrespect whatsoever, with any
regulator who truly believes that rat« base, rate-of-return
regulation is the only way to go. My feeling of it, from looking
at it from both sides then and now, is that the current structure
really emphasizes capital expenditure cost over management
initiative, since many times the engrained culture is to add
earnings by looking to build rate-base. Successful company
management certainly does not concentrate looking to add capital
rate-base just for the hell of it. The problem of course is, as
you become more and more efficient in providing superior services,
your earnings are only reflected as a component of your rats-base.
So if you don't at least maintain capital spending to cover your
depreciation, then you're in a downward earnings spiral that makes
it hard to retain and/or attract the kind of innovative people
needed in an industry that in my opinion is in the throes of major
risk readjustment. Cost of service rate base regulation coupled
with franchise protection, in my opinion should be carefully
re-examined.

The previous company I had the privilege of running is an
excellent example of the current system at the wholesale level.
Enron's Northern Natural's system increased its throughput post
open access from 900 billion cubic feet annually in 1986, to 1.8
trillion cubic feet four years later. Even though the team
doubled its throughput and lowered its fixed costs substantially,
in order to maintain a competitive earnings structure, one still
had to look at capital spending to replace depreciated rate base
even though marketing expertise had worked the asset to provide
competitive rates. FERC's test year concept that allows adequate
returns where either costs are reduced or volumes are increased
between rate bases encourages efficiency but takes away the
benefits with a new rate filing. I think John Olsen did a
beautiful job giving the Wall Street perspective yesterday. I
know that John agrees on average most pipelines need better
obtainable levels of return on equity but would also agree that
open access has provided companies with good management the
mechanism between rate cases to perform better for customers and
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investors. But taking away the gains leads to a mismatch of risk
and rewards. As an aside, as a Commissioner, I always thought it
counter intuitive that pipelines that didn't perform well needed
higher rates of return to attract capital than those who were
better run.

I want to suggest to you todafy that there are alternative
methods to traditional regulation which can lead to these
win-win-win situations where 1) the utility company responds
properly to public policy objectives while, 2) providing consumers
better rates and satisfaction, and 3) at the same time rewarding
company shareholders. Such alternatives at the state are
necessary today because of the federal initiatives mentioned
previously. In addition with new technologies and changing
customer demands, intensified competition must be met with
flexible regulation.

As you all are aware, regulation was implemented initially to
serve as a proxy for competition when it was deemed that a single
provider could furnish service at the lowest cost. Regulation
insured that the provider did not make monopoly profits. Today,
however, competition exists in almost all markets. Certainly the
most evident in the gas industry is the large industrial customer
with alternate fuel use capability, and in some cases, the
potential of being served by another natural gas transporter and
multiple suppliers. But in fact, all uses for natural gas have a
substitute. There's not one use of natural gas that cannot be
provided by another fuel. With traditional regulation, utility
earnings dependent on investment alone don't couple the human
resource and earnings incentive that other competitive market
based companies have. Utilities under traditional regulation are
less flexible because of regulatory lag than non-regulated
competitors are, resulting in slow moving changes and at time
mispriced services. The administrative costs of regulatory
litigation are substantial and add to the cost of the product.
One Washington lawyer, Elissa Grammer, likens FERC rate cases to a
divorce proceeding where the goal is not who gets the toaster as
long as you don't. Furthermore, let's not forget that there are
very few state regulatory agencies that have as their only
function regulating natural gas service. I would argue that human
resource incentives are misplaced where bright commissioners and
equally bright staff must only focus on cost of service stick-like
command and control regulation, instead of concentrating on how
worldwide we can create more efficient energy infrastructures for
more competitive products and services.

We all need to create an environment where a utility can be
rewarded for accepting risk, that will in all probability, lead to
benefits to ratepayers. As an example, we're in a time now when
natural gas prices at the wellhead have continued to drop over the
last few years. At some point in time, we may agree that the
market is at or close to the bottom and at that time we should
have incentives in place to go out and purchase a large quantity
(e.g. a BCF) of proven reserves. That gas could flow over a
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period of time when marginal purchase prices are higher, and thus
benefit customers through lower rates. This type of progressive
thinking would also benefit producers who today need stability in
their production portfolios which long-terra contracts would
provide.

However, under current traditional regulation, the utility
has no reward and therefore no incentive for making such a
purchase. If the purchase were made, the investment might be put
in the rate base but could only earn a rate of return after a base
rate case. Therefore, there would be a timing difference whers a
rate of return on the investment could not be made, causing a
significant opportunity cost to the company's shareholders.
Secondly, if it were bought to not include in the rate base but
instead to pass through a purchased gas adjustment clause,
arguments might abound that the purchase of the supply should have
been at a lower price. I'm using this as an example, but it can
be used in mary areas. If we can agree that a program will have a
positive impact on the environment, for example, or otherwise is
in the public interest, an incentive program should be structured
to make sure it gets done since both ratepayers and shareholders
receive benefits.

I was driving down a residential street in Asbury Park, home
of Bruce Springsteen's old hangout, the Stone Pony, for you rock
and rollers, and Danny Devi to, for you moviegoers, and noted that
some of the homes were heated by natural gas, some by oil, some by
electricity, and a couple even used propane. The question that
occurred to me is really why is it that only the natural gas and
electrical homes have their prices regulated? Couldn't we or
shouldn't we, be able to devise a pricing method that is
acceptable and based upon the price in th« unregulated marketplace
without the concern that the shareholders will earn an
"outrageous" rate of return?

How should an incentive rate program be designed? Let me
suggest the following objectives that such a program should
include. First, I think it's important from a public policy point
of view that state regulators, legislators, and the utility
company and its customers agree on goals that would be beneficial.
It .should be a determination that adoption would lead to society
being provided benefits with efficiency and productivity gains.
Standards should be judged by relative performance across time or
against other companies, and there should be a good correlation
between performance and consequence. Such incentive programs
should benefit all customers, promote cost effective methods and
streamline the regulatory process.

incentive programs should only be applied to objectives over
which a utility can exercise varying degrees of significant or
direct control. The rewards and potential penalties for
performance levels should be structurad so they fairly define
superior, acceptable, or unacceptable results. Such incentive
programs would provide appropriate rewards and penalties for
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utility companies. The largest incentive is financial. Bill
Steinmeier, the outgoing President of NARUC recently said:
"Managers will be motivated to improve productivity if they know
that they will have money to put in the bank if they do so". Bill
makes sense. Such programs must have safeguards to insure the
quality and reliability of service and a review process to
identify if the objectives of the incentive program are being met.
Everyone has the potential to benefit through the achievement of
an incentive program through better rate and financial stability.
In our case, two sets of players can benefit. Forty percent of
our shareholders are also our ratepayers.

Let me share with you some innovative ideas to consider in
place of the traditional ratemaking approach.

First of all, utilities should be encouraged to make
investments to further explicit state goals of more efficient
energy management. The New Jersey State Energy Master Flan for
instance, includes as one of its goals to reduce foreign oil
imports. The state through its Demand Side Management program
provides incentives to increase demand side efficiency. It
provides for recovery of lost margins resulting from reduced sales
due to conservation programs, as well as provides a rate of return
for investments in effective conservation programs with
potentially a sharing of the actual achieved economic savings
between shareholders and ratepayers.

The problem with just having a Demand Side incentive program
is that it ignores the other half of an efficient energy delivery
infrastructure. Shaving peaks or avoiding costly new generation
facilities are important but so is encouraging better use of
existing facilities by increasing their load factors. Adding
incentive based supply side management through an integrated
resource plan like some states have done completes the vision.
Unless you are & combination company, a natural gas distribution
company without planning direction with an unaffiliated electric
utility in the same market may miss load balancing opportunities
to increase both companies' efficiency. Combined with the native
load of the electric utility, natural gas firing electric
generation supplied with fuel and delivered through local
distribution company mains can benefit both sets of ratepayers.
Incentives should also be provided to both utilities. If the
electric utility is not the builder of the capacity, the state
should consider an imputed rate base adjustment for its good
planning in purchasing what, when it proves out, is less expensive
and still reliable power. Their shareholders should be rewarded
also.

The potential for such innovative thinking is graphically
illustrated in Exhibit 1. The Pennsylvania-Jersey-Maryland
electric transmission grid has its peaks in our off peak.
Utilizing our spare capacity at their peak, can with careful and
realistic planning accomplish the goals set out above. We have
asked the state in our Demand Side Management filing to explore
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the possibilities.

New Jersey Natural Gas Company will be discussing with our
Commission a pilot program for incentive ratemaking that we
believe will have positive benefits for both our customers and our
stockholders. Because of our growth and our load profile, it has
been difficult under traditional ratemaking to reach an equitable
result for both groups of players. Over the past five years, NJNG
has averaged below its authorized return on equity. This period
not only covers the recent recession but it also includes some
robust growth years. Let me strongly emphasize, I am not blaming
the regulators. During this time period, two very significant
trends were impacting the company. First, the company's service
territory experienced unprecedented growth in new customers and
second, weather was consistently warmer than normal. Utility
growth required by our franchise obligation that spends more
capital than is in rate base coupled with warmer than normal
weather puts negative pressure on earnings. Under the traditional
method of ratemaking, NJNG's only recourse was and is to file
frequent rate increases.

Our program will attack this problem on several fronts.
First, the company has requested in its pending base rate case the
implementation of a weather normalization clause. We have
reviewed our objectives and developed a proposal in our current
filing in this area which will be effective in reducing the
extreme volatility on company earnings caused by abnormal weather,
as well as insulate customers from higher rates from below normal
weather. We need to get off the roller coaster ride - some would
say free fall after the last few years - of earnings tied to
weather. This clause can help.

Second, along with innovative cost control, we must improve
our load factor. Having a service territory that is over 90%
residential, causes wide swings in our annual load curve. We
can establish with the state incentives for increasing our summer
seasonal load to achieve lower total gas supply and pipe demand
costs. We should "fill in the valley" by achieving higher levels
of non-firm sales, as well as other base load uses of gas such as
gas air-conditioning, gas fired cogeneration, and natural gas
vehicles. Creating an index which tracks over several years an
average load factor could give us a target to increase our base
and summertime demands. Based on this improved load factor,
rewards could include allowing the company to retain more of the
additional margins or savings generated from this approach. This
will take a partnership with other utilities and the state under
the aegis of state energy plan goals.

New Jersey Natural Gas currently has an incentive for
non-firm sales. The Board of Regulatory Commissioners established
this program about ten years ago, when price competition with
alternative fuels caused sales to this group to be very volatile.
To address this volatility, the Commission allowed the company to
price its gas to these customers at market rates. At the same
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time, it allowed us to allocate all of its revenue requirement to
its firm customers and allowed the company to retain a portion of
any margins from the non-firm customers. But even during the
recent warm weather when the company was earning well below its
authorized rate of return, these margins were still capped at the
current sharing allowance of 10%. An appropriate incentive would
be to establish a level of non-firm margins that can be assigned
to the revenue requirement but allow the company the chance to
retain a much larger share of the margins above that level.

A third incentive could reward purchases of gas supplies that
out-perform an agreed upon level of rates or a cost index. The
cost index could be comprised of competing energy sources
consisting of long-term natural gas contracts and spot market
prices; heating oil costs; propane and electric fuel costs.
Specifically, New Jersey Natural gas estimates it will spend about
$235 million this year for the purchase of natural gas. This is
comprised of $162 million for commodity cost purchases and $73
million for fixed costs associated with demand charges.
Therefore, the commodity cost of gas with today's prices represent
69% of our total gas cost.

Currently, we file our estimates in a PGA clause and after
adversarial hearings and expert witnesses, by us and against us,
the Commission approves an average rate that would exist for the
year. An incentive that allows us to take some risk to "beat" the
Commission approved level of gas cost, would reward our ratepayers
and shareholders for those actions that have benefited everyone.
These savings would be shared between ratepayers who benefit with
efficient prices and shareholders to compensate them for the risk
taken. As noted earlier, with flexibility built in to minimize
regulatory second guessing, producers who provide the gas, the
lifeblood through the pipeline arteries and distribution
capillaries, would also experience a more stable pricing
environment. The index could be a basket of the alternative fuels
mentioned in my drive through Asbury Park. Hedging tools
represented in the futures market and other derivative products
developed from the same discipline as interest rate swaps for
example are fast becoming available to the natural gas industry.

A fourth program that would address the problem of a growing
utility such as ours, would be to supplement full-blown rate cases
with streamlined rate base/rate of return adjustment hearings to
readjust the revenue requirement in smaller increments. The rats
base adjustment could allow the company to increase its rates for
certain identifiable changes in utility plant. Plant additions
would be identified to streamline the hearing as 1) growth or 2)
replacement investments. Replacement of old worn out plant as
well as other safety related projects could be allowed in rates to
the extent that they do not exceed the annual level of
depreciation. It is to everyone's benefit that the Company
maintain a safe and reliable delivery system. Growth-related
plant could be determined based on an average cost per
installation of new customers multiplied by the number of new
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customers added to the system during the year.

The initial average cost per new customer would be thoroughly
reviewed for accuracy and appropriateness. Then at each
adjustment hearing, the cost per new customer could be adjusted
based on some appropriate external index. The Commission could
use a relevant efficiency factor to ensure that the company keeps
an eye on its costs. To take into account the additional margins
that are generated by the new customers, the increased revenue
requirement would be offset by an appropriate level of sales for
the same number of customers. All other expenses would be
adjusted at the next base rate case. This incentive using the
traditional rate base method would allow the utility the
opportunity to earn on its investments in a timely manner.

Finally, as a control so that the company does not cut costs
in inappropriate areas, the following could also be part of the
pilot program. To avoid cut backs in customer service areas, the
Commission could establish incentives for improved customer
service satisfaction, verifiable by certain agreed upon measures
similar to the quality program at Brooklyn Union Gas Company.
This program has a particular interest to us at New Jersey Natural
gas because we are proud of our accomplishments in achieving high
levels of customer satisfaction.

I propose these ideas as preliminary because I always recall
that prior to thinking all things through and inking the document,
Bismark noted, an unwritten clause is present in all treaties:
"Rebus sic stantibus", (As long as things remain the same). But
its worth entertaining these ideas in asking why we do the things
around here the way we have. Questioning the entire regulatory
paradigm in my opinion will help us all at the state level
continue the path towards rewarding innovation and initiative
instead of concentrating on protecting previous decisions from
regulatory disallowance. Our national government has tried the
command and control route. We got big shortages and big surpluses
- neither of which is optimal and, in my opinion, both of which
were avoidable. It's time to try something different.

A trilogy of others who said it better than I can best sum up
how important is this willingness to go beyond the traditional
methods of ratemaking for our state and nation's competitive
posture.

New Jersey Governor Florio in signing The New Jersey
Telecommunications Act said,

"We've always know that competition is more effective
than any regulation in making sure that people get the
best service at the lowest price. The marketplace
forces should be allowed to ascertain how we allocate
resources, how we make pricing determinations."
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The President of the Board of Regulatory Commissioners Edward
Salmon in testifying for the Act acknowledged the existing form of
incentive regulation and went further:

"I want to emphasize that allowing the alternate
forces of regulation does not translate into the
abandonment of traditional rate base/rate of return
regulation. The Board retains its ability to use that
form of regulation when appropriate, but will gain an
additional way to achieve its goal of assuring adequate
service with fair pricing to consumers."

Finally, as I began this speech I noted its historic
significance — a gathering imbued with a spirit of bipartisan and
enlightened federalism to discuss how to regulate our greatest
domestic natural resource natural gas only where needed, and then
effectively. The Department of Energy, FERC, and now the
Congress, provided they continue their direction in allowing more
flexibility and trust in their regulation, have offered the
states, and private players, an opportunity to indeed realize the
potential of this great national resource.

It's now up to us, policymakers and companies alike, to lead
the way. I promised you a third quote. Supreme Court Justice
Brandeis said as far back as 1932:

"It is one of the happy incidents of the federal system
that a single courageous state may, if its citizens
choose, serve as a laboratory; and try novel social and
economic experiments without risk to the rest of the
country."

I think New Jersey has shown that willingness in the past.

My deepest appreciation to the United States Department of
Energy, National Association of Regulatory Utility Commissioners,
and especially the audience, for providing me a moment on this
bully pulpit. Thank you and Amen.
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Moderator Hon. Steven M. Fetter: Thanks Rick. My service on the National
Regulatory Research Institute board has allowed me to come into contact with the
next speaker and to see the high quality of his work. Ken Costello is the Associate
Director of the electric and gas division of NRRI and he has been in that role since
July of 1990. His responsibilities include managing energy research projects. He
received his B.S. and M.A. degrees from Marquette University and has done graduate
worK in economics at University of Chicago. Mr. Costello previously worked for the
Illinois Commerce Commission, the Argon National Laboratory, Commonwealth Edison
Company, and as an Independent Consultant. Ken Costello.
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1. THE PUSH TOWARD CHANGE

As everyone in this room knows, the natural gas industry has changed
dramatically in a short period of time. With these changes, state public utility
commissions (PUCs) have begun to ask themselves whether traditional regulation will
continue to meet the needs of retail consumers while at the same time give local gas
distribution companies (LDCs) the opportunity to compete on a more level playing
field in the marketplace. Specifically, PUCs are looking at new approaches to
regulation that have the potential to accommodate the competitive forces that are now
permeating the natural gas industry. PUCs' particular concern over their main
constituents—core consumers-will drive their decision of whether to overhaul or
incrementally change the regulatory process, or carry on their responsibilities by
sticking ;o traditional practices and policies that have served them well over many
decades. Experiences in other industries have shown that proposals for change not
only must hold promise for improving economic efficiency but pass political scrutiny.

Incentive regulation, the topic of this panel, has emerged as a new regulatory
mechanism that some observers believe should supplement traditional regulatory
practices during a period in which the natural gas industry is evolving rapidly toward
heightened competition. Some argue that given the new environment, state regulators
should not hesitate any longer to deregulate some components of the industry's
operations and change the way that others are regulated. Such a future path for
regulating the natural gas industry has also been argued in recent years for the
telecommunications and electric industries. The underlying position of these advocates
for change is that competition should be allowed to work where it is workable
(racidently, an idea recommended by DOE in its National Energy Strategy). Where it
is not workable, it is argued, regulation should allow firms more flexibility by relaxing
the strict tenets of traditional regulation: continuing with old practices in a new
environment can produce large efficiency losses th'i are costly both to firms and
consumers; unless regulators accommodate the new changes on their own, outside
pressure by special interest groups will likely intensify. These groups see a new
regime as being more responsive to their economic well-being.

2. THE ALLEGED PROBLEMS OF TRADITIONAL REGULATION

Contrary to the popular perception, it should be noted at the outset that
traditional regulation does not represent a strict cost-plus contract. Regulated firms
do have an incentive to squeeze their costs to the extent they encounter regulatory
lag, some competition, and gx. pjjsi prudence and other oversight tests. Once a price
is fixed, a firm earns a higher profit anytime it reduces its costs, at least until the
next rate review. Then, the firm may lose any future benefits from previous cost
savings to the extent the savings are built into future rates, what some would call a
"ratchet effect."

Traditional cost-of-service regulation has undergone severe criticism. For years,
academics have pointed to its shortcomings. Some have argued that regulation gg£ ss.
is driven by the desire to accommodate powerful interest groups rather than promote
economic efficiency or the public interest. Under this view, regulation should not be
expected to promote such desirable objectives as efficient pricing and maximizing
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social well-being. Further, these academics would contend that regulators lack the
necessary information to achieve efficiency objectives, even if they have the will. For
example, the argument goes that knowledge of least-cost resources and production
methods can be achieved only through the marketplace. For these critics,
deregulation, even when markets are not entirely free from barriers to competition,
constitutes the only real alternative that can make matters better. As evident since
the early 1980s, proponents of deregulation have arisen from the shadows to gain
mainstream status.- They are being- taken*«erkmsly by those who make important
policy decisions.

One rejoinder to these critics is that regulators do have some incentive to
promote economic efficiency, Even if one is a skeptic of regulation and believes that
it attempts to appease special interest groups, inefficiencies transform into a political
cost. This is because of the decline in the maximum benefits that regulators can
bestow on consumers and firms collectively. The recent actions of state regulators
illustrate their intent to promote efficiency in the natural gas market. For example,
they have allowed transportation of natural gas to end-use customers and new rate
designs that are more market responsive; further, they have placed more pressure on
LDCs to procure best-cost gas supplies.

Other critics of traditional regulation advocate that in view of growing
competition and rapidly changing technologies, regulatory rules should be relaxed.
For these critics, "flexibility" has become the fashionable word: regulators should apply
less rigid rales on how firms should price their services and what profits they can
earn. One inconsistency in their argument, incidently, is that they oppose flexibility
when it comes to regulators who deviate from traditional interpretations of prudence
tests and regulatory oversight of planning and other management activities.
"Flexibility" somehow takes on a different meaning when it holds firms more
accountable for their past actions. What some proponents of more flexible regulation
have in mind is a new regime where firms are able to increase prices to core markets
as a way to make them more competitive in noncore markets. Firms operating in
markets with different degrees of competitiveness would have an incentive to shift
costs to customers having little opportunity to switch to other suppliers.

In any event, proponents of change have different agendas. Some deplore
regulation |jej se_ while others, especially special interest groups, see change as a way
to advance their own economic status. From the perspective of a state regulator as
well as an economist, the objective of change should be to improve the public good.
(The "public good" here is synonymous with the terms "public interest" and "economic
welfare.") This means change that results in a more efficiently run firm, in a firm
adopting new economical technologies and other innovations, and in a firm pricing its
services in line with market conditions should be encouraged. All of these outcomes
have the effect of enhancing the economic welfare of consumers taken as a whole.
Few would argue that traditional regulation, in one way or another, has fallen short in
advancing these goals. With the changes taking place in the natural gas industry,
dinging to traditional regulatory practices arguably may have serious adverse
consequences. Experience has shown that traditional regulation works best when
macroeconomic conditions are stable, consumers have few choices, and technology is
mature.
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The main message in this paper is that state regulators would do well to
reassess their existing practices and policies. Incentive regulation and deregulation of
some LDCs' functions are alternatives that they should look at. If regulators hesitate,
market forces, legislative bodies, or someone else may preempt their leadership role.
The external incentives for change appear large enough for interest groups and their
supporters to take the initiative.- Whatever 'direction 'regulators' pursue can have
important consequences for the performance of the natural gas industry and the
benefits that competition will have on consumers.

3. INCENTIVE REGULATION FOR LDCS?

Incentive regulation can be broadly defined as any regulatory action that
explicitly promotes the cost efficiency or the pricing efficiency of an LDC, or both.
Cost efficiency, in turn, refers to the performance of an LDCs management in
minimizing the cost of operating an existing gas distribution system and making least-
cost investments to meet future demand (each accounting for the reliability of service
preferred by its customers). Cost efficiency can be enhanced when the LDC pays
lower prices for its inputs or moves toward employing a least-cost mix of inputs.
Pricing efficiency refers to the condition where prices charged for different services
are based as closely as possible on the firm's marginal cost (accounting for minimum
acceptable revenue requirements). At times the two efficiencies may be conflicting:
inducing an LDC to deliver its services at lower costs may require regulators to allow
the LDC the opportunity to charge prices above costs.

Up to now, incentive regulation has been applied to the natural gas industry
less often than to either the telecommunications or electric industries. In the
telecommunications industries, broader-based incentive systems such as price caps are
commonly found; the electric industry relies most heavily on partial incentive systems
(for example, power plant productivity incentives). Some would point out, especially
in recent years, that state regulators increasingly have applied incentive regulation
both to the electric and natural gas industries in the form of discount rates to price-
elastic customers and increased oversight of a firm's operation and planning activities.
For example, least-cost energy planning and competitive bidding for additional
generating capacity are spreading at the state level like a prairie fire. Their primary
objective is to hold down the costs of new supplies needed to accommodate growing
demands.

While these efforts reflect a break from, or as some analysts would say an
evolution of, traditional regulation, they do not fall within the category of incentive
systems that allow a firm to earn higher profits for exceptionally good performance
(that is, to share in additional cost savings). Generally, in the cases of least-cost
planning and other regulatory oversight functions, firms either are penalized for doing
something wrong or are limited to undertaking future actions that conflict with
regulators' and special interest groups' objectives. Visibly missing from these oversight
functions is an explicit reward mechanism that allows the firm to profit not only from
good planning but also from good outcomes. In other words, oversight's objective is
to protect ratepayers from a firm's mistakes but not necessarily promote exceptionally
good management initiatives.
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In contrast to the recent rise in oversight activities by PUCs, incentive systems
would give a firm direct incentives to make decisions and execute them in a way that
promotes some specified goal (for example, placing different sources of gas supplies
on a more level playing field). If properly structured (a big "if), incentive systems
have the potential to avoid much of the costs associated with planning and hindsight
reviews that have proliferated in recent ye'afs. In addition, incentive systems can
eliminate the inherent costs of regulatory-sanctioned planning. These are
characterized by tighter regulatory control over a firm's planning process and by
regulatory nonmarket-based prescriptions for planning actions. As illustrated by the
history of the former Soviet Union and Eastern Europe, centraiized-type planning can
be hazardous to a country's health.

In sum, incentive systems may improve the economic performance of LDCs.
While little empirical evidence is available on the benefits of such systems for the
telecommunications and electric industries, they can, if properly structured, make
matters better, if only marginally. Perhaps their major benefit lies in avoiding major
costs associated with planning and operation oversight activities now being incurred
increasingly by LDCs and regulators. Another potential benefit of incentive systems is
to accelerate the deployment of technologies that can promote new and incremental,
economical uses of natural gas. As mentioned later, traditional regulation provides
firms with no strong incentive to innovate and engage in other risky activities.

4. SOURCES OF INEFFICIENCIES

The largest efficiency gains from incentive regulation for LDCs are likely to
come from three sources. First, improvements in operating efficiency would result
from lowering costs for gas purchases and other inputs employed by an LDC. Given
the fact that most purchased gas costs are recovered through cost-plus automatic
adjustment clauses, it can be argued that LDCs have weak incentives to control these
costs. Core customers, in particular, are vulnerable to excessive purchased gas costs.
Operating efficiency could also improve by increasing throughput ,,/er existing
distribution facilities. In the future PUCs may consider, as I heard one analyst
recently predict, evaluating LDCs1 performance on their ability to manage their
distribution network in a way that spreads demand charges over the maximum
attainable throughput.

Second, more flexible pricing not only would increase sales and throughput, but
would also take into account the highly seasonal nature of natural gas demand, the
fluctuations of gas supply costs, and the price of substitute fuels available to noncore
customers. Flexible pricing can apply both to bundled and unbundled services such as
transportation and storage services, with the allowed degree of flexibility dictated by
the strength of competitive forces.

Third, gas-using technologies are emerging that offer an opportunity to use
natural gas in new applications. Current regulatory incentives may offer LDCs weak
incentives to accelerate development and deployment of these technologies in a way
that benefits both natural gas consumers and the national interest

Reducing these sources of inefficiencies requires PUCs to revisit prevailing
tenets of currently practiced regulation. One tenet is that purchased gas costs should
be treated differently for ratemaking purposes than the other operating costs.

363



Compared to a few years ago, LDCs have more control over purchased gas costs. In
the new natural gas industry, LDCs have available to them a wide array of choices as
well as more opportunities to hedge against price risk (for example, by way of the
futures market). Consequently, PGAs in their current form may be difficult to defend
in today's environment. Whether PGAs should be abolished or modified depends, in
turn, on whether their potential costs to consumers outweigh their "stabilizing" benefits
to LDCs and their customers. (See"the recent NRRI report, Current PGA and FAC
Practices: implications for Raiemaking in Competitive Markets, NRRI 91-13, November
1991).

A second tenet of traditional regulation is that prices should be based on
embedded-cost principles. Such pricing is largely defended on grounds that it is fair
and relatively easy to apply. In an environment where an LDCs customers have few
choices and the LDC offers only bundled services, embedded-cost pricing may work
reasonably well; as an economist, however, I must say it is not an efficient way to
price under any circumstances. With the dichotomy of the retail gas market into
"core" and "noncore" categories, and especially where bypass can occur, embedded-
cost pricing becomes even less defensible on efficiency grounds. To compete in this
new environment, LDCs will need to offer unbundled and repackaged services at
market-based prices. If regulators do not take charge in reforming their pricing
policies, the marketplace will do it for them, if it has not begun to do so already.

A third tenet of traditional regulation is that new physical assets, whether in
the form of new technologies or long-proven technologies, should be treated similarly
for ratemaking purposes. Consequently, in most circumstances traditional regulation
provides firms with weak incentives, or disincentives, to innovate and take chances on
new technologies having a high degree of risk. Regulated firms see the benefits of
new technologies to their shareholders, gained because of regulatory lag, outweighed
by their potential costs. They view the current regulatory reward-risk formula as both
distorted and unfair when bad outcomes are punished while good outcomes are left
unrewarded

S. INCENTIVE SYSTEMS/DEREGULATION OPTIONS

States currently apply different mechanisms to steer LDCs toward specified
objectives when planning for and purchasing gas supplies. The more frequently used
applications include prudence reviews, "best-cost" planning guidelines, management
audits, and preapproved individual contracts. All of these mechanisms have given
regulators tighter controls over an LDC's operations, as well as required regulators to
acquire a large amount of information. Much less frequently have staie regulators
given LDQ the opportunity to earn rewards (or as some cynics would say, "receive
bribes" for doing something they are obliged to do anyway) for exceptionally good
management initiatives and outcomes.

Looking at what state regulators are doing, one sees an apparent lack of
enthusiasm by regulators toward incentive regulation for LDCs. Ironically, we see an
industry that has become more competitive, yet in many ways more tightly regulated.
Regulators seem to believe that by having better information on an LDCs activities
(for example, by way of management audits and least-cost planning filings) they can
regulate more effectively. While this is true in the sense that better information is
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almost always preferred, assuming other things do not change, the different ways that
this information can be interpreted and applied present a potential problem.

The fundamental problem lies with thinking that with this new information
regulators can make decisions that should fall within the realm of LDC management.
Although regulators generally have stayed away from becoming second managers, the
temptation in the future may be difficult to resist.

The point is that state regulators-should consider seriously providing LDCs with
more incentives to guide management's efforts toward a specified objective. As
illustrated by the recent popularity of incentives for DSM initiatives, incentives do
work in encouraging aggressive pursuit of such initiatives (although they may have
unexpected results that diminish their social acceptability). Perhaps, some regulators
would like to use incentive regulation as a pm quid quo for easing entry into
historically monopoly markets. For example, more flexible pricing could be
conditioned on the requirement that LDCs unbundle their transportation services.

Rather than continuing with the trend toward tighter control of LDCs'
activities, regulators should explore alternatives that "loosen the leash" on LDCs so
that they can operate in a market where new market conditions and constantly
changing information are eveiyday occurrences. Prescribing LDCs to undertake a
certain action, for example, can spell disaster to customers and shareholders alike
when the world in which LDCs operate is so changing.

Having made an argument in favor of exploring alternatives to traditional
regulation, what are the most promising options? First, regulator)' options can be
divided into two broad categories-incremental and nontraditional. Incremental
options would retain in a somewhat weakened form the elements of scrutiny and
oversight present in traditional regulation, but supplement them with market-based
incentives to promote better economic performance. Nontraditional options would
relax more significantly oversight activities and rely considerably instead (at least in
theory) on market forces to achieve similar objectives.

Incremental options reflect those frequently found in the electric industry. An
example would include incentive systems applied to one area of an LDCs operations
such as fuel purchasing, capacity utilization, or demand-side initiatives. Redesigning
PGAs to improve an LDCs incentive to purchase a "best-cost" mix of gas supplies
illustrates an incremental approach. Another would involve increasing an LDCs rate
of return for successfully marketing its surplus capacity.

Genetically, incremental options would require first identifying a targeted area,
then establishing a benchmark indicator of performance, and finally developing a
sharing schedule. As an example, in targeting purchased gas costs, the benchmark
might be defined as the expected average costs of gas supplies with the sharing
schedule reflecting the allocation of benefits and costs to consumers and shareholders
when actual costs deviate from expected levels. Under such an arrangement
consumers and shareholders both share the benefits of exceptionally good outcomes as
well as the risks of exceptionally bad outcomes. Unlike conventional PGAs, for
example, the benefits of purchased-gas-cost savings would not all go to consumers;
similarly, the risk of "excessive" purchased-gas costs would not all fall on consumers.
The economic theory literature has shown that, taking into account everything, socially
optimal incentives in most circumstances would appear as a cost-sharing arrangement.
Cost sharing has the attractive feature of allowing partial adjustment of prices to
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changes in costs, in addition to lessening the chances of an LDC earning exorbitant
profits (which may be politically unacceptable) from having more information than
regulators and from favorable outside events.

While a cost-sharing arrangement in theory would promote efficiency, it
requires establishing a benchmark that reflects "average" performance by an LDC.
Should it be based on the LDCs past performance or on the average purchased-gas
costs for a designated group of "comparable--LDCs?~There is also the question of
what sharing arrangement to specify. Allocating more of the cost savings to
consumers, in the form of lower prices, would diminish the incentive to an LDC.
Allocating a higher proportion of cost savings to shareholders may be regarded as
unfair to consumers. Setting an optimal sharing arrangement that maximizes the long-
term welfare of consumers is difficult enough in theory, let alone in practice. Many
regulatory sharing arrangements for electric utilities allocate most of the benefits to
consumers, where a 75 to 80 percent reallocation to consumers is not uncommon.

Nontraditional options include price caps, flexible rate-of-return pricing, and
deregulation of selected markets. Price caps have been instituted in the
telecommunications industries and are currently being proposed by some for the
electric and natural gas industries. The little empirical evidence on price caps
suggests that they can benefit both consumers and firms.

At first sight, price caps appear as a simple regulatory mechanism that can
effectively overcome the major inefficiencies inherent in traditional regulation. For
example, price caps on core services can protect small customers from cross-
subsidizing services provided to an LDCs noncore customers. Looking at price caps
more closely, one realizes they are not that simple to apply and their professed
benefits may be overstated. For example, contrary to the arguments of price-caps
proponents, administrative and rent-seeking costs may not decline. In addition, prices
may become more discriminatory, raising serious equity and political concerns.
Finally, the efficiency gains may be overstated: regulators still would be concerned
over high profits, tainting price caps' purity. A major question that would face
regulators is, how much money will you allow the LDC to make?

The social desirability of price caps, as well as other incentive systems, depends
on the environment within which the firm operates. Specifically, it depends on such
factors as the degree of uncertainty over future costs, prospects for technological
improvements, and the availability of information to regulators. If, for example, the
regulator's objective is to maximize consumer welfare, applying price caps in a highly
uncertain and unstable environment may be ill-advised: higher price ceilings would
have to be set to assure a firm's financial viability, the firm's profits are more likely
to fall outside a specified reasonable range, and fixed prices would tend to deviate
further from costs. 4

A second nontraditional option, flexible rate-of-retum pricing (a variant of the
sliding-rule incentive system that was applied years ago), would involve allowing LDCs
to retain permanently all profits earned within some specified "dead-band" region.
Profits earned outside the region would trigger a change in price that would either
benefit or harm consumers. This mechanism currently is being applied to several
telecommunications firms and one LDC (Michigan Consolidated Gas Company).

The positive features of this mechanism include giving the firm maximum
incentive to control costs when profits lie within the dead-band region; the firm would
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still have an incentive, although a diminished one, to control costs when profits fall
outside the region since the firm could retain permanently a specified share of
incremental profits. A second positive feature of flexible rate-of-return pricing is its
simplicity in design and application. It requires less information than price-caps
regulation, since questions relating to the "correct" price index and productivity offset
would not have to be addressed. Finally, no change in accounting procedures would
be required. Since transition costs to this type of mechanism would be small
compared to price caps, it may have more political acceptability.

On the negative side, flexible rate-of-return pricing by itself would not improve
pricing efficiency. As with almost all incentive systems, it would be susceptible to
"gaming" by firms. For example, a firm may allow costs to increase in the near term
with the expectation of receiving more generous rateraaking treatment in a later
period.

The last nontraditional option involves deregulating certain markets. For
example, regulators may consider deregulating gas supplies purchased by noncore
customers (assuming unbundled transportation services are offered at reasonable and
just rates). The simple argument here is, why regulate a commodity where buyers
have choices of different suppliers? The savings in rent-seeking costs alone, for
example, the costs incurred by LDCs and consumer intervenors in rate cases, may
justify deregulation. The fact that it is difficult to consider gas purchasing as
possessing natural monopoly characteristics provides the best argument for why it
should not be regulated. (Of course, the same contention can apply to core
customers, except by definition these customers currently cannot economically play the
market.) Deregulation of noncore gas purchases can benefit core customers in various
ways. For example, by requiring an LDC to form an unregulated subsidiary if it
wants to sell gas in the noncore market, core customers and competing suppliers alike
can be protected from possible market-power abuse by LDCs. Otherwise, under
traditional regulation LDCs may have the incentive to partially fund their participation
in noncore markets, where competitive conditions prevail, by increasing their prices to
core customers. This accentuates a potentially major problem of traditional regulation
under partially competitive markets.

A prime candidate for deregulation would be the sale of natural gas in the
vehicles fuel market. Such a market would possess noncore characteristics providing
little economic defense for any regulation of gas sales.

6. CONCLUSION

State regulators should consider new approaches to regulating LDCs. They
should seriously look at different incentive systems, even if only as an experiment, to
address the major inefficiencies they see plaguing LDCs. Regulators have become
more receptive in recent years to applying different incentive systems for historically
heavily regulated industries such as the telecommunications and electric industries. In
view of prevailing conditions in the natural gas industry, there is no good reason why
regulators should not be as receptive to applying incentive systems for LDCs.

For gas services offered in competitive markets, regulators should ask
themselves whether regulation is necessary any longer. For services still requiring
regulation, regulators should explore whether changes in traditional regulation are
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needed. While some PUCs have undertaken new regulatory practices, the question
before them today is whether they should do more; whether, for example, states
should accelerate their efforts toward adopting more flexible pricing and other
incentive-based regulations or toward considering deregulating selected services.
These are questions PUCs will need to address over the next few years.

Things have happened quickly in the natural gas industry and will continue to
happen, perhaps at an accelerating pace. If PUCs do not take the lead, someone else
probably will. Incentive regulation, to be successful, must be sold on the idea that
everyone can win, including core customers, noncore customers, and LDC
shareholders. This is a most difficult task, but necessary to assure the public that
certain stakeholders in the regulatory arena are not benefitting at the expense of
others. If current inefficiencies are truly large, everyone can be winners.

PUCs have different options. They can choose from among a large number of
incentive systems. Their choices should hinge upon what they view as major sources
of inefficiencies. For example, if uneconomical bypass is perceived as a problem then
different price rules might constitute the cornerstone of an incentive-based policy. On
the other hand, if excessive purchased-gas costs seem to be a major problem, a PUC
may want to consider abolishing the PGA or modifying it in a form that would
eliminate the cost-plus component.

In any event, any incentive system has its own strengths and weaknesses. Each
system has its own problems, which must be considered along with its favorable
attributes. What it comes down to is that regulators ultimately must decide which
system or combination of systems, if any, best fits a particular situation. Even within
one state, regulators may decide correctly that what is the best strategy for one LDC
is not the best for another. For example, more stringent regulatory oversight may be
preferred for an LDC that historically demonstrated poor management; while for
another LDC incentive systems may be a better option.

As an economist steeped in tradition, I should conclude by saying that, on one
hand, incentive regulation has the potential during this period of transition to improve
the economic performance of the natural gas industry and benefit consumers; while on
the other hand, incentive regulation probably, at best, can make matters only
marginally better than what they are today. While traditional regulation has
shortcomings, so does incentive regulation. Perhaps, selected deregulation is the
preferable option; but again . . .Well, good luck!
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Moderator Hon. Steven M. Fetter: Our next panelist is Jim Turner who has served
as the Indiana Utility Consumer Counselor, since January 14, 1991. He is a graduate
of Balistate University and received his law degree from the Indiana University School
of Law at Indianapolis. From 1984 until January 1991, he was associated with and
was elected to partnership in the Indianapoiis Law Firm of Bingham, Summers, Welsh
and Spillman. Mr. Turner recently was elected to the executive committee of the
National Association of State Utility Consumer Advocates. Jim Turner.
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REMARK3 OF JAMES L. TURNER
"8TATE REGULATION AND THE MARKET

POTENTIAL FOR NATURAL GAS: CHALLENGES AND OPPORTUNITIES"
PHOENIX. ARIZONA
FEBRUARY 5. 1992

Good morning. I would like especially like to thank Chairman

Heintz for the opportunity to be with you here today. I believe it

is commendable and constructive that you have invited several

consumer advocates to speak at this conference. I must admit that

I have given more than passing thought to the notion that my

presence on this panel is similar to that of "Mikey" in the old

cereal commercial. As I recall that ad, two boys who were debating

about whether they should try a new breakfast cereal decided to put

the issue to the acid test: they would ask younger brother Mikey

to try it, because Mikey didn't like anything new. As it turned

out, Mikey did like the cereal, and the two boys could proceed

happily to eat knowing that if Mikey liked it, it must be okay.

Now I don't mean to compare incentive regulation to breakfast

cereal, but I do think that consumer advocates, far from being

Mikey-type naysayers, have a great deal to add to the discussion of

issues such as those before you. Let me state an immediate caveat,

however, that my remarks are my own and do not necessarily reflect

the views of consumer advocates in any other state or NASUCA.

To begin, it is first important to understand what brings us

to the topic of today's panel. In other words, why should we be

discussing the replacement or even the modification of rate of

return regulation with some type of incentive scheme? If we turn

to incentive regulation for the wrong reasons, it is likely that
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this type of regulation will produce unsatisfactory results. Thus,

our discussion of incentive regulation should not be based on:

• Some unsubstantiated allegations that rate of return

regulation is wrought with problems, particularly that

oftan described but seldom illustrated phenomenon called

gold-plating. As this argument goes, rate of return

regulation provides an incentive to over-build and pad

rate base, thus creating inefficiencies. This argument

is one that many like to make, but few will illustrate

with concrete examples. The gold-plating theory forms a

particularly interesting mea culpa when used by the

utility industry itself to support the concept of

incentive regulation—something akin to "stop me before

I kill again." Gold-plating tends to be an unsupported

theory based on limited anecdotal evidence. Of course,

if rate base padding is a significant problem, public

utility commissions are equipped to identify and disallow

any such items. Until the proponents of the gold-plating

theory back up that theory with evidence of widespread

rate base padding that could not be dealt with through

more aggressive (rather than relaxed) regulation, then

this argument should be seen as a red herring.

• The expectation that incentive regulation simply means

permission for utilitiies to earn an elevated rate of

return, and nothing more. Whatever its problems, and I
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think there are remarkably few, rate of return regulation

is based upon a balancing between ratepayers and

shareholders. A move to incentive regulation, in

whatever form, cannot be a "heads I win, tails you lose"

game for ratepayers.

• Economic theory that competition is virtuous for all.

I'm aware of cries to abandon rate of return regulation

by economists who argue that it has turned out to be

their worst nightmare. The free market should control,

they argue, even to the extent of deregulating LDC's. If

unhappy with the way an LDC utilized its market power,

these theorists argue, "captive buyers can 'strike' by

reducing non essential consumption and bringing community

pressure to bear on their LDC."1 When I hear these

arguments, I am thankful that the purpose of state

utility regulation is not to appease such theoretical

economists, but to protect ratepayers. This economic

theory is clearly postulated in a vacuum. That's fine

and good. But people don't live in a vacuum. They live

in Chicago and Boston and rural Pennsylvania and Montana

and all points in between. And it gets cold there in the

winter—very cold. To suggest that they should protest

an LDC's use of monopoly power when it's 5 degrees

'"Reconsidering the Natural Gas Act," by Robert L. Bradley, Jr.
Southern Regulatory Policy Institute, Issue Paper No. 5, August
1991, at p. 47.
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outside by "striking" is, to say the least, insensitive.

All of this is not to suggest that incentive regulation is

something that should be rejected outright. Quite the contrary, it

is merely something that should be understood and evaluated on its

merits—not as a necessity because rate of return regulation has

failed; not as an economic savior that will bring the discipline of

the market place down to the burner tip, and certainly not as a

perpetual Christmas present for utility shareholders. Instead,

incentive regulation should be considered a potential tool by which

regulators may be able to better effectuate the regulatory bargain

of supplying reliable service at the lowest possible cost. In this

light, I believe there may be grounds for discussions between

consumer advocates, utility officials and regulators.

Certainly the energy world is changing. Whether regulation is

the horse or the cart is not always clear. What is clear is that

between market forces, federal court decisions and FERC's perennial

NOPRs and mega-NOPRs, the natural gas landscape is riddled with

bombshells. Indeed, we've reached the point where the world

appears to be turned upside down. If FERC's mega-NOPR becomes

final, interstate pipelines that supplied virtually all of an LDC's

needs through bundled sales service less than a decade ago now will

be unable to supply virtually any bundled sales service. Other

examples abound. With this changing world, it is appropriate to

consider whether there are mechanisms through which to more

effectively regulate LDC's. Incentive regulation potentially is
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one such mechanism.

If there is to be an incentive plan for LDC regulation, it

must be a plan that benefits both shareholders and ratepayers. For

incentive regulation to be successful from the ratepayers' point of

view, the incentives granted to a utility's management should be

rewards for improvements in a utility's performance. In other

words, there must be clear goals set for management and the

fulfillment or lack of fulfillment should result in rewards or

penalties. These must be goals which are within the control of

management. For instance, it does little good for ratepayers if a

utility's net operating income is increased because of unusually

cold temperatures. Conversely, it may benefit ratepayers if net

operating income is increased because maintenance procedures are

made more efficient and thus less costly. Thus, there must be a

tie between the conduct of management and any incentive.

Performance incentives should be granted only over discrete areas

where the ability to curb costs is real and achievable and

dependent on management resourcefulness. Moreover, there must be

a reasonable method by which to audit this improved performance.

Just as regulators would not want to encourage gold-plating, they

should be wary of any attempts to increase perceived efficiencies

and thus incentives through deferring or delaying necessary

maintenance or improvements, a process I would call "paper

plating." System reliability simply cannot be the sacrificial lamb

of a utility which is focused on maximizing profits under an

incentive plan.
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Are there areas where incentive regulation should be explored?

There may be. For instance, as we all are aware, all significant

gas purchasing decisions are being shifted to LDC's because of the

Mega-NOPR and other events. This means that LDC's will have a

great deal more responsibility and discretion in devising supply

portfolios. Under many states' current practices, including those

in Indiana, an LDC's gas costs are passed through on a dollar-for-

dollar basis—no more and no less. Purchasing decisions seldom

receive the type of serious review they will deserve in the post-

mega NOPR world. It may well be that shareholders and ratepayers

alike could benefit from a mechanism that encourages management to

effectively bargain for least cost reliable gas supply by rewarding

and/or penalizing purchasing decisions in some meaningful way. The

National Regulatory Research Institute has proposed such a

mechanism. NRRI's proposed fixed weight PGA would reward an LDC

for managerial efficiency in purchasing practices by comparing

performance against a weighted average cost of gas. As the NRRI

author suggests, I do not know that this is necessarily an area

where incentives can effectively enhance traditional rate of return

regulation, but I certainly agree that such examination is

appropriate.

Incentive regulation may also be appropriate in the area of

demand side management. Although this concept more acutely affects

regulatory choices in the electric industry, the need for energy

conservation certainly applies in the gas industry, and innovative

incentive mechanisms may well be an appropriate means of promoting
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such conservation.

To conclude, traditional rate of return regulation has been a

deserving mainstay of public utility regulation for most of this

century. While notions c? regulation may be changing, it is not

necessarily time to abandon the traditional manner in which just

and reasonable rates are determined. Instead, there may be

opportunities to incorporate incentives for efficient LDC operation

into this structure. This may especially be the case with LDCs'

gas procurement practices.

Whatever the result, it continues to be important that

dialogues such as this be conducted. Working together, I am

confident that regulators, utility management and consumer

advocates can collectively arrive at solutions that best benefit

shareholders and ratepayers alike, and, ultimately, the industry as

a whole. Who knows? Even Mikey might like it.

Thank you.
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Moderator Hon. Steven M. Fetter: Thank you Jim. I should say that I understand
the impression from his biography that Jim was lawyer, but we gave him 15 minutes to
speak, expected 20 and he took 13. Our final speaker on the panel is Richard D.
Farman, who is Chairman of the Board and Chief Executive Officer of the Southern
California Gas Company, the nation's largest natural gas distribution company. Mr.
Farman has served in several capacities since 1978 with Pacific Enterprises, the gas
company's parent company and other affiliates of the gas company. He became
Chairman and CEO on January 1st of 1989. He earned a Bachelor of Arts degree in
Economics in Stanford University in 1957 and from 57 to 1960, he served as a
Lieutenant in the United States Navy, returning to Stanford to earn a law degree in
1963. Dick Farman is this year's Chairman of the American Gas Association, and we
welcome him.
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R. D. Farman, Chairman
Southern California Gas Co.

Should Some Type of Incentive Regulation Replace Traditonal
Methods for Regulating LDCs?

Feb. 5, 1992
NARUC-DOE Natural Gas Conference

Regulation: What Gas Utility Managers Want and Fear

While the words "incentive regulation" mean different things to different people, I
think we can agree that the fundamental concept is to replace traditional, "cost
plus," retum-on-ratebase regulation with a new set of regulatory mechanisms
that would encourage utilities to operate efficiently and directly link their financial
success with their ability to meet customer needs in the market place.

We all sense that incentive regulation -- on a conceptual level - is politically
correct, but equally important, it is also intellectually appealing. What rational
person could not favor a system that promised to reduce the stultifying, tedious,
expensive litigation of the regulatory process? Who among us does not want to
believe that, unshackled from regulation, we would be successful competitors in
a free market?

If incentive regulation means greater management flexibility, quicker and
more streamlined regulatory processes, and utility financial rewards
based on how well customer needs are met -- then yes, we favor incentive
regulation.

And yet, what utility manager - deep in his or her heart - does not also fear that
incentive regulation might develop into a different, and potentially worse, set of
regulatory burdens? Put another way, utilities might be trading in the short but
familiar leather leashes we have grown used to for chains that are longer but end
in choke collars around our necks.

Our concern is that incentive regulation could add to, rather than reduce,
the regulatory burden; could impose arbitrary, inappropriate productivity
or efficiency targets, or would embody a risk/reward ratio skewed more
heavily toward financial penalties than opportunities to increase earnings.

The reason for these wants, and for these fears, is recognition that our world has
changed and that we, and our regulators, need to find a better way to operate as
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R. D. Fa/man I Incentive Regulation

traditionaJ monopoly markets are increasingly opened to competition. If
incentive regulation is to provide utilities with a better ability to meet customer
needs in the market place, then our first step toward a new regulatory structure
is reaching a common understanding of th© problems and issues that confront
us. Over the past decade, regulation has struggled to keep pace with the
development of real competition for traditional utility markets and services so we
should recognize that, in the long run, economic and competitive forces will
drive regulatory change.

Forces for Change

We know that the forces of global competition are having an effect on our
commercial and industrial customers and on our own companies. Southern
California Gas Co., for example, is committed to becoming a market driven,
customer oriented company, and to running the utility as a competitive business,
regardless of the regulatory structure. We want the natural gas related services
we provide to enhance the economic strength of the southern California
economy and to bolster the competitiveness of our customers as they face
increasingly intense global economic competition.

Clearly, in light of these corporate goals, we would prefer a regulatory structure
that encourages and rewards our efforts to be competitive, rather than one that
makes these goals more difficult to achieve. While state and federal regulators
have "deregulated" gas sales and created gas transportation to inject
competition into traditional monopoly markets, the fundamental principles of
utility regulation remain largely intact. TraditionaJ regulation poses obstacles
because it:

1) Doesni provide utilities with effective incentives to minimize
operational costs;

2) Diverts the focus of utility managers from delivering value to
customers to managing the regulatory process;

3) Doesnt encourage the introduction of new technologies or new
products or services; and

4) Is reluctant to give utilities the flexibility needed to compete in
contestable markets.

In fact, most of us in this room probably share a belief that traditional regulatory
processes are too slow, too time consuming and too costly to enable utilities to
address and adapt to a very dynamic marketplace. What then are the
alternatives?



R. D. Farman I incentive Regulation

The Telecommunications Model

It is tempting to look at incentive regulation, as it has been applied to phone
companies, as a model for restructuring regulation for energy utilities. Yet, there
are important differences between these industries that would have to be
addressed to make the telecommunications model appropriate for a natural gas
utility.

Fundamental Technology - Telecommunications continues to benefit
from major technological innovations. The gas industry has no anologies
to microwave, fiber optics, electronic switching systems and satellite
delivery systems nor the marriage of the phone with the computer and the
resulting potential new information products that can be offered.

Rate Caps and Indexing to Promote Productivity - There is no micro-
processor in our future that is going to enable us to double pipeline
capacity or use our distribution network to deliver more than one product.
Without this type of opportunity to achieve substantial cost or work force
reductions, it is unrealistic to assume that the cost of basic gas utility
services will continue to decline over time. Yet, this is the fundamental
assumption implicit in incentive regulation to date. Applying such a
productivity index could quickly bump into the utility's continuing
obligation to serve.

Gas Costs - Clearly, the logic of incentive regulation only holds true when
applied to costs that management can truly control or substantially affect
However, half or more of an LDC's costs reflect the cost of gas - costs
which are heavily influenced by weather and market conditions outside
the utility's control. Gas prices have fluctuated over greater than a two-to-
one range during the past three winters.

However, despite the need for industry-specific adjustments, the fundamental
premise of moving away from a "cost plus" mentality for utility pricing is also the
key direction that we must move in. Utility management must be given greater
flexibility to price at competitive levels and incentives to reduce its costs of
providing service. At the same time, it seems clear to us that regulation can be
improved without sacrificing or compromising the legitimate role of regulators in
protecting customers against the possible abuse of utility market power. We
must somehow find mechanisms that protect the ratepayer, benefit the customer
and reward the shareholder simultaneously.



R. D. Farman I Incentive Regulation

Developing Appropriate Mechanisms

As we look to create the appropriate kind of incentive mechanisms, we will first
need to achieve mutual agreement on our goals.

First, do utilities, regulators and customers all share a commitment to
more streamlined approaches to regulation? Utilities devote substantial
resources to regulatory processes; so too do commissions. Are all
parties truly committed to finding ways to streamline these processes?

Second, we must find better means to directly link the interests of the
utilities with the interests of the customers they serve. A utility's financial
success should be based less on achieving a favorable decision from
regulators and more on how well it meets the needs of its customers.

Third, regulators and other public policy makers must prove willing to
redefine their relationships to utilities and embrace the concept of "light
handed" regulation. What is needed is a new social compact that permits
incentives and competitive forces to substitute for traditional regulatory
oversight.

Much of the focus of this conference has been on increasing gas demand. If we
are to succeed in making natural gas the "fuel of choice," we have to be cost
competitive with other energy and service alternatives available to customers.
Streamlined regulation which contributes to reduced industry costs or improved
efficiency can help us achieve that industry objective.

This year's "working together" theme of the American Gas Association refers to
more than just the three segments of the industry: producers, pipelines and local
distribution companies. It includes regulators as well. We all need to work
together more cooperatively. And, if we focus our common efforts on regulatory
changes that can enhance our competitiveness, there is good reason to be
optimistic about the possibilities for incentive regulation.



Moderator Hon. Steven M. Fetter: Let me say that the hallmark of Frank Heintzs'
service as chairman of the Gas Committee has been to get us started on time and out
on time. I think we better forego questions and let me ask that you not take an
unregulated break. Frank has promised we'll be done, even if means cutting off
speakers at the end, so it's your choice, would you rather have a cup of coffee, or
hear Leo Reinbold. I leave it to you. Let's thank this panel for their speeches.
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Moderator: The Hon. Scott Neitzel, Commissioner, Wisconsin Public Service
Commission

I would like to thank everybody for sticking around for this. I am pleased to announce
that this is the final panel of the conference. This is also, for those of you who didn't
know this, the day of the conference that was not scheduled originally, but was put on
to accommodate Leo Reinbold, who wanted to speak.

My name is Scott Neitzel. I am a commissioner from Wisconsin. I've only been a
commissioner for a month, so I have no reaction to what I've heard today until I
consult with staff. However, we do have a panel here of regulators who have been
around for quite sometime and I hope you're looking forward as I am to their reaction
to what we have heard today and previously. So I will just introduce them down the
line and then have them come up individually after the other one's done, so that we
move along as quickly as possible.

First will be Joseph Rhodes, Jr., who is Vice Chairman of the Pennsylvania Public
Utilities Commission. Next is William Redman, Jr., Chairman of the North Carolina
Utility Commission. And then Fred Corban, who, like myself is just a lowly
Commissioner from the Indiana Utilities Commission. Then we have another
chairman, Sharon Nelson, from Washington and hopefully we'll end it there. Oh, Leo.
You know I did want to compliment Leo for being able to make it to this conference,
however, because, as maybe you don't know, Leo's a pretty happy go lucky guy and
he doesn't like to talk about personal tragedies in his life. But over the weekend Leo
had a fire at his house. Leo's personal library was completely gutted, both books
were destroyed. But what really upset Leo is that he was not done coloring the
second book. So with that, I'll introduce Joseph Rhodes from Pennsylvania.

Joseph Rhodes, Jr., Vice Chairman, Pennsylvania, Public Utility Commission

Thanks Scott, my first observation of the morning is that it's appropriate to tell Frank
Heintz what a great conference it is. It was a great conference, Frank.

Those of you who know me in Pennsylvania will probably think this is an odd thing to
say, but I'm going to unreconstruct what I heard today. Frankly, when Rick Richard
was talking about how FERC is engaged in an orderly retreat, not a route from
regulating the gas industry, my first thought was, is this really an orderly retreat? Or
are we talking about the fog of war. And then I thought, maybe it wasn't a fog of war,
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just a smoke screen. Because, as a regulator in Pennsylvania, I am less than
impressed that all this talk about competition really amounts to nothing more than self-
serving propaganda from those who don't like the way the market has gone under the
current rules. I would be much more inclined to be supportive of this notion, of these
dynamics, if the price of natural gas wasn't south of $1 per Mcf and my ratepayers
weren't doing really poorly, getting pounded by high cost gas. If that was the
environment, and everybody was talking about Mega-NOPRs and how we ought to get
out of the regulatory business, I'd be one of those cheering radicals. But right now I'm
an unreconstructed conservative and I just don't understand it all.

Costello's argument about incentive regulations that should function as a transition to
deregulation, I was sympathetic to that. I, in fact, think that when the market becomes
competitive, we should deregulate it. But I would caution you that a lot less of what
we are supposed to regulate is really a competitive market than some would have you
believe. A lot less. There is a lot of self-serving greed going on in this whole
discussion about competition. This Administration, and it's prior Administration, has
been the friend of certain segments of the market, not the friend of ratepayers.

Okay. Now that I've said my nice comments, I just want to get onto what I really
wanted to say, which was, look, we state regulators have to face it that we're down to
virtually an endangered species. We have to circle the wagons, they'll become South
African loggers. It's going to be really tough for us, because we're going to sound like
we're not part of the rhetoric of competition.

But let me just tell you something, all of us state regulators, and I speak for the state
regulators. You know and I know that any system of regulation can work in terms of
those we regulate if you really want to do it. Now some of you say, the carrot and
stick thing is, carrots are much better than sticks. I don't agree at all. I think sticks
are great, if you're willing to wield them. Not all of us are willing to swing that stick. I
believe when it's appropriate, it's a great idea to swing the stick. If, in fact, we loose
the game, and those who want to make money by confusing the situation with a
smoke screen succeed, and this Administration in Washington throws it all back on us,
I think the final refuge of state regulators is going to be to really push hard to clarify
what is the LOC And I think that goes two ways and I'll end with this.

One is, the first panel this morning, which was the combination company panel,
seemed to be like everybody on the panel was saying it's a good idea to make the
gas company distinct, and I agree with that. I think it's much easier to figure out
what's going on in terms of cross subsidization and all the rest if they are distinct.
Either distinct business units, or spun-off companies.

The next stage is going to be however, in this "changing market", and I'm reaJ
suspicious of that term, but this changing market, this really dynamic changing market
is going to be really hard to figure out whether or not the vertically integrated
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companies ought to deverticalize themselves. Columbia Gas in Pennsylvania is in
bankruptcy not because the LDC screwed up. And CNG could be in the same
situation. And what the Virginia company was talking today about how they are really
getting all kinds of synergies from CNG, my first thought was why doesn't CNG just
spin you off if you're so great and hire CNG as a consultant. I think that's the future, if
we're going to really defend our ratepayers from what's coming. Thank you.

William W. Redman, Jr., Chairman, North Carolina Utility Commission

I thought he was going to jab a little a bit with his left, and then come with his right,
but he hit with the right to begin with.

I just want you to know that I have sat on injection seats that are more comfortable
than these chairs. And a couple of times ! was ready to pull the face curtain and go
ahead and eject and see if it worked. I'm also convinced that this meeting was
subsidized by the chiropractors, and I know that Frank and Henson Moore have a
great way to get a good turnout for all these meetings. And that is to invite all the
participants to come and speak. And then everybody stays around as a courtesy. I
am either 68 or 69, I lost count in there, somewhere along the line.

But being out here in the West, and I do want to tell the folks from Arizona, this is a
beautiful country. And the other day a couple of cowboys were out here on the range
and they ran up on a herd of buffalo, and one cowboy said to the other one, he said,
"you know this is the smelliest, filthiest, dirtiest herd of buffalo, I've ever been around
in my life." Then one buffalo was overheard saying to the other one: "I thought out
here in the west there were not supposed to be any discouraging words."

Well I've also learned that a great deal of unhappiness over the years comes from
comparing ourselves with others. So I'm not going to attempt to compare ourselves
too much with other people in other states. I can't really discuss too much about
combination companies, because today is the first time I've heard anything from a
combination company. We don't have any in North Carolina. But I can tell you this,
that the chart that was on the screen that Virginia Gas Company had up there about
their customer acceptance may be skewed, because we had VEPCO that operated in
the northeastern part of North Carolina, and people use to really raise cain with them
during the ratecases, and they changed their name to North Carolina Power. And we
go down there now for public hearings for rate cases and the people get up and they
say -- we love North Carolina, that damned old VEPCO's gone. So I think that chart
may be skewed just a little bit.

And I will tell you that i heard the issue on bypass several times up here. We've
experienced bypass, and as a matter of fact, we've approved one area of bypass for a
qualifying facility that absolutely could not work out its problems with the LDC. And
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that not ought to occur, but it did and the company ran a 10-mile pipe to the interstate
and has it's own gas now. So you need to get down to negotiating a little bit better, or
some of these companies do.

North Carolina is very unique from the standpoint that we have 39 counties that are
served with natural gas. It happens to be that the 10th largest county in the state is
not served with natural gas, Onslo. And we also have two marine core bases, the
Camp Lejeune and Cherry Point Marine Corps Air Station there, and they heat with
coal. And I hear all the folks from the federal level talking about doing something to
sell more gas, and i would suggest that we start looking at some of the military bases,
some of the federal prisons. They're still heating with coal and using a lot of coal, and
start there. And then the other people will come a long. But I think that could be one
start.

One of the greatest teachers of all times is history. I guess. And as food for thought, I
wanted to share with you what I've learned since I've been on the commission. Some
past experiences with incentive regulation. In the mid-1980s, incentive regulation
became the total obsession and the battle cry for the telephone industry for North
Carolina. Never in all of my years of government service have I seen such a massive
and total effort by the utility industry to initiate such significant legislative change. To
their credit, they were successful in mid-1989 in getting this legislation through and
passed to authorize our utility commission to allow incentive regulation after
application from the industry and hearings. Big battle. All the old brothers and sisters
have now become distant cousins. And I want to tell you what's happened since
that's been passed. There has not been one of our 26 local exchange companies
that's made an application to the commission to implement incentive regulation. Not
one.

Lessons learned? Maybe that so-called traditional regulation may be okay.
Regulators are not necessarily the enemy either. And other changes to the system
may be better for all concerned. My belief is that the industry would be a lot better off
at the present time, as an initial step anyway in focusing on changes to the regulatory
framework as was brought out by the other panel. That would give greater flexibility
and more timely response to the changing markets and technology. Making rate
changes through simple tariff filing mechanisms, somewhat like the telephone
companies are able to do, and having a forward looking test period instead of a
historical one. I would urge each of you to examine some of the things that go on
with the other industries in your state utilities, and see if they don't have a better way
of doing it, and if so, try and implement it. But you've got to stop being the invisible
utility in and around the state legislatures. You need a presence there, and that
presence has really been lacking in a lot of states, and particularly my own, and we're
correcting that. Thank you.
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Frederick L. Corban, Commissioner, Indiana Utility Regulatory Commission

In the interest of time, I will say it's been great. But! do have one suggestion, I think
we should have had about one less participant in each panel so we had more time for
real dialogue. The longer coffee breaks worked well. I had an opportunity to talk to
you. But if we want to have dialogue the next time, shorten the number.

Let me point out one thing that we've said, but I don't think it was adequately
emphasized. Regulators have a great influence over the lives of many people in this
room. But regulators do not soleiy set up the regulations. They are also part of the
body of law. So in some of these cases, even maybe opinions that I express here
and some observations, I can't necessarily implement as a regulator, no matter how
strongly I believe them. I'm fascinated. I've been thinking for three days I wanted to
talk about the telephone industry, and here Mr. Farman, and now Bill bring that up. I
think you should go out and look at what's happened in telecommunications. I agree
with Mr. Farman that there are not good parallels because of the technology thing.
But on the one hand, I'm not sure with the deregulation or flexible regulation and the
various other steps that have happened in telecommunications, we have seen that
much technology which would not have occurred under full regulation.

For example, AT&T, MCI, Sprint, will all tell you how marvelously long-distance rates
have come down, and they have. Unfortunately, at the state level we see most of that
change is a result of access charges. That is, transferring the cost of the local plant
to you as a local subscriber to telephone and taking it out of your long-distance rates.
Economically I think this is appropriate. But of the 41 percent decrease in AT&T
intrastate rates in the state of Indiana, 35 percent of it was access charges.

Okay, so what other lessons can we learn comparing telecommunications changes
with the gas industry? Well it's clear that they've had bypass, and it hasn't been as
disastrous as people predicted. !n fact, I think I heard the word bypass in the
telecommunications industry about six months before I first heard it in the gas
industry. But the other thing is that bypass also occurred at a time of rapidly growing
volume. Sales are up tremendously, local telephone companies and competing long
distance companies have done well, because even when they've lost market share,
they've grown in total revenue.

When we say that there aren't the electronic things involved in the gas business that
there are in the telecommunications business, I think of one exception, part of which is
already taken place, and part of which the Mega-NOPR is going to bring on. And
that's the question of knowing what's going on in the system. The signalling system in
telecommunications, I think, may be the equivalent of what you are going to see in
knowing whose gas is where, what's being produced and so on. And it's marvelous, it
works well, but when there is a problem, it is a total problem. Things stop. That
should not discourage us from proceeding with some of the things that are being
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pushed, but I think that you, as operators, as marketers, whatever hat you wish to
wear, should be aware that the more integrated we become in our system and the
more complex, the greater disasters when there's a bump.

One quick comment about combination companies. I would concede to Charles that
this is anecdotal. But is the situation with combination companies a phenomenon of
regulation or is a just another example of some of the problems of diversification?
Managements that get into businesses they either don't wish to really pursue or they
don't understand: Is a combination gas and electric utility much different than a steel
company buying federal savings and loans, or a forest products company diversifying
into financial and engineering service? No. You can do it, but if you don't understand
the business, you don't understand what level return you should have because of the
varying risks. The more conservative business you bought, or the riskier business you
bought, you can be in deep trouble. And we have had 40 years of proof of that, I
could say at least, maybe the entire life of the country.

One quick thing about incentives. I was interested to hear Ken Costello's comment
about the possible conflict between incentive regulation and integrated resource
planning. I spent over 10 years of my career as a strategic planner, and I feel
strongly that no company can succeed without good planning, and I think, nothing is
more iliusionary to believe than you've got a perfect plan. So I share some of that
concern that we should be, as regulators, encouraging people to plan, but not trying to
pick the winners, as we were discouraged from doing the other day.

Sharon L. Nelson, Chairman, Washington Utilities and Transportation
Commission

As several other members of the panel and as Dennis Nagel did the other day, I have
to issue a disclaimer on my expertise with respect to the natural gas industry. Most of
mine also is in telecommunications. And usually, Frank, when I have very little
knowiedge, I have very strong opinions about subjects, but I guess it's a testament to
the success of this conference that I've really learned that there's a lot of danger in a
little knowledge with respect to this industry at this date and time. So I'll go away from
here and try to work to synthesize the various competing views I've heard here and to
study what's going on in our sister sibling jurisdictions around the country.

I think the Washington Utilities and Transportation Commission has a lot to learn from
our colleagues in other jurisdictions. We've taken some steps with respect to many of
the issues we've heard here. Although Bud Pardini and I will be returning here to the
conference phase of a gas transportation rate design case, and we'll let you know
what sort of policies we've established, once we're through with that.
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At telecommunications conferences we typically hear a lot of CEOs whining about their
particular unfair competitive advantages in the marketplaces where they perceive
themselves operating. I haven't heard that here today. I've heard a lot over the last
three days. I heard this morning bold calls for divestiture and/or separate subsidiaries
for the combined gas/electric utilities. We also heard Charles Stalon, and ! expected
to hear him do this, in his usual erudite way, call for all of us to worship at the great
go«te of quote, capital M-Market, capital F-Forces. And given my background in
telecommunications, I do agree with Charles that competition in the marketplace is a
wonderfully decentralized approach, very efficient mechanism to delivering services
and goods to consumers.

And economists typically do worship at that god. But we have also seen in the last
two and a half days that businessmen don't. The recommendations for public policy
initiatives that we've heard from various representatives of various segments of this
industry remind me of how Russell Long, the great former Senator, the Senate
Finance Committee Chair, described how recommendations were made for tax policy,
which were essentially, "don't tax you, don't tax me, tax that feller behind the tree."
And I think, Charles, as long as the policy gridlock persists in Congress because of
these rather competing points of view, your single vote is not going to change the
status quo.

That said, I do think and I agree with several of the speakers we heard this morning
that markets need to be defined very precisely. When we think about changing our
regulatory apparatus in order to face the new opportunities and challenges that face
this industry. But they need to be examined precisely, and they need to be examined
from the consumer point of view. And then whatever new approaches we decide to
take, we need to examine the state of competition in those markets very, very
accurately. And I must say to the LDC members of our audience here today that in
terms of competition analysis, you really lack one basic freedom. You do not have the
freedom to enter and you do not have the freedom to exit your markets. You do not
have the freedom to fail. We can afford to loose retailers of women's clothes and so
on, we can afford to loose a Mexican restaurant in Phoenix, but we cannot afford to
loose your services for a very important part of our population.

And so with that, I think as we approach incentive regulation, we do need to keep in
mind as Rick Richard reminded us that there are bottlenecks still there. There are
remnants of natural monopoly. And we need to craft our regulatory superstructure
accordingly when we look at incentive regulation. At a previous conference I attended
dealing with positive and removing negative disincentives for the electric industry, one
consumer advocate joked that pretty soon they're going to need a positive incentive,
even to send out the bills. Now I hope we don't get to that state here. As a former
drafter of our state's telecommunications law, involving innovative decoupling
arrangement for one of our state's dominant electric utilities, I would like to just
conclude by saying, whatever new methods we adopt should be symmetrical. There
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should be upside and downside risk. ! will take a look at the Brooklyn Union case. I
was pleased to hear it described as having price caps on the upside, but indicating
that if cost cutting undermines quality of service that there would be some downside
risk for the imprudent utility who might be tempted to increase profits at the expense
of cost-of-service. So with that, thank you for your attention.

Leo M. Reinbold, Commissioner, North Dakota, Public Service Commission

Thank you. Scott said, be short. Easy for you to say. In the introduction, he cuts me
up and then he wants me to be nice to him. He said, don't tell any short stories, he
says, I'm fed up to here with them, in fact, Scott does not claim to be short, he said
he's dimensionally disadvantaged, or structurally chaiienged. This is a good audience.
Not as good as the one ! had two weeks ago when I spoke at Fargo, to the Upper
Great Plains Association of Certified Midgets, I got a standing ovation, didn't know it.
What else is happening here. Well, what I have to say will bear some sort of a
resemblance to what Ole said after he had heard his first Mozart concert. Somebody
said, "well, what did you think?" He said, "I'm sure it's better than it sounded." This
group has been referred to as the bitter end and the pot at the end of the rainbow, I
don't know what we are. Weli my friends I've had some successes in public speaking
but I was really taken back during the State of the Union message when, did you
notice our President was interrupted by applause 71 times, it broke my record, by 70.

Well this is a conclusion to an absolutely great conference, and I wouldn't have
missed it for the world. It's absolutely great. We know more about what we are
about. We know more about who we are and we also know that we need help and
we also need to help each other. And that's the way to do it, to help each other. You
can't depend on help from the government all the time. Even though I'm in
government, you know, let me give you an example of the efficiencies or inefficiencies
of government. These two guys up in Haven, North Dakota, they needed to increase
their income so they decided to raise chickens. So they bought two chickens and they
tilled up the garden and they planted them one evening, had their head sticking out
good and watered them. The next morning they came out, the damn chickens were
dead. So they figured they'd done something wrong. So that evening they tilled up
more garden and they got two more chickens and they planted, this time upside down.
You never know where chickens make roots. The next morning they came out, the
damn chickens were dead again. So they said, we must be doing something, so they
wrote to the Department of Agriculture in Washington and explained exactly what they
had done. And they got a form letter back two-and a-half months later, and it said:
Sirs, in order for us to help you, we're going to have to get a soil sample. Well, so
don't always depend on the government, okay?

Well I'd like to say a few things about some things I didn't hear at the conference,
even though it's one of the best ones I've ever been to. I didn't hear a great deal of
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discussion about plans and programs and scenarios, short and long term, for solving
the greatest problem we have in the entire country -- jobs development. And I don't
know exactly how'd you work it in. But with 69 speakers, we should really have
somebody talking about the benefits to the utility in the face of jobs development. So
because we didn't hear that, and we didn't hear a lot of other things, I think we ought
to have another conference. And I think it should be in one year in Bismarck. In fact,
I'm going back right now and put a hold on the second floor of the Days Inn. I assure
you that I don't care what the crowd's going to be, everybody's going to get into a
room. It's going to be quite a few people in that room, but we can talk with John to do
the catering.

What did we hear? Well we heard some breast-beating and we saw it, and we
witnessed it. We heard some doom and gloom, a lot of it, too damn much. We also
heard some great optimism and other sparks of optimism, and I heard Martin Allday
say, and I quote, profit is not the bad word. And I love it, I live by that creed. I am a
profit-oriented person and that's exactly my opinion as a regulator.

Well, ! heard another quotation which kind of sums up the way I think when I come to
a conference, and when I'm in the middle of a conference, when I leave. I heard a
commissioner ask someone, am I supposed to understand this? And that's a fact. I'll
tell you, there is so much that I don't understand, but I tell you, even if you don't
understand it, you know if you've got the right attitude. And that's what
Commissioners are all about, as a matter of fact, mostly attitude.

Oh, another thing we heard a great deal about was supply predictions and estimates
and projections. Commissioner Julius Kearney, from Arkansas, asked the question, is
it 7 years, 35 years, 100 years or 88 years, he said he heard them all. Julius, none of
those. I've got my own projections, it's 106 years, 4 months, 2 week, 3 days, 11
hours and 12 seconds, that's an estimate. That is unless we go forward with a
program of intercontinental pipeline system, then we add 19 years.

Oh, another thing I heard. And I want everybody to know that I heard it, and I want all
of you to know that it was said. Yes. The pipelines, the pipeline companies as one in
the group of gas family membership, the pipelines are yes, definitely responsible for
the support cf natural gas research and development in the short and the long run,
and I think you can all agree to that.

What else did we talk about? Several people mentioned December of 1989. You
remember that? You all remember December of 1989? Sure, it got cold. I remember
old Lena out there, lived south of Mayville there in Trailor County. She heard on the
radio that President Bush had said, turn your thermostats down to 68 degrees, well
she did. She had her damn turkey in the oven for four days and never got it done.
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What else do we have to do to conclude about this conference here? It's going to
take me until next year at Bismarck to get back into the good graces of Scott, I'm
sure.

Moderators for the first panel this morning, Commissioner Tom Dorman, he said he
didn't know anything about the subject and proved it. Okay. Now I admire a guy who
says, I'm a brand new Commissioner and I don't know exactly what's going on, but I'll
help. Oh then S. Kinnie Smith, he participated. I'm always a little leery of people who
have initials before their first name? You got something to hide? But he did say
something that I really enjoyed, he said, the role of the regulator is very critical. Well
I'm going to put that in the paper when I get back to Bismarck. It's an election year
you know.

Philip Ashton, he said some nice things, but I question him about all this automatic
meter reading. I've got two cousins who are meter readers and they need the work.

Well Charlie Stalon, Charlie you're still very academic, and I want to compliment you
on some things except for that fact that you still talk like an economist. You know, I've
known you since 1981 and I don't know what's happening, but I'm beginning to
understand what you're saying.

Oh some of the combination electric and gas utilities are too small to divest, I noticed
that too. Steve Fetter, he was cleaver as always.

Rick Richard, he used that quotation from Yogi Berra, "if you don't know where you're
going you're likely to get there." Well there was another one that kind of parallels.
Sometimes, especially with us, as a family of gas people interested in gas. There's
another famous quotation, "Sometimes it doesn't make any difference exactly where
you're going as long as you're on the way." You've got to be doing something which
leads me to my all time favorite quotation which I have on my door, and it's a picture
of these ducks standing around, and it says, "Oo something, lead, follow, or get out of
the way." And that's the way I feel about everyone in this room: do something, lead,
follow, or get out of the way.

Well, it's about time that I quit, and I'm going to sum up with, I had a kind of extra
emergency page here with my reactions to the two panels, just in case I didn't get all
this time, here it goes: Nice tie; good voice; you got some new glasses didn't you;
well kept beard, sure look young; nice to see you; and my friends, nice to be with you.
Thank you very much.
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Hon. Scott Neitzel: I would like to at this time compliment myself actually, on actually
quitting on time. We were scheduled to quit at 11:45, it's 11:44. Thank you panelists,
except for Leo. We would have been done at 11:36. But at this time I would like to
introduce the person who has realiy been the driver behind the conference, he made it
happen, and you've heard from everybody here that it has been one of the most
successful conferences that anybody can remember. It's been the best conference
I've been at since becoming a commissioner 30 days ago. And I think we all owe a
great deal of gratitude to the Chairman of the Maryland Commission and the
Chairman of the NARUC Gas Committee on putting this conference together, and I'd
like to introduce him right now, Frank Heintz from Maryland.

Hon. Frank O. Heintz, Chair, NARUC Committee on Gas

Thank you. In order to end my acute embarrassment, I'm glad you've taken your
seats quickly. Because candidly, this is not one person's effort. This is the result of
Henson Moore, Linda Stuntz, Ken Malloy, Mike Foley and many others in this room
who have made this conference, I believe, the successful one that it has been. I'm
please and proud to have had a role in it, but we need to recognize that this
conference is the work of many, many individuals, and applause is due to those many
individuals.

You know we have been in but one room together two-and a-half days, but we have
covered a lot of ground. A dozen major topics, some 70 speakers, including the panel
speakers, the presenters and commissioners, and all of North Dakota, we have
covered as part of the ground. You know, the conference, though, is part of an
ongoing dialogue and I think I need to make that point. The issues which we have
considered here over the last two-and a-half days are not new to this conference, and
the discussion of them precede this conference, and importantly, the discussion of
them must continue after this conference. Those of us who have made the
arrangements for the conference hope that it has facilitated an understanding and a
resolution of these important issues.

We want the dialogue to continue and so as conference registrants, please expect to
receive within the next 30 to 40 days, a conference proceedings, so that you can
share with others and consider it in greater depth, those presentations that you want
to further consider. We are going to make known to others who were not here that
the conference proceedings are available and invite others to read it and react to it. In
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the Federal Register in early March, look for a notice from the Department of Energy
inviting comments about this proceeding so that the dialogue will be in March to invite
the participation of many who could not be here. There will also be tapes available,
and at a later date, you will receive notice of where you can buy those tapes and what
the price will be for them.

Commissioner Fred Corban has suggested that maybe next time we should have
more Q&A, and I'm sure there are a lot of suggestions about how we might yet further
improve this conference. So we will be sending you an evaluation form and ask for
your feedback. In the meantime, if you have something you'd like to share, bring it to
my attention, Ken Malloy's attention, or Mike Foiey's attention and we will make sure
that DOE and NARUC are aware of those good suggestions for yet a better
conference next time around. We would like to know whether you think there should
be another conference next time around, and if so, are we talking 12 months, or 24
months down the road.

Thanks to the speakers, many of whom are still here for your thought-provoking ideas,
for your careful preparation, and for your adherence to those strict, and I think
frustrating, time lines under which you operated. Especially thanks to the audience,
we have tested you by having a conference starting at 8:30 and ending at 5:30 with
little time to do anything other than scoot to the lavatory and back again. You have
been amazingly attentive. You've asked good questions and answers and you have
certainly proven your metal as you have stuck through this conference from morning
to night for two-and a-half days.

On behalf of the U.S. Department of Energy and the National Association of
Regulatory Utility Commissions, I will adjourn this conference with best wishes for safe
travel home.

Thank you.
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