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1. INTRODUCTION 

The U.S. Department of Energy (DOE) is assisting the Public Service Commission (PSC) 
of the State of Maryland to develop a new regulatory approach to affect the distribution of 
natural gas services. This assistarice is a collaborative effort in support of the DOE'S The 
Domestic Natural Gas and Oil Initiative. 

In the numerous working sessions in this collaborative effort, several ideas were 
presented that could contribute to a more competitive and efficient gas supply and distribution 
market in Maryland. It quickly became clear that we needed a way to systematically assess the 
various regulatory options developed internally and under consideration in other states. The first 
version of this options paper was intended to be an internal working paper - not published or 
circulated outside the DOWPSC collaborative. The paper provided a way to organize our own 
thinking and to assess the regulatory options in a systematic way. Our approach to considering 
regulatory options may be useful to other states that are considering a more competitive model. 
We therefore decided to circulate this paper and to keep it near original form. 

This options paper defmes a few basic principles that are central to the Maryland staff 
proposals' for future regulation of Maryland local distribution companies (LDCs) presented to 
Maryland Commission. First, the major services LDCs currently provide can be viewed as two 
types of bundles of energy related services. One bundle consists of gas supply services up to 
the city-gate and the other consists of distribution services. The major implication of this point 
is that different services could be subject to different regulatory treatment. Second, all or most 
distribution functions (with related services) appear to be a natural monopoly and must therefore 
continue to receive regulatory treatment. Third, city-gate supply and other energy related 
services are provided in markets that are competitive or potentially competitive. Fourth, 
regulation should encourage the development of competitive markets where practical but avoid 
the temptation to direct specifk market outcomes. Market forces, not regulation, should direct 
the evolution of competitive services. These basic principles are conveyed in this options paper 
and they guided the development of the PSC staff recommendations. 

A guiding principle that emerged from this effort could be summarized as follows: A 
service should be regulated where a market is inherently non-competitive, but regulation should 
attempt to achieve as efficient an outcome as possible. A service should be deregulated where 
a market is potentially competitive, but deregulation should reflect a practical understanding of 

' A Framework for Future Regulation of Gas Services in Maryland, Recommendations of Staff of the 
Maryland Public Service Commission, Baltimore, Md., December 20, 1994. Some of the underlying principles 
in this paper are developed in greater length in the report, Ronald J. Sutherland, Natural Gas Contracts in 
Encient Por&olws, Argonne National Laboratory, ANLJDIS/TM-20, December, 1994 
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the nuances of a particular market and its participants. 

2. EFFICIENT GAS DISTRIBUTION 

The deregulation of gas prices at the wellhead and subsequent deregulatory actions 
affecting interstate transportation have resulted in efficiency improvements that translate into 
billions of dollars of benefits to gas customers. Several states are considering proposals to 
"unbundle" services provided by LDCs and in general to move towards a more competitive 
market. In Maryland, LDCs have undertaken numerous efficiency improvements, such as: 
transporting gas for others, efficient pricing and allowing increased customer choice. However, 
the full potential of benefits to customers has been limited by cost-of-service regulation at the 
LDC level. This paper outlines, in general terms, some deregulatory options that could improve 
the efficiency with which gas is distributed to ultimate customers. We present a way to organize 
our analysis of deregulatory options into separate components. This organization should allow 
a systematic assessment of options. 

Public service commissions cannot accurately predict the type and level of services that 
customers will demand in a competitive market, nor who will supply these services. LDC 
regulation in the future should not be guided by preconceived ideas about particular types of 
producer, pipeline and LDC investments and activities delivering particular natural gas related 
services. LDC regulation should focus on allowing services to be defmed by real customer 
choice and should establish mechanisms that allow these services to be provided at competitive 
market prices. In cases where services are provided most efficiently by the LDC as a natural 
monopoly, alternatives to cost-of-service regulation should be considered to encourage outcomes 
characteristic of a competitive market. 

In a highly competitive market, customers obtain maximum economic benefits and 
providers of goods and services are able to earn a reasonable rate of return. Innovative f m s  
may earn substantial profits, however competitive forces will tend to reduce these profits over 
time. The options we consider are intended to achieve the results attained in such a market. 
A competitive market would produce a reliable supply of natural gas2 and it would contain 
stronger incentives to minimize cozts than the current regulated market. In such a market, 
customers and suppliers would have more choices available in terms of contract price, duration 
and reliability of service. A competitive market would contain incentives to innovate with new 
technologies and services. 

A competitive market produces a reliable supply of goods and services; however, the competitive level of 
supply reliability may not correspond to the judgments of the LDCs or PSC as the preferred level of reliability. 

3An excellent analysis of the incentives to innovate under regulation is given in, The National Regulatory 
Research Institute, Regulatory Practices and Innovative Generation Technologies: Problems and New Rate-Making 
Approaches, The National Regulatory Research Institute, Columbus, Ohio, March, 1994. 
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Our view of a gas supply market that would best serve the preferences of Maryland 
customers is one where various bundles of services will be supplied at minimum cost and the 
benefits of competition will be shanyl by customers and the most efficient suppliers of services. 
This view does not presume that specific f m s  will provide specific bundles of services. Rather, 
our focus is on proposing competitive market conditions that will lead to the efficient supply of 
natural gas services to end use customers. One possibility is that specialized firms will provide 
selected bundles of services to current LDC customers. There is no inherent reason why 
services of LDCs, other than distribution, cannot be provided efficiently by alternative suppliers, 
However, LDCs have no inherent disadvantage in providing their current services. LDCs could 
contest and perhaps compete successfully in the markets for the services they currently provide. 
For this reason our focus is on encouraging the development of a competitive market for various 
services and not on defining the structure of an efficient market. 

Our interest in encouraging the development of a more competitive market for all services 
provided by LDCs suggests that traditional cost-of-service (COS) regulation is a major focus of 
our attention. Well-defined and accepted principles of market behavior indicate that COS by 
itself provides limited incentives to minimize costs; it does not encourage providing a menu of 
choices to customers; nor does it provide strong incentives to introduce new and innovative 
technologies or services. The technical economics literature on regulation makes a compelling 
theoretical case that pedormance based regulation (PBR) is more likely to achieve efficient 
outcomes than COS. However, the usefulness of COS must be evaluated in context. In cases 
where LDCs have other incentives, for example viable long run competition from an efficient 
electric utility, alternatives to COS must be carefully evaluated to avoid giving the LDC rewards 
for efficiencies it would have undertaken anyway. 

Any reform effort must also consider several complicated issues associated with LDC 
regulation: long-term fixed price contracts, futures market participation, energy conservation 
programs, and stranded assets, to list just a few. Technical arguments, both pro and con, are 
advanced to support one position or another. However, what is fundamentally at issue does not 
relate to technical merit of the arguments, but involves COS regulation. Long term contracts 
are defensible if freely selected by buyer and seller. The issue is whether such contracts should 
be forced onto customers through COS regulation. The futures market is used by numerous 
participants to shed price risk. At issue is whether gains or losses resulting from LDC 
participation should be passed through to customers as a COS. Participants in the futures market 
select the position they wish to take. Under COS, the customer would be forced to pay for a 
position selected by the LDC that would presumably reflect the interests of all customers. The 
controversy about stranded assets is also a regulatory issue, because the issue does not arise in 
competitive markets. Several issues characterizing LDCs (and utilities in general) are about 
investment choices. Investments made by individual customers on their own behalf are often 
not controversial. The controversy and potential inefficiency arises when investment choices are 
made by a regulated fm that supposedly represents the interests of all customers and these 
investments are judged to be a prudent cost-of-service. 
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3. DEREGULATORY OPTIONS: TWO APPROACHES 

LDCs currently provide a bundle of services, such as gas purchasing, transportation and 
distribution. Under the current regulatory framework, LDC revenues are determined by the 
costs of providing these services. The major limitation with COS is its failure to provide 
incentives to perform efficiently. The less restrictive regulatory options discussed here are 
intended to offer improved incentives to make efficient economic decisions. The regulation 
literature indicates that two approaches to deregulation would result in efficiency improvements 
in the distribution of services. One approach is to allow free entry and exit, which includes 
allowing gas merchants to sell directly to ultimate customers. Gas merchants are third parties 
who would have access to ultimate customers; hence we refer to this option as third party 
access. Such access also implies that customers have the right to shop around and thereby to 
consider alternative suppliers of an energy service. The second approach is termed incentive 
regulation, which means that the service continues to be provided by the LDC as a monopolist, 
but COS is replaced by a mechanism that provides an incentive to improve the efficiency of 
meeting customer preferences. Incentive mechanisms include a price cap, a price standard and 
performance-based approaches, such as profit sharing. 

A fundamental proposition in economics is that competitive markets produce an efficient 
allocation of resources with the consequent maximization of social welfare. Much policy and 
regulatory analysis is concerned with polices to improve efficiency when markets are 
characterized by the absence of competitive market conditions, termed market failures. The 
market failure that has served as the foundation for utility regulation is natural monopoly. 
Unfortunately, efforts to regulate the natural monopoly services of utilities have created 
unnatural monopolies in other services. The resulting barriers to enter and exit are another 
market failure. For example, most customers cannot purchase metering and billing service from 
a third party. Also, alternative providers of gas services cannot currently enter the market and 
serve most gas customers using LDC pipelines. 

The objective of regulatoryplicy analysis is to devise regulatory strategies that will 
achieve market outcomes that are approximately efficient, but in markets that are inherently 
inefficient. When a market is characterized by natural monopoly, the least cost supply can 
technically be obtained by a single firm serving the entire market, rather than competitive firms 
dividing up the market. The argument for utility regulation is based on the view that utilities 
are natural monopolies. If a natural monopolist were unregulated, costs may be minimized, but 
monopoly power would be exercised in the form of prices that significantly exceed costs. 

Incentive based regulation can be viewed as a category of regulatory options applicable 
to natural monopoly. The regulation literature concludes that incentive based regulatory schemes 
are more likely to achieve efficiencies than setting revenues to cover reimbursements for cost-of- 
service. Most schemes for regulating natural monopolists focus on regulating prices. Setting 
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a price cap is one example. Profit sharing, yardstick regulation and cost sharing are other 
examples. 

Utilities are granted a franchise monopoly, which precludes competitors from entering 
the market and customers from conducting business with alternative suppliers. The technical 
literature on regulation argues that barriers to entry and exit are a major cause of market 
inefficiency. Reducing barriers to entry and exit can often be effective at encouraging market 
efficiency when markets are potentially competitive. Reducing these barriers also offers an 
incentive towards efficient pricing. If a utility offers a service at a price exceeding a competitive 
price, unrestricted entry into the market and exit from it will create an incentive towards lower 
prices. With inefficient pricing, customers leave the market and purchase elsewhere. When 
prices are higher than competitive (marginal) costs, alternative suppliers have an incentive to 
enter the market and provide services at a lower price. However, if entry or exit is restricted, 
providers of a service will be able to charge prices in excess of costs over a long period of time. 
If various LDC services were unbundled, competitive market prices would result from 
encouraging free entry and exit. 

The regulatory literature does not emphasize regulatory options for markets that are 
potentially competitive, because efficiency can be obtained by deregulation, or, by reducing any 
existing market failures. If a market is potentially competitive, but is currently not competitive 
because of some market failure, an appropriate approach is to reduce the market failure and not 
to devise an alternative regulatory scheme. The case for free entry and exit applies to markets 
(or services performed by LDCs) that are not naturally monopolistic, but are characterized by 
artificial barriers. 

The two categories of deregulatory options include reducing barriers to entry and exit and 
introducing some type of incentive regulatory scheme. The regulatory literature indicates that 
where a market is potentially competitive, barriers to entry and exit should be reduced; however, 
where a market is characterized by natural monopoly, an incentive regulatory scheme, such as 
a price cap, is preferable. 

4. LDC SERVICES: THREE CATEGORIES 

Local distribution companies provide numerous services. Gas is sold to ultimate 
customers at a price that reflects a bundle of these services. We conceptually unbundle LDC 
services with the specifk objective of listing those categories of services amenable to Werent 
regulatory reform. The various services of LDC can be listed several different ways. Our list 
reflects an interest in matching the category of service with deregulatory options. Given this 
objective, a distribution company is described as performing three categories of services: gas 
supply (up to the city gate), gas distribution and other services generally related to both supply 
and distribution. 
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Gas Supply 
Gas is purchased at one or more reference points and then transported to the city gate 

through interstate pipelines. The high level of supply reliability required by natural gas 
customers is obtained in part by geographical diversification of purchases. Reliability is also 
obtained by matching f m  purchases with f m  transportation. Spot purchases are often matched 
with interruptible transportation. Gas purchases made during the summer months often go into 
storage to meet winter peak heating loads. The winter peak demand for gas can be more than 
seven times gas consumption during the summer months. LDCs frequently use LNG plants and 
propane air plants as additional capacity to meet winter peak demand. Although located behind 
the city gate, peaking capacity serves a supply function which can be interchangeable with 
storage and transportation (ignoring for the moment which is the most economic means of 
providing peak supply in particular situations) and is therefore listed under gas supply. A list 
of services comprising the supply of gas to the city gate is as follows: 

a. Gas Purchases 
b. Transportation 
c. Storage 
d. Supply Balancing 
e. Supply Bundling for Reliability 
f. Peaking Capacity 

Additional minor services could be identified. 

In this paper we do not assert that a particular bundle of services is appropriate, but 
rather suggest a possible unbundling that could be reasonable. The supply of gas to the city gate 
could be viewed as the above specfic services and supply could be unbundled into these 
services. Alternatively, the purchasing and transportation of gas to the city gate could be 
combined into one service because the alternative regulatory proposals would affect this bundle 
of services. Also, current suppliers of gas services, such as marketers, can supply this complete 
bundle. Alternative deregulatory options should encourage these various services to be bundled 
efficiently and supplied to the city gate. Except for the choice of unbundled monopoly services 
to be offered, deregulatory actions <hat apply after the city gate are independent of those actions 
applicable prior to the city gate. 

Distribution 
The distribution of gas from the city gate to the burner tip occurs through the set of LDC 

distribution mains. This service also includes providing safety and reliability, where safety may 
even extend beyond the burner tip. The distribution of gas through mains is the single function 
provided by LDCs that is characterized by natural monopoly. As noted over a century ago by 
J. S. Mill, an inefficiency would result if parallel sets of pipelines were placed under city streets 
to serve different customers. This function is listed separately because the rationale for 
regulating this function is different from that of the other LDC services and the appropriate 
regulatory option also requires separate consideration. 
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LDC distribution is defmed as a specific service because of its natural monopoly 
characteristic. There are however a few issues associated with distribution. One issue is whether 
the construction of new distribution lines should be regulated. Another issue is whether physical 
bypass should be allowed. If a customer had the right to build his own pipe and connect it to the 
interstate system, this free exit would be a type of market discipline. 

Other Services 
The third LDC category is listed as all other services. These services are generally 

related in some way to both gas supply and distribution. The primary service is the merchant 
function, which is the sale of gas to ultimate customers. However, numerous other services are 
currently provided by LDCs. Metering and billing of customers could be provided as a separate 
service. Energy conservation and other demand side programs is another service. Serving as 
a provider of last resort could be a separate function, or it could be a component of gas sales. 
These services do not appear to be subject to extensive economies of scale or scope4 and 
therefore are not performed more efficiently by a regulated monopolist. Instead, these services 
are performed in contestable markets that could be highly competitive. Metering and billing may 
appear to be a natural monopoly characteristic of distribution. However, telecommunications 
f m s ,  or specialty f m s ,  could contest this service by providing metering and billing for gas, 
electric and water usage. 

All other gas services are bundled together because any combination of these services 
can, at least in principle, be supplied under competitive conditions. For instance, gas merchants 
could sell gas directly to ultimate customers and rely on the LDC to perform the metering and 
billing functions. Alternatively, merchants could provide metering and billing if they could 
provide these functions efficiently. Merchants may also compete successfully by bundling gas 
and technologies that make the most efficient use of gas and providing this energy service. The 
service of provider of last resort could be provided by the LDC, a gas merchant, or, by a 
neighboring LDC or industrial customer. 

5. DISCUSSION OF OPTIONS 

As a first cut effort to list deregulatory options, we suggest two categories of options that 
could be applied to three categories of services provided by LDCs. The model depicted in Table 
1 is proposed as a way to organize our thinking about deregulatory options. Each cell is labeled 
as "feasible" if the option is feasible according to the regulation literature and as "preferred" 
where this literature would judge the option to be preferable. For instance, incentive regulation 
is feasible for gas procurement. However, because of the absence of natural monopoly, the 
market is at least potentially competitive and pen access would appear to be the preferable 

4Econ~mies of scope refers to the reduction in costs resulting from the supply of two or more related services 
by a single firm. 
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option. Incentive regulation is feasible for the distribution of gas and, because of natural 
monopoly, a competitive market for distribution is not considered feasible. 

The gas distribution business may be thought of as consisting of a bundle of separable 
services. One implication of this simple model is to suggest that different regulatory options may 
be preferred for different services currently provided by distribution companies. For instance, 
the distribution function will require continued regulation, because encouraging competition via 
free entry is not feasible. However, some type of regulatory incentive approach is feasible and 
in the absence of other efficiency incentives, (for example long run energy source competition 
with an electric utility) may be the most preferable option. Gas procurement and other gas 
services could be considered separately, where we may encourage free entry and exit (gas 
merchants), or, recommend an incentive mechanism. 
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TABLE 1 

OPTIONS FOR DEREGULATING LDC SERVICES 
THAT ARE PREFERRED OR FEASIBLE 

LDC SERVICES INCENTIVE 
APPROACHES 

THIRD PARTY 
ACCESS 

1. Gas Procurement* 

2. Gas Distribution"" 

3. Other Services*** 

Feasible 

Feasible& 

Feasible 

Preferred 

--- 

Preferred 

....................................................................................................... 
* Gas procurement includes gas purchasing, storage, transportation and other services and is 
basically the supply of gas to the city gate. 
** Gas distribution refers to the use of the LDC pipeline network from the city gate to the 
burnertip. 
*** Other services refer primarily to gas sales, but could include safety. 

Possibly preferred on a case specific basis. 

Each cell in Table 1 identifies a category of options that applies to the corresponding 
bundle of LDC services. Each cell is effectively a window containing numerous dexegulatory 
alternatives to be considered with various LDC services. The following discussion elaborates 
on the various options and considers each of the three categories of service. The judgment of 
regulatory options as "preferred" or "feasible" reflects the economic principles of competitive 
markets; the judgment does not reflect the nuances of the distribution market in Maryland. 
Where a market is judged potentially competitive and free entry and exit are the preferred 
approaches, several practical issues remain before the "preferred" solution can be implemented. 

Gas Procurement 
Gas procurement could be undertaken competitively, where gas would be delivered to 

the city gate by gas merchants, or by other gas providers. Merchants currently provide a 
significant amount of gas to LDCs and to other large customers. Alternatively, gas could 
continue to be procured by the LDC for customers without third party access, but an incentive 
regulatory scheme could be used to reduce costs. 

A form of incentive regulation that offers efficiency improvements over COS is a price 
cap or a price standard. A price standard could be applied to purchasing gas, to delivery at the 
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city gate, to the burnertip, or to any specific service offered by LDCs. As applied to the city 
gate, the PSC would define a price standard for gas, based on a "market price" plus an 
allowance for other services, including transportation to the city gate. This price standard could 
automatically be considered as the allowable cost of procuring gas, regardless of actual costs. 
If the LDC could beat this price, the difference would be LDC profits. The LDC could 
purchase gas under long term or short term contract and at any price term of its choosing. 
However, the allowable cost would always equal the price standard. 

A variation of this option is that a share of the profits or losses would be distributed 
between customers and distribution companies. If procurement costs exceed the cap, a share of 
the premium is allowed as a prudent cost, but the remaining share is paid by stockholders. 
Similarly, purchases below the price cap result in a dividend that is shared between customers 
and stockholders. This system is in effect in California (SDG&E). In another variation of this 
system, where actual procurement costs exceeded the price cap, the LDC could be allowed to 
persuade the PSC that such expenses are prudently incurred and the PSC could allow them. 

There has been considerable debate regarding the efficient level of profit or loss sharing. 
Different splits provide different incentives towards cost minimization. A gradual profit/loss 
split mechanism could also be used. If the LDC is 1 percent under the cap, the split is 50-50. 
If the LDC is 2 percent under the cap the split could be 60 percent LDC, 40 percent customer. 
A "market price" needs to be defmed, which could be a Henry Hub spot price, the next month 
NYMEX price, a moving average of a three month spot price, or, the spot price obtained from 
a regional market. A unique market price could be defined, or, the LDC could have the option 
to contract at alternative market prices. 

Another variation of the incentive mechanism would encourage distribution companies 
to offer customers a menu of contract choices. A basic service could be defined, perhaps with 
the assistance of consumer advocacy groups and accepted by the PSC. Beyond a basic service, 
choices could include paying the monthly spot prices, budget billing or longer term faed price 
contracts. Choices could also include variations in service reliability, such as interruptible rates. 
This option could be undertaken in conjunction with a price cap, or with competitive 

procurement. The contract choices accepted by customers would automatically be allowed by 
the PSC and passed through to these customers. Alternatively, this option could encourage 
distribution companies to offer customers a menu of choices, but without incentive price 
regulation. In this variation, oversight is required to ensure that the choices offered by utilities 
are efficient choices. 

Competitive procurement is a reasonable alternative to these incentive schemes for gas 
bought by the LDC on behalf of captive customers. There are a large number of gas merchants 
who already perform this function. Many gas marketers have large diversified portfolios and 
are able to deliver highly reliable services. The desirable level of supply reliability would be 
defined, including the conditions required to attain this level of reliability. The LDC could 
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simply request bids for various amounts of gas and make awards to the lowest bidders. A bid 
could be a single price, such as cost over and above a market index required to deliver gas to 
the city gate. To expand the range of bidders, the LDC man need to offer unbundled access to 
its storage and transportation entitlements. Competitive procurement is common now among 
Maryland LDCs. 

Gas Distribution 
Gas distribution refers to the use of LDC distribution pipelines to move gas from the city 

gate to the burner tip. As noted, this service is characterized as a natural monopoly, which 
suggests that an appropriate regulatory scheme is a price or profit incentive mechanism. There 
is an extensive literature on incentive regulation for natural m~nopolies.~ Therefore, an 
appropriate task may be to assess the incentive options that would be most appropriate for gas 
distribution and the LDC specific business incentives which are already affecting the LDC’s 
efficient provision of distribution services. If some additional efficiency incentives are needed, 
one option is to set a price cap for distribution and perhaps allow this cap to vary over time with 
inflation or productivity. The price cap option could include a profit sharing system, where 
profits or losses would be divided between customers and shareholders. Any deregulatory 
scheme requires consideration of various pricing issues, such as seasonal pricing and selective 
price discrimination between customers. 

The natural monopoly characteristic applies to a given service area. It does not imply 
that a large service area is more efficient than a small service area. Certainly, companies could 
compete for new service territory. However, competitive f m s  may not be allowed to build and 
operate pipe to serve customers who are currently connected to the network. 

Gas distribution may appear the most difficult to deregulate because encouraging entry 
and exit is not feasible. Retaining COS is one option with this service, just as with the others. 
However, retaining COS for distribution services while other services face market discipline 
would encourage LDCs to misrepresent costs. The motivation would be to allocate as many 
expenses as possible to the service where COS regulation is retained and allocating costs away 
from services that are contestable. If full costs are not allocated to a potentially competitive 
service, unbundling of the service will not achieve a competitive price and entry will be 
discouraged. An important concern of unbundling various LDC services is to ensure accurate 
cost accounting, particularly for the services that continue to be provided by a regulated 
monopolist. 

Other Services 
As mentioned above, other services include gas sales to customers, metering and billing, 

sActually, much of this literature discusses the auctioning of the monopolistic rights to serve a service territory. 
In the case of gas distribution, the distribution system is the private property of the LDC and we are not considering 
it subject to auction. 
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balancing and perhaps the provider of last resort. Perhaps the most efficient supply of gas is 
obtained by a single firm supplying a complete bundle of these services. Alternatively, the 
unbundling of these services could facilitate competition that improves the supply efficiency of 
some of these services. A third alternative is that potential unbundling would lead to the 
development of new technologies that would encourage competition. Under this scenario, 
transaction costs are currently being minimized by a single f m  supplying a bundle of services. 
However new technologies, such as electronic bulletin boards or improved metering, would 
enable competitive f m s  to compete effectively with LDCs in some areas. The main issue is 
not the most efficient bundle of services, but how to supply various bundles of services 
efficiently. For this reason we focus on options that would encourage market efficiency. W e  
do not speculate as to the bundles provided or purchased in such a market. 

Access options imply that gas merchants have access to LDC customers via the LDC 
distribution system. The LDC receives payment for transportation and any other services 
rendered. The analysis of access to LDC pipelines is separate from the analysis of pricing 
measures. Furthermore, the options could be implemented independently. For instance, a price 
cap could be proposed for those customers who continue to purchase gas from the LDC. For 
example, one option is to encourage access of third party providers to non-core customers 
(however defined), while retaining the core customers as the LDC's responsibility. Core 
customers could be allowed to aggregate and then to request third party service. 

Three levels of access are distinguished: LDCs could be encouraged to negotiate over 
access rights; the LDC could be required to offer access rights while maintaining its merchant 
function; access could be mandated and the LDC would be precluded from transporting its own 
gas. Most proposals offer merchants the right to sell gas, while not precluding LDCs from their 
traditional merchant role. This option, as well as the others, requires that LDC pricing be 
unbundled and that merchants have comparable access to transportation. 

Reliability of service should always remain an explicit concern, especially if numerous 
suppliers begin serving small volume weather sensitive customers. Merchants could be held to 
reliability standards. In addition, the PSC may wish to require a certain level of system 
reliability as a policy goal. The "provider of last resort" could be a specific service obtained 
through competitive procurement. The winning bidder could be a LDC, a large industrial f m  
or a gas marketer. 

The LDC is likely to remain the sole provider of gas to at least some customers and the 
provider of other service to numerous other customers. These LDC activities may be subject 
to an incentive regulatory measure. The regulatory measure adopted for distribution could be 
extended to these services. 

6 .  UNBUNDLING THE PRICE OF GAS 
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Improved efficiency in the supply of various gas services requires that separate specified 
prices for these services. The unbundling of the price of gas refers to defining specific prices 
for specific services provided. Unbundling the price of gas serves two important functions. 
First, these prices would send the appropriate signal to customers to allow them to make an 
efficient choice regarding these service. One choice is the amount of a service to consume. 
Another choice is the supplier. For some services, such as metering and billing, only the choice 
of supplier is relevant. The second function of an explicit price of a service is to signal 
alternative suppliers about opportunities to enter the market. 

Unbundling various prices appears at first to be a difficult accounting problem. For 
instance, how do you allocate the costs of senior management and the office building? Even 
allocating costs of a copy machine between services is not trivial. Actually, unbundling prices 
is a common business practice. Any fm that sells more than one product, sells them at 
different (unbundled) prices. Automobile manufacturing fims offer different models at different 
prices and offers different sets options, where each option is individually priced. Law f m s ,  
consulting f m s  and even national laboratories allocate costs to specific projects. It is likely that 
LDC regulation will benefit from recent experience in the cost accounting for services offered 
by local telephone companies (without necessarily incorporating telecommunications principals 
for allocating costs to services). 

The first task in obtaining an unbundled gas price is to identify, or for potentially 
competitive services provide for the market to identify, the list of services requiring specific 
prices. A service should be priced,separately if a price would encourage an efficient level of 
consumption, or, could signal potential competitive f m s  to provide the service. For instance, 
considering gas procurement, the LDC could be required to estimate the price at the city gate 
and perhaps a market index cost. Alternatively the LDC could be required to identify 
transportation, storage, peaking capacity and other costs. If competitors would supply the 
complete bundle of services to the city gate, then we only need to know the market price at the 
city gate. However, if one fm may supply storage and another fm provide another service, 
then a more complete unbundling of price is required. The level of unbundling should 
correspond to the potential of competitors to supply a specifk customer driven service. 

The most important cost to unbundle correctly is the cost of distribution from the city 
gate to the end user. The importance of getting this cost accurate is that the potentially 
competitive services will not be priced at below cost. The market for these other services 
becomes contestable and significant benefits to customers and to innovative f m s  should result. 
In a more competitive market, customers may purchase various services from a number of 
suppliers. Perhaps customers purchase a bundle of energy services much like their current 
purchases and perhaps even from LDCs or their subsidiaries. The benefits from competition 
derive primarily from allowing a competitive market to develop rather than from meeting 
customer preferences by a particular supplier through regulation defined services. 
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7. SELECTING AND IMPLEMENTING OPTIONS 

The central theme of this paper has been the need to: 1. Identify which LDC activities 
are natural monopolies and which are or potentially could be offered in a competitive market; 
and 2. Identify and select the regulatory options that encourage the LDC to efficiently provide 
monopoly services and allow market forces to efficiently develop and provide competitive 
services. These general principles should be applicable to other states. However, in term,s of 
practical applications, it is our view that "one size may not fits all". It is likely that there is no 
universal "right" result of the application of this central theme to all LDCs. It is even possible 
that all services will not be similarly categorized (monopoly or potentially competitive) or that 
exactly the same regulatory options will be selected for all LDCs in a particular state. 

Flexibility in the implementation of regulatory options follows from the importance of 
letting each LDC market environment guide the selection of appropriate options. Some LDCs 
may already be offering, or planning to offer, services which are immediately compatible with 
our central theme. In these cases it may be relatively easy to quickly implement the desired 
regulatory options. Other LDCs may st i l l  be providing all or most gas to their customers 
through bundled monopoly services. A more evolutionary process of implementing different 
stages of options over a more extended period of time may be necessary in those cases. 

Just as the LDC's local market will guide what gas services will be desired by 
customers, the local market should also guide the selection and implementation of regulatory 
options. 
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