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Phased decontrol of wellhead natural gas prices under the Natural Gas Policy 
Act of 1978,l designed to encourage increased production of natural gas, combined 
forces with the "energy crisis" of the early 1970's to raise new problems for the 
natural gas industry. The  interstate pipeline industry, still shocked by the "gas 
shortage" and curtailments of the early 1970's, engaged in an aggressive gas 
acquisition program to assure long-term supplies to meet their present and future 
market requirements. Purchase gas contracts executed during the late 1970's and 
early 1980's reflected the perceptions that oil prices would continue to rise and that 
demand for natural gas would remain fairly constant notwithstanding national 
conservation efforts. The  contracts were long-term, relatively inflexible and 
arguably one-sided .' 

As gas prices rose in the 1980's, however, oil prices declined. Marginal markets 
- mainly the high-volume irldustrial sector - found it economic either to install - 
more fuel efficient equipment, to use No. 6 fuel oil where dual-fuel burning 
equipment was in place. or to convert permanently to an alternative fuel, principally 
coal. Consumption of natural gas dropped precipitously, and the interstate pipelines 
were left with an oversupply of committed, high-priced natural gas. Gas distribution 
companies likewise expel-ienced load loss and, concomitantly, the cost of natural gas 
became a larger portion of their "cost of doing business." 

In an effort to deal with these changed conditions in the natural gas industry, 
the Federal Energy Regulatory Co~nmission (FERC or  Con~mission) has responded 
with several diffel-ent approaches to enhance the marketability of natural gas. While 
the Cornmissiorl's forward-looking efforts are to be congratulated, the Commission 
must temper its desire to increase sales and gas-for-gas competition by a greater 
sensitivit) to the distinct obligations of local distribution companies and the needs of 
their customers. Not since the curtailme~lt era of the 1970's has the Commission's 
conduct so vitally affected the future of distribution companies and their customers. 
Yet, the Comtnission seems to have overlooked the secondary impact which its action 
at the pipeline/producei- level pol-tends a1 the distributor/consumer level. 

'I'his article examines many of the areas in which the Commission has acted to 
alleviate the marketing difficulties of pipelines. Special attention is given to the 
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distinct concerns of distributors as they cope with new special marketing programs 
and the advent of gas-for-gas competition. While the authors appreciate 
distributors' desires toretain industrial loads, i t  is submitted that distr-ibutors should 
concentrate their energies on sensible schemes designed to reduce pipeline gas costs 
"across the board" rather than exclusively to marginal markets. Likewise, the 
Commission must take a longer view of the publicinterest since programs designed 
to address short-term excess deliverability of supply may cause long-term 
detriments to the consuming pul~lic. 

Off-System Sales 

'The first effort of the interstate pipelines to remedy on-system oversupply of' 
natural gas was the off-system sale. Off-system sales are short-term, interruptible 
sales made outside the traditional market area of the pipeline." Originally conceived 
as a Ineans of' reducing pipeline take-or-pay exposure under gas purchase contracts 
with independent producers while permitting the pipeline to continue contracting 
fbr long-term reserves: the off-system sales program fell far short of reaching its 
designated goal for most pipelines. Off-system sales did, however, help to close the 
gap between the relatively low priced on-system supply of the interstate pipeline and 
the higher priced s ~ ~ p p l y  in the intrastate pipeline gas market. 

The  Commission authorized off-system sales where the volumes were priced at 
the higher of the pipeline's on-system average load factot- I-ate (100% load factor 
rate) or its average NGPA Section 102 gas acquisition cost." This price floor was 
imposed to assure that the pipeline's on-system distribution company customers 
would not be harmed by the off-system sale. Because of a substantial variation in the 
weighted average cost of gas to \rarious interstate pipelines, the "100% load factor 
rate" requirement, however, all but eliminated those interstate pipelines which had 
contracts for high cost gas." 

One of the pipelines which remains especially active in the off-system sales 
business is Natural (;as Pipeline Company of America (Natural). Over the 
opposition of several of' its distribution company  customer^.^ Natural recently 
persuaded a Presiding Administrative Law Judge  that the 100% load factot- r-ate 
should not be the floor l~elow which an oft-system sale cannot be made? T h e  
Commission guardedly affirmed thus decision? T h e  distribution company 

- 

3While interstate pipelines did make occasional off-system sales in the  past, especially during the 
1970's to assist in alleviating the impact of' curtailments on the buyer's system, there  was little need for  
such sales dur ing  the  era of the dramatic expansion o t t h e  interstate pipeline industry following World 
War 11. 

40ff-System Sales Statement of Policy, 23 FERC 7 6 1,140 a t  6 1,305 (1983). As a policy statement, 
the Commission was not required to apply the statement toall futurecases. PacihcGas and Electric Co. 
v. FPC, 506 F.2d 3 3  (D.C. Cir. 1974). 

j23 FERC a t  p. 61,307;  18 C.F.R. 9 157.210(a)($); \ee ,  p.g., Natural Gas Pipeline Company of 
America, I 9  FERC 1 61,273 (1982); Carnegie Natural Gas Co., 23  FERC 161.394  (1983). 

"Iff-System Sales Statement of Policy, 23 FERC 1 61,140 a t  61,306-307. 
'Unlike some other interstate ppe l ines ,  Natural hat1 not imposed deep  curtailments on its 

customersduring the 1970'sand had littlereason toreplenish its depleted reserves with higher costgas. 
nNatural Gas Pipeline Company of America, 26 FF.RC 1 6 3 , 0 4 2  (1984). 
Watura l  Gas t'ipeline Company of America, 27 FF.RC1 61,235 (1984), r ~ h .  d r n ~ r d ,  Julv 30, 1984. 
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opponents of the off-system sale were concerned about the future rate impact of 
selling less expensive gas supplies to off-system buyers only to find their rates 
increased when Natural replaced depleted reserves with more expensive supplies. 
While the Commission was apparently satisfied that the off-system sale would not be 
detrimental to Natural's customers, it appeared that FERC's concerns with 
short-term excess deliverability and reduction of take-or-pay liability were of more 
paramount importance than future rate impacts. Whether the Commission will 
ultimately be proved correct remains to be seen. 

T h e  introduction of interstate pipeline gas into the non-traditional markets 
naturally spawned opposition from both intrastate pipelineslo and customers of the 
interstate pipeline. Intrastate pipelines complained that the proposed off-system 
sales put their sales at risk solely because the interstate gas had been subjected to 
stringent federal price controls unlike intrastate gas. The  Commission in its 
Statement of Policy on off-system sales was receptive to this "market raiding" 
concern, stating that "it appears only to sohe the problems in the interstate market 
by creating or exacerbating a problem in the intrastate market."" Traditional 
customers of the interstate pipeline, on the other hand, were disturbed that the 
lower cost gas cushion of their interstate supplier \%auld be siphoned off and sold to 
the off-system markets.12 

Texas Gas Transmission Corporation (Texas Gas) recently obtained authority to 
make off-system sales to certain industrial customers in Cincinnati, Ohio over the 
strenuous protests of Columbia Gas Transmission Corporation ( C ~ l u m b i a ) ? ~  
Columbia charged that Texas Gas' off-s) stem sales are a form of "market raiding," 
and the Commission responded by specifically conditioning certification of the 
off-system sales so that the sales be limited to consumers which would otherwise use 
fuel oil.14 The  rationale for this approach appears to be that Columbia would have 
lost the load to an alternate fuel because its price was too high as compared to fuel 
oil. The  clear implication is that, if Columbia bargained harder to reduce the 
wellhead price of gas, these loads would remain dependent upon the Columbia 
system. Stated differently, competition will foster discipline in field markets. While 
distributor customers of Columbia may ultimately benefit because Columbia's 
purchased gas costs will be lower, it is too soon to evaluate whether theory becomes 
reality. 

Although off-system sales have been around much longer than some of the 
other "~nnovative" marketing programs, they are seen by some as holding out more 
promise for pipelines and gas purchasers because they address oversupply without 
being subjected to the Commission-imposed restrictions which have been attached 
to the special marketing programs.15 Still others suggest that off-system sales are 

"'By and large intrastate pipelines were concerned about the retention of their large industrial 
loads. This market had been quite lucrative as industry shifted to gas producing states to avoid the 

- - 

ravages of curtailment by interstate pipelines during the 1970's. 
"Off-System Sales Statement of Policy, 23 FERC P 61,140 at 61,306-307. 
12Zd. 
I3Texas Gas Transmission Corp., 27 FERC 7 61,034 (1984). 
' Yd.  
15Nowak and Leitch, NPUJ iVafliral Gas Purchasing Opportunities Emerging, LEGAL TIMES 23 

(March 19, 1984). 
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only effective for dealing with a regional surplus of gas supply.'" 
Off-system sales do  little to improve the market-resporlsiveness of the interstate 

pipeline's rates. Their main purpose is to remedy an on-systeA over-supply of 
natural gas. While off-system sales can work to lessen take-or-pay liabilities, if the 
pipeline's mix of system supplies includes a low cost "cushion" of pre-NGPA gas, 
off-system sales could sinlply work to accelerate the replacement of such lower cost 
dedicated supply with higher cost post-NGPA gas. Arguably, pipelines should 
"husband" these lower cost system supplies fbr the benefit of their on-system 
distribution customers who contributed to their original acquisition and to the 
continuing viability of the pipeline." 

As long as the Commission continues to subject off-system sales to the same basic 
test it applies to on-system sales - that the minimum price for such sales equal the 
"100% load factor rate" - on-system distributors need not be concerned that an 
off-system purchaser and their interstate pipeline supplier are profiting at their 
expense. Distributors must be vigilant to the adverse consequences of off-system 
sales, especially if the supply on their pipeline supplier is replaced by higher cost 
reserves. 

One of the most controversial impediments to competition in the natural gas 
market is the minimum commodity bill. T h e  minimum commodity bill is a provision 
in a service agreement or  tariff which requires a distributor to pay for some portion 
of its contracted quantity of natural gas even if gas is not actually taken. Although 
these provisions are fairly common in pipeline tariffs, and have been in existence for 
several decades, they are presently perceived as an obstacle to the transmission of 
market signals from the consumer market to the pipeline and ultimately to the 
prodi~cers?' To the distributor, minimum commodity bills may well be the single 
largest contractual limitation upon its ability to "swing" from one pipeline to another. 
The  minimum commodity bill may also preclude distributor participation in the 
self-help transportation alter-native available to its end-user  customer^.'^ 

Minimum bills in pipeline tariffs have been challenged on several fronts.20 111 
one of the earliest recent cases, Michigan v. Eunklinp Gas C O . , ~ '  the Commission 

'"igmon, h'atural Gas Priring: Is .Yrw Lvgislntion N~eded?, 112 PUB. UTIL. FORT. 26, 28 (No. 6 ,  
Sept. 15, 1983). 

I7Ser suprcr note 1 1. 
'"FERC Statutes and Reguldions ll 32,334 at  32,671 (1983). 
'Yep irfru text accompanying notes 56-69. 
20Challenges to mirlimum commodity bills are not a recent phenomenon. E.g., Atlar~ric Seabord 

Corp. v. FPC, 404 F.2d 11268 (D.C. Cir. 1978). With higher prices resulting from the operation of the 
NGPA, the challenges have been more pervasive. 

2120FERCll 61.100(1982).Thereiscurrently pending before theCo~n~nissioncornplaints filed by 
Consumers Power Company and Michigan Gas Utilities Company challenging Trunkline's minimum 
commodity bill which was suspended and replaced rvith an interim minimum hill. Those complaint 
proceedings - Consumers Power Co. v. T-unkline Gas Co., Docket No. RP8-l-56-000, and Michigan 
Gas Utilities C;o. v. Trunkline Gas Co., Docket No. RP84-69-000 - are still in their early stages. 
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instituted a proceeding under Section 5 of the Natural Gas Actzz to determine if 
Trunkline Gas Company's minimum bill is "unjust and unreasonable." Since under 
Section 5 of the Act, any relief granted would be "only prospective" from the date of 
the Commission's final order, this remedy left much to be desired.23 The  proceeding 
was ultimately resohed by settlement ancl Trunkline imposed a non-gas cost 
minimum commodity bill?" 

As conditions in the industry worsened, challenges to minimum bills became 
less orthodox. Columbia, a which purchases-much of its supply from five 
other interstate pipeline suppliers, asked the Commission for extraordinary relief 
from its suppliers' minimum commodity bills after it first cut back its purchases from 
all of its pipeline suppliers ancl then discontinued payment of its minimum 
commodity bill ~bligations."~ Colurnbia alleged that depressed economic conditions 
and declining demand on its system constituted a Jbrce majeure excusing 
performance under the minimum bill provisions of its pipeline suppliers' tariffsz6 

hlany of the Colum,b~iz minimum bill cases settled. and the settlements probably 
influenced the Commission's thinking in deciding later to modif), minimum bills on 
a generic basis. Most of the Columbia settlements "waived" Columbia's obligation to 
pay the variable cost portion of the minimum bill leaving only the fixed cost portion 
of the minimum bill due. I n  return, Columbia undertook to finance take-or-pay 
payments incurrecl by its pipeline supplier to the extent attributable to Columbia's 
failure to take. 

The  C:ommission proposed a generic rule to eliminate variable costs from all 
minimum commodity bills?' Under the proposed rule, all pipeline tariffs on file 
with the Commission would be deemed inoperative to the extent they provide for 
recovery of purchase gas costs or other variable costs through a minimum 
comintdit) bill. T h e  Commission reasonecl that since, by definition, minimum bills 
are triggered only when gas is not taken, minimum commodity bills which charge 
for gas costs which are not incurrecl are unjust and unrea~onable:'~ 

" 15 U.S.C. 9: 7 l i d .  Wtrile an argument can be made  that the Mobile-Si~rro doctrine precludes the 
tiling of a complaint since a conrract go\el-ns the legalit! oi a filing, the  author-s submit that this is a 
misapplication of the doctrine. Under that doctrine, pipelines gain n o  rights to change a fixed rate. 
Because contracts can be abrogi~ted by the  Commission if they ad\.ersel\ affect the public i~rterest, FPC 
1.. Sir1-1-;1 Pacific Power Co., 350 U.S. 348 (1956), a complaint p~.occdure seems fair and is expressly 
provided fo1- in the Niitural Gas Act. 15 L'.S.C:. $ 717d. 

'"'20 FERC a t  61.221. 
"Michigan v. 'Iixnkline Gas Co.. 24 FERC 7 6 1 .0 13 (1983). 
'"E.g., (:olun~bia Gas Transmission Corp.  1.. Texas Gas Ti-ansmission Corp.. Docket No. 

KP83-4-000: Columbia Gas -li-ansmission Corp. v. Parrhandle Eastern Pipe Line <;o., Docket No. 
RPXY-3-000: Colt~mbia Gas Ii-arsrnissio~r Corp. v. Tennrssee Gas Pipeline Co.. Docket No. 
KPY3-8-000; Columbia Gas Transmission Cor-p. v. Texac E a t e r n  Transmission Corp. ,  Docker No. 
KPX3-7-000. 

"Tlris unilateral action by Columbia  could appear  to be a tiolation of the "filed rate" doctrine 
which binds the pipeline to charge and a custolncr to pay the ra teon  file with the <:orumission. Hope  
K a n ~ r a l  (>as C:o. v. FPC, 131 F.2d 287, 31 1 (4th Cir. 19-13). r.ri"d ~ I I  o/hrrgrou~zd\, 320 L1.S. 591 (1944). 
Because many of'the Colun~bia  proceeding3 were settled, the Commission has not ruled on the issue. 

"Elimination of Variable Costs From (;el-tain Natur;~l Gas Pipeline Minimum Cornmodity Bill 
Provisions. FERC Stottrte.~ (111d R ~ g ~ r l n t ~ o t l s  7 32,394 ( 1983). 

'Hid. a t  32.6'70. 



ENERGY LAW J O U R N A L  Vol. 5:2 

The  Commission in Order No. 38OZ9 subsequently adopted its proposed rule by 
amending its regulations to require elimination from interstate pipeline tariffs 
minimum commodity bills that operate to recover variable costs.30 

The  Commission's rule left ambiguous the extent to which take-or-pay 
payments by pipelines constitute fixed costs recoverable through minimum 
commodity bill provisions. In  its Notice of the proposed rule, the Commission refers 
to the "associated carrying cost" of take-or-pay obligations as a type of fixed cost 
which, when prudently incurred, might be recovered through a minimum 
commodity bill. As with the Columbia settlements referred to above, the Commission 
seems to be linking the customer's failure to take under its minimum commodity bill 
and the pipeline's incurrence of take-or-pay obligations. 

These take-or-pay liabilities may well have resulted from other causes like 
reduced takes by all customers - full requirement customers as well as partial 
requirement customers subject to a minimum commodity bill. In  addition to this 
causality problern, one must question the wisdom of shifting responsibility for 
financing take-or-pay obligations to distribution companies served by the pipeline. 
Ratepayer coverage of take-or-pay liabilities may only guarantee that neither 
pipeline nor producer will be motivated to renegotiate their long-term gas purchase 
contracts which may be to blame for the present-day gas glut. 

Not all distributors should be pleased by the elimination of variable costs from 
the minimum commodity bills of their pipeline suppliers. T h e  distributor with the 
ability to "swing" between suppliers is admittedly given greater flexibility to 
purchase more co~npetitively priced supplies for its customers. Its payment of fixed 
costs alone may well be tolerable when added to the gas cost savings it enjoys by 
switching suppliers. To the extent elimination of variable costs from minimum 
commodity bills invites distributors with the ability to swing ("partial requirements" 
customers) to discontinue purchasing from the pipeline supplier, distributors 
without that ability are left exposed to a major shift in costs and in cost responsibility. 
Stated differently, take-or-pay liability is transformed from a variable cost associated 
with gas purchases to a fixed obligation or fixed cost to be recovered in the future, 
primarily from "full requirements" customers. 

The  distributor without the ability to swing (the "full requirements" customer) 
is paying a demand charge as its "minimum bill" because dependence upon the 
pipeline means it must havecertain minimum pipelinecapacity on peak days. These 
demand charges are, to a greater degree than ever before, composed of costs which 
traditionally have been recovered through the commodity component of the 
pipeline's rates?' With the loss of sales to partial requirements customers, full 
requirements customers will lose what little contribution to fixed costs remains in the 
commodity component. 

2927 FERC ll 61.318 ( 1984). reh. denred, July 30, 1984. On the same day, the Corllmission affirmed 
an initial decision wherein the Presiding Administrative Law Judge co~icluded that Colorado Interstate 
Gas Company's minimum commodity bill was unjust and unreasonable, thereby eliminating \.ariable 
costs fro111 the minimum commodity bill. Colorado Interstate Gas Co., 27 FERC 8 61,315 (1984). 

30Variable costs are the cost of purchased gas, compl-essor fuel gas and line loss or shrinkage gas. 
3L?.he current trend to "unload" the commodity rate of pipelines to enhance the marketability of 

gas is discussed in the next section of this Article. 
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Minimum commodity bills were in many cases key terms of long-standing 
contractual arrangements between the pipeline and its customer. While the 
Commission has authority to abrogate contract~,3~ it must recognize that such 
contracts, for many years accepted by the Commission, may have evoked substantial 
reliance by the pipeline in continuing purchases of natural gas at designated 
levels. In addition to the take-or-pay consequences mentioned earlier, pipeline 
operations and allocation of capacity may well have depended upon these formerly 
approved contractual arrangements. Order No. 380 does not appear to address 
these very serious issues. 

Even more disturbing is the possibility already being realized on at least one 
that elimination of' variable costs from minimum commodity bills may be 

only a prelude to the final departure of the partial requirements customer from the 
pipeline's system. Certainly, to the extent costs have been incurred and investments 
were made for the benefit and on behalf of the departing customer, a multitude of 
accountability issues arise. 

While issues surrounding minimum commodity bills can be narrowly viewed as 
simply rate questions, such a myopic view is a mistake. The  Commission in Order 
No. 380 left no doubt that its action was in response to concerns in the marketplace 
caused by increasing prices and loss of load. Although the immediate impact should 
be to assist partial requirement distributor customers to realize lower rates for its 
purchased gas, the impact on retaining or  regaining industrial loads still remains an 
open issue. From the viewpoint of a full requirements customer, that distributor 
receives no benefit in the marketplace unless the Commission's assessment that 
wellhead prices will be lower is correct. To date, producers have not shown much 
willingness toreduce wellhead prices on along-term basis. Whether their willingness 
to do  so will be heightened now is likewise problematical. Modification of interstate 
pipeline rates is the only tool presently available to the Commission to impact such 
market decisions. 

Rate Design and Impukd Volurnps 

Consistent with its attempt to make gas more marketable, the Commission has 
also moved to ease the transition to decontrol through pipeline rate design. For 
almost a decade, the Commission's preferred approach and the norm on many 
pipelines was the United34 method of cost classification, allocation, and rate design 
under which 75% of the fixed costs associated with investment in the storage and 
transmission facilities ofthe system were collected in the commodity component and 
the remaining 25% were collected in the demand component of the pipeline's rates. 

In  1983, however, the Commission finally rejected the United methodology in an 
order declining to substitute the United method for the then-effective Seabord3" 

32E.g. ,  Permian Basin Area Rate Cases, 390 U.S. 747 (1968). 
"""Application For Order Permitting and Approving Abandonment of Service," filed April 12, 

1984, Mississippi River Transrnission Corp., Docket No. CP84-348-000. 
"See, United Gas Pipe LineCo., 50 FPC 1348 (1973),reh. denied, 51 FPC 1014 (1974),ufd,rub nom. 

Consolidated Gas Suppl) Corp. v. FPC, 520 F.2d 1176 (D.C. Cir. 1976). 
"See, Atlantic Seaboard Corp., I I FPC 43 (1952). 
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method on the Texas Gas system.36 In the Texas Gas caseP7 the Commission 
de-emphasized the importance of the capacity and s~lpply considerations which 
underlay much of the controversy regarding the use of the United and Seabord 
methodologies and focused more intently upon present-day market considerations: 

We would note that the emphasis which has traditionally been placed on the fixed costs of 
transmission and storage facilities for purposes of achieving these goals is no longer 
warranted for the relevant period. In  our view, the record before us demonstrates increased 
emphasis should be placed on the far more significant purchase gas and other costs 
incurred by pipelines. The  relationship between the purchased gas costs and pipeline sales 
has become critically important and would appear to be the better vehicle for assuring 
efficient use of natural gas supplies consistent with marginal cost pricing principles and 
economic theory?8 

This expression of skepticism echoed earlier suggestions by the Commission that 
new rate designs should be developed to give pipelines an incentive to minimize 
purchased gas costs consistent with their obligation to assure long term, low priced 
gas supplies for their customers. 

In k n e s s e e  Gas Pipeline C O . , ~ ~  the Commission cited the need for rate structures 
which did not insulate pipelines from the consequences of their management 
decisions "while keeping distributor customers and end-users at risk."" The  
Commission suggested that an "imputed load factor-" approach similar to that 
employed by the Civil Aeronautics Board in the 1970's might help to protect pipeline 
ratepayers from shouldering the cost burden of under-utilization resulting from 
load loss.'" An "imputed load factor" approach would hypothesize sales volumes 
consistent with efficient management of the pipeline and design rates on that basis. 
By this method, apipeline would have to achieve a higher than recently experienced 
sales volume in order to recover its fixed cost of service. 

These were encouraging words to the pipeline's customers because they 
evidenced a willingness on the Co~nmission's part to hold interstate pipelines 
accountable not only for the purchasing practices which may have caused 
unmarketable gas prices but also for their failure to take action with producers to 
reduce gas costs in view of that unmarketability. 

Unfortunately from a distributor's p e r s p e c t i ~ e ~ ~  the closest the Commission has 
come to using a rate design which holds an interstate pipeline accountable for load 

"On the same day, the Cornmission issued companion orders to the same effect for several other 
pipeline systerns. Texas Eastern Transmission Corp., 22 FERC TI 6 1,163 ( 1983); Cities Service Gas Co., 
22 FERC (1 61,162 (1983). 

37Tesas Gas Transmission Corp.. 22 FERC 7 61,164 at 61,274-275 (1983). 
381d. at 62,277. 
"21 FERC TI 61,004 (1982). 
-'Old. at 61,009. 
lI(i. 

42The authors have taken a broader- v im ofdistributors. While the adjective "urrfortunate" may be 
debated by high load factor customers. the low load factor customers are disadvantaged by increases in 
the demand component of their interstate pipeline's rate. Changes in rate design always involve 
"winners and losers," but if the Commission's alleged objective is to increase sales at the retail level, this 
goal will be achiaed, if and only if, state commissions replicate interstate pipeline I-ate designs at the 
local level. This seerns unlikely given the diversity of state law and market areas. In  any event, the public 
interest is broader than high load factor customers. 
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loss was in its adoption of a Modified Fixed Variable methodology which places 
return and related taxes in the commodity component of the pipeline's rates. In 
Natu~al Gas Pipelme Compa,ny qfAme~ica,4~ the Commission approved such a modified 
rate design. T h e  Commission conceded that recovery of return and related taxes 
through the commodity component is inadequate as a risk allocator, but suggested 
the following as alternatives to achieving that end: "imputed load factor rates, 
incentive rate of return mechanisms, moritoria on rate filings and purchased gas 
cost incentives."-'-' Because the Modified Fixed Variable rate design consisted of a two 
part demand rate, this rate design closely approximates the United rate design it 
purportedly ~uperseded: '~ 

Far from improving market conditions, rate designs which are calculated to 
"unload" the commodity rate to enhance marketability of gas may do  more harm 
than good. In Columbia Gas Ea,nsrnisrion Coq.," a Presiding Administrative Law 
Judge likened this effort to a "gerryma~~dering" of pipeline costs: 

Aslongas thesellers ofgasat the well head areassured that the Commission will indulge in a 
gerrymandering of pipeline costs to make their commodity marketable, why should they 
adjust their prices downward to meet the competition from alternative fuels? T h e  hlFV 
proposals provide a boon to both pipeline and producers, under the guise of' an attempt to 
avoid greater ~inquantifiablr costs being shifted to the consu~ner in the future, by means of' 
the uncanny device of burdening the consumer with some of those costs now. I t  is a teasing 
illusion, like a munificent beqeust in a paupel-'I, will. Even Salome's veilscould not have been 
more diaphanous." 

In effect, rate designs like the Modified Fixed Variable method, pave the way 
for subsidization of high load factor customers by low load factor customers. While 
this may move a greater number of iolumes in the short-term, it also forces the 
smaller customers of the pipeline to underwrite the high gas costs which put those 
kolumes at risk. If an interstate pipeline is truly to be held accountable for its 
purchasing practices, rate design should hold the pipeline at risk for loss of sales 
volumes. 

Whether rate design can help or  hurt,  i t  surely will not suffice, by itself, as a 
remedial measure ill today's market climate. At best, rate design merely passes the 
prohlems of the interstate pipelines-problems largely of their own maki~lg- on to 
their distribution company customers to settle among themselves. While this may be 
a facile solution to a difficult problern, the underlying assumption, as we will discuss 
below, is wrong. There is an inequality in bargaining power among a pipeline's 
customers, and the Commission should not be so hasty to remove itself from the 
controversy. 

'325 FERC 7 61,176 (1983). 
+'Id. a t  61.483 (citing Tennessee Gas Pipeline Co., 21 FERC 7 61,004 (3982)). 
45Because one part of the demand rate was tied toannual entitlements, the nominations of those 

entitlements have generated controversy. See, Natural Gas Pipeline Company of America, 27 FERC 
7 61,287 (1984), rrh. denied,  July 27, 1984. 

4625 FERC ll 63,015 (1983). 
'"Id. at 65,042. 
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Special Discount Rates 

Next to rate design, the pipelines' most favoredg8 solution to competition with 
alternative fuels is the implementation of what has been termed "Special Discount 
Rates." A special discount rate is a rate based on the reallocation of fixed costs 
sufficient to induce customers with alternative fuel capability tocontinue purchasing 

Like the drive to "unload" the commodity rate in the context of rate design, 
these rates are justified on the ground that they enhance competition with 
alternative fuels by shifting fixed costs away from customers with dual or alternative 
fuel capability and towards those without. Unlike many rate design proposals, 
however, special discount rates have no cost-based justification but are based instead 
on market clearing considerations. 

Until very recently,5O the Commision had uniformly declined to certificate 
service priced at a discount without a hearing, and only permitted temporary 
certification on the condition that the pipeline's shareholders assume the risk that 
the proposed discount rate may undercollect costs.51 In addition to its concern 
regarding cross-subsidization, the Commission seemed particularly disturbed that 
these rates may not be in the long-term best interests of the pipeline and its 
customers because they "convey an unrealistic picture of the market for natural gas 
and thus fail to encourage the restructuring of contractual relationships between 
pipelines and producers that must eventually occur."52 

While the ultimate success of such special discount rates is spe~ulative,5~ such 
rates are not unprecedented at the state level" and have some historical basis at the 
FERC.55 Still, as noted by the Commission, special discount rates fall far short of 
dealing with the current problems facing the natural gas industry. While their 
availability may only postpone the inevitable reckoning which must occur between 

4BPipelines Favor shifts of fixed cost from the commodity component of their rates because it 
affords them agreater opportunity to earn their allowed retul-n. Stated differently, their I-isk of doing 
business is lessened. 

4?Ser, r .g . ,  Columbia Gas T~ransmission Corp., 2 1 FERC 7 61,326 (1982); Michigan Wisconsin Pipe 
LineCo.. 21 FERCl1 61,063andll 61,325 (1982); Northern NaturalGasCo., 23 FERCT 61,295 (1983); 
Northwest Pipeline Corp., 23 FERC 6 1,173 (1983). Spe alto Consolidated Gas Supply Corp., 27 
FERC T 61,123 (1984). 

Sosee United Gas Pipe Line Co., 27 FERC 7 61,349 ( 1984) (order granting certificate and placing 
risk 01' undercollection on pipeline's shareholders), arn~~rded,  28 FERC T 61,144 (1984). 

5 1 S ~ ~ p r a  note 49. The  imposition of risk on pipeline shareholders proved to be unmanageable for 
Columbia Gas Transmission Co. and Northwest Pipeline Corp. Bul see Northwest Pipeline Corp.. 27 
FERC 7 61,167 (1984) and Columbia Gas 'Transmission Corp.. 28 FERC 7 61,089 (1984). 

j2Columbia Gas Transmission Corp., 21 FERC at 61,873: Michigan Wisconsin Pipe Line Co., 21 
FERC at 61.870; Northwest Pipeline Corp., 23 FERC at 61,376. 

jqespi te  the Commission's ominous warnings of shareholder risk, Michigan Wisconsin and 
Northern Natural moved forward with hearings on their applications. Indeed. Northern Natural 
obtained a favorable initial decision from a Presiding Administrative Law Judge in Northern Natural 
Gas Co., 26 FERCR 63.97 1 (1984), which was affirmed by the Commission. 27 FERC 7 6 1.299 (1984). 

S4Energy Information Administration, Department of Energy, "Competition and Other Current 
Issues in the Natural Gas Market" (RNGD 84-2) February, 1984 at  pp. 8 1-88. Sre also Adair and Bloom, 
Flrxibl~ Pricinganrl Olhrr Purlin1 Solztlions lo The Problenlt Faced b?. Gas Dklr ibuior~,  4 ENERGY L.J. 239, 
213 n.  19 (1983). 

"Sre Fuels Research Council, lnc. v. FPC, 374 F.2d 847 (7th Cir. 1967). 
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pipelines and producers, these rates favor certain distributors, and this 
cliscrimination may not be tolet-able in the long-run. 

Srlfl H elp Tra nsp orta tio 11 

One of' the most constructi\~e of the Con~mission's actions to date to facilitate 
movement of gas from wellhead to market was the promulgation of new "blanket 
certificate rules"" under which pipelines can now transport, without administrative 
delay, gas purchased direcly by end-users from a producer, local distribution 
company or intrastate pipeline.57 

Previously, in order to move gas purchased directly from a producer by a low 
priority end-user (e.g., for industrial uses), pipelines were required to file for and 
obtain a certifimte of' public convenience and necessity pursuanl to Section 7(c) of 
the Natural Gas Act. This teclious and tirne-consuming procedure is now replaced 
for an "experimental p e ~ - i o d " ~ ~  with self-implementing procedures to permit 
immediate commencement of qualifying transportation for a term of up to five years 
for high priority encl-users and up to 120 days for all other end-users. For 
low-priority end-user transportation beyond a 1%)-day lerln or transportation 
otherwise not qualifying for self-implementation, "prior notice and protest" 
procedures are to be instituted.'Wnder these procedures, if'no party protests the 
proposed arrangement ~ ' i t h i n  45 days of its being noticed by the Commission, the 
transpot-tation arrangement may proceed."" If,  however, protests are filed, the 
parties have 30 days within lvhich to informally resolve their differences. If a 
settlement is not  reached within this 30 day period, the matter is treated as an 
ordinary certificate filing untlet- Sections 7(c) of the Natural Gas Act. ~vith attendant 
tlelay."' 

In addition to omitting much of the administrative delay previously 
encountered in implementing end-user transportation, the Con~mission has offered 
interstate pipelines the opportunity to charge more than a fully allocated 
transportation rate for such self-help transportation. Pipeline rates for end-user 
transportation may either be the pipeline's currently effective transportation rate or 
a rate based on the methodology used to recover transmission and related storage 
costs included in one of the pipeline's then-effective sales rate schedule."' The  
pipeline is permitted to retain revenues from such transportation only to the extent 
that the revenues or volun~es attributable to the tl-ansportation fall within 
':representative levels" reflected in its base rate cost of service. Otherwise, it is only 
permitted to retain one cent per MMBtli (or out-of-pocket costs) and is required to 
credit the balance back to its customers thl-ough its Account No. 191."To encourage 

""Order Nos. 319 and 234-B, FEKC Sinticit's U I Z ~  Rrgtrlations, TI 30,476 anti TI 30,477 (1983), ~ r h .  
drlirrci. TI 30,512 (1983). 

" 18 C.F.R. 9: 157.209(a)(2) and (e)( I )  (1983). 
jnThis period extends from August 1983 throngh June 1985. 18 C.F.R. $ 157.209(e)(1) (1983). 
jV8 C.F.R. 9: l57.?09(c)(2) (1983). 
"'18 C.F.R. $ 157.205(h)(l) (1983). 
'I I8 C.F.R. 9: 157.205(f) (1983). 
" 18 C.F.R. $ 157.209(d)(I)(i) (1983) (I-cferencing 18 C.F.R. $ 284.103(c)). 
" 18 C.F.R. 9: 284.10Y(d) (1983). 
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pipeline transpoi-tation of end-uset- owned gas, the Commission also authorized, on 
an experimental basis until Januat-y 31,1985, the effectuation of an "added incentive 
charge" (AIC) tariff undet- which pipelines can charge, collect, and retain up to five 
cents per MMBtu moi-e than theit- fully allocated transportation rate.64 

The  availability of self-implementing end-user transportation has acted as a 
catalyst to spot market purchasing of natural gas. End-users can "shop around" for 
the best gas buy, then have the gas transported to their facilities. As long as the gas 
qualifies for transportation under the blanket certificae program, pipelines andlor 
distributors can team up with producers to transact, without delay, net back pricing 
schemes targeted at gaining or retaining specific marginal end-users. Further, 
producet-s can get into the business of marketing gas for sale dit-ectly to end-users 
which qualify for automatic transportation. While the possibilities at-e not endless, 
the machinery is in place for price competition at the wellhead. 

Distributors are understandably anxious about the prospect of a market where 
high-volume, low priority end-users assume control of their own destiny. Foremost 
among the concerns is that end-users not be permitted to by-pass the facilities of 
distributors and leave remaining customers to shoulder the costs of the system. The  
Commission's answer to this concern is that the transaction simply cannot proceed 
without the willing cooperation of the distributor."" secondary response is that, in 
any event, distributors will have an opportunity to demonstrate harm when they 
protest a proposed transaction put-suant to the "notice and protest" procedures 
described above. 

Neither response is sensitive to the issue. First, the distributor should not be 
exposed to the legal liabilities associated with refusing access to its system. It  is no 
per SP defense to alleged antitrust violations that allowing access for transportation is 
likely to displace sales without which distributor's customers will suffer higher 
rates.66 Nor should distributors be expected to litigate at the Commission such 
adverse consequences every time a transaction is proposed. 

While direct producer sales and transportation under the blanket certificate 
rules hold some promise for producers and end-users, they [lo virtually no good tor 
the pipeline and distributor which undertook for the benefit of' the end-user to 
contract for supplies and built f'acilities to serve that end-user. 

To this, somefi7 might say pipelines (and disti-ibutors) are getting their just 
desserts because their rates (and gas costs) are simply too high. Such a response 
ignores the fact that pipelines and distributors are generally compelled by the 
regulatory authorities to "roll in" all their gas costsPix something direct purchase 
arrangements avoid. The  response also fails to appreciate the special duty owed by 

" 18 C.F.R. 8 157.209(f'). Srr nl\o FERC S/otztir.s and Rrgu1ullo~l.c. 7 30,477 at 30,613-614 (1983). 
" ~ S S P ~ ,  r . g . ,  FERC Strrtuir\ ond Rrgulalionc, 7 90,477 at 30.606 and 7 30,512 at 30,768 (1983); 

Xanscontinental Gas Pipe Line Corp.. 26 FERC 7 61,029 at 61.056 (1984). 
"Compar~,  Mahinka and Johnson, ,Yriil..lnli/rutl /\cues lrl.4 Dcr~~grilatedEnvironment, 4 ENERGY L.J. 

211 (1983). Mr. Mahinka and Ms. john so^^ sugges~ that nonpredatory denials of access based on 
legitimate business considerations such as efficiency a n d  ~~rohtahility are consistent with antitrust 
policy. Even i f  true, the clistributor ma) haw to litigate an antitrust suit befhre it obtains an answer. 

"Means ancl Angyal, Thr Rrgulutiorl orlrl Fulllrr Holr u/ I ) I I IJC/ Pro( luc~r  Soles, 5 ENERGY L..J. I ,  37 
(1984). 

"This approach was judicially confirrned. Battle Creek Gas Co.  v. FPC, 281 F.2d 42 (D.C. Cir. 
1960). 
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the Commission toall pipeline customers, notjust those with the power and ability to 
abandon the pipeline. The  contention also ignores the obligations of  distributor^.^^ 
Rather than facilitating the departure of high-load factor customers from the 
pipeline and distributor systems - where they ar-e no longer contributing to the cost 
of operating the systems - the Commission should be de1,eloping solutions which 
benefit all customers dependent upon the particular interstate pipeline equitably. 

Special Marketing Programs 

The  term "special marketing program" was coined by the Commission to 
describe a whole panoply of pipeline- and producer--sponsored proposals to market 
natural gas outside the traditional sale for resale system. Special marketing 
programs (SMPs) allegedly enable natural gas to compete with alternative fuel by 
converting the pipeline's role from reseller to brokerltransporter. Under most 
pipeline-sponsored SMPs, the pipeline surrenders its traditional role as the 
middle-man between the producer and the retail seller or consumer and assumes 
instead the role of broker (bringing bu),er and seller together) andlor transporter 
(shipping gas from the field to the market). 

The  first of these programs was sponsored by 'Iiansconti~~ental Gas Pipe Line , 

Corporation (Transco) as part of a rate settlement reached o\,er a year 
Transco's Industrial Sales Program (ISP) was designed to permit gas sales to 
price-sensitive customers which would otherlvise be lost to alternative fuels. Transco 
first "cut back" and contractually released gas underits gas purchase contracts that it 
could not resell without price relief. Acting as an agent or- broker for price-sensitive 
customers, Transco nest offered to buy volumes from the "pool" of released gas if 
the gas was priced low enough, net of transportation costs, to clear the market. 
Finally, Transco transported the gas from the participating producer to the 
price-sensitive customer on whose behalf the purchases are made. 

Eligibility to participate in Transco's ISP program was restricted to resale 
customer-s purchasing gas 011 behalf of an end-user with alternative fuel capability 
which, without price relief, would not buy gas. It was thus left to the customers of 
Transco to arrange with the qualifying end-users fbr purchase of ISP volumes. Since 
these customers (mainly distributors) knew which of their traditional customers have 
been or could be lost to conlpetition with alternative fuels, they were the key to the 
success of the ISP program. 

W~thin no time, variations on the ISP program profliferated." As the 
Commission's learning curve rose, so did the number of limitations it imposed as 
conditions to their authorization. Most d' these limitations were aimed at maximizing 
the benefits of these programs for the on-system customers of the pipeline. For 
example, the Commission required that no gas released under a program could be 
sold unless its weighted average cost before release equaled or exceeded the 

infro text accornpanving notes 88-105. 
70Transcontinental Gas Pipe Line Corp.. 23 FERC IT 61,199 (1983). 
7 ' S ~ ~ ,  p.g., Columbia Gas Transmission Corp., 25 FERC (1 61,220 (1983), ameruird, 26 FERC 

11 61,031 (1984); PanMark Gas Co., 26 FERC IT 61,341 (1984): Tenneco Oil Co.. 25 FERC 7 61,234 
(1983). umrruird, 26 FERC 11 61,030 (1984). 
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pipeline's weigh average cost of gas (the "WACOG").72 This way, gas released and 
sold under the program should not raise the weighted average cost of the pipeline's 
sytem supply, thereby disaclvar~gtaging non-participating customers. Another 
Commission imposed requirement was that producers could only tender volumes to 
such aprogram to the extent they waived claims to take-or-pay obligations associated 
with such voli1mes.7~ Similarly, volumes sold under the program had to be credited 
against a distribution company's minimum commodity bill 0bligations.7~ 

T h e  most controversial of the Commission imposed limitations on certification 
of these programs was the definition of eligible purchasers. As originally conceived, 
Transco's program was available only to its distributor customers purchasing on 
behalf of end-users which, without price relief, would not purchase natural gas. The  
Commission determined later to expand eligibility to "indirect customers," thereby 
permitting end-users to be purchasers without depending upon their distributors as 
their agents or br0kers.7~ Spurred by the advocacy of large industrial consumers, the 
Commission ultimately expanded eligibility for purchase of SMP volumes to 
customers served under interruptible sales rate s~hedules.7~ 

T h e  Commission recognized that by opening up  SMPs to include all 
interruptible loads, it was inviting gas-for-gas conlpetition between pipelines and 
di~tributors.7~ As with its rationalization of Order 319 and 234-B,78 the Commission 
summarily discounted claims of sales displacement and shifting costs among 
custorners on the ground that distributors can always refuse to transport for 
end-users and that, in any event, distributors will have an opportunity to prove any 
adverse impact when a certificate is sought for changing delivery p0ints.7~ 

T h e  similarity of this Commission response to that expressed in the self-help 
transportation context is not surprising since the perceived threats are essentially 
the same. 111 both cases, the end-user is armed with all the aut$ority it needs to 
circumvent the rigors of paying a rolled-in, system-wide price for gas and can spot 
purchase gas directly from producers or other nontraditional gas suppliers. T h e  
pipeline, in turn, is enticed to transport this gas because it improves its load factor, 
reduces its take-or-pay exposure and - to the extent it is permitted to retain 
revenues from transportation - enhances stockholders' earnings. At a minimum, 
the pipeline is made economically indifferent to whether it sells gas for resale or 
transports gas from others. In  any event the pipeline is guaranteed its cost of service 
and at least the prospect of enhanced return if it  exceeds designed transportation 
volumes. Once the gas is purchased and the pipeline transportation is arranged, the 
clistributor is cast in the unseemly role of the "spoiler" unless it too agrees to 
transport the volumes. 

"See. iJ.g. ,  Tennessee Gas Pipeline Co., 25 FERC 1 61.398 at 61,889 (1983). 
'"Srp Tenneco Oil Co., 25 FERCTI 61,234 at 61,606 (1983): Tennessee Gas Pipeline Co., 25 FERC 

161.398 at 61,889 (1983). 
74Reca~~se  demand charges are, in effect, a mininii~m b~l l ,  there should be credits to demand 

charges. In the several programs authorized by the Commission, there has been no consistent 
treatment of this issue. 

75Transcontinental Gas Pipe Line Corp., 25 FERC 1 61,219 at 61,558 (1983). 
75~', P.K., Transcontinental Gas Pipe Line Corp., 26 FERC 1 61,029 (1984). 
l'Id. at  61,056. 
7HSupro text acro~l>panying notes 65-69. 
79Transcontinental Gas Pipe Line Corp.. 26 FERC at 61,056. 
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If the distributor chooses to contest the arrangement as adverse to the interests 
of its customers, the prospects of prevailing are tenuous at best. First, there are no 
clear, objective standards by which tojudge this issue. If the analysis is a net benefit 
test, there can be no doubt that the per Mcf savings to the large industrial end-user 
will far exceed the shift of fixed costs that w o ~ ~ l d  result by loss of the load. If, on a 
more philosophical level, the choice becomes one of industrial growth versus higher 
gas rates to captive gas consumers, politics will undoubtedly dictate jobs first, rate 
relief later. 

Moreover, the "right" to a hearing may be no right at all, if the Commission's 
treatment of objections to the original special marketing proposal is any indication. 
The  Commission in the same group of rehearing orders which so boldly expanded 
eligibility to all interruptiblecustomers, whether served by an interstate pipeline or a 
distributor, refused to hold hearings on the theory that conflicting predictions about 
the impact of the programs do not require a hearing?O 

The Commission has looked favorably upon SMPs principally because they 
invite producers to make concessions on price and non-price (i.e., take-or-pay) 
contract terms in order to sell gas to the pipeline's price-sensitive customers. It 
should be noted in this context that special marketing programs and blanket 
certificate transportation programs probably work at cross purposes. The  former 
were welcomed by the Commission because they promised to reduce mounting 
take-or-pay liabilities of the pipelines1 at a time when the gas most likely to be subject 
to take-or-pay simply would not clear the market. An underlying assumption was 
that producers were in dire need of selling gas to maintain cash flow and production 
of associated liquids and to pay royalty. With the ready availability of 
self-implementing transportation, producers are free to sell new, uncommitted gas 
reserves to any end-user without making any concessions on take-or-pay or on price 
under existing contracts. To the extent such direct sales are successful, the cash flow 
impetus to renegotiate rigid, long-term contracts is virtually non-existent. The  
producer's behavior is not too difficult to understand since, with contract in hand, 
producers stand a better chance of profiting through the passage of time than by 
discounting prices or relinquishing take-or-pay rights under special marketing 
programs. 

Dzstributors - Their Changing Role 

As long as the Commission is solicitous of programs that encourage large 
industrial and commercial consumers to deal directly with gas producers and 
by-pass their traditional gas supply systems, distributor participation in the process 
of developing and assessing such programs is particularly crucial. All too often in the 
recent past the Commission has been more influenced by the industrial sector (with 
general support from the producing community) than by distribution companies. 

s°Columbla Gas Transmission Corp., 26 FERC 7 61,031 at61,081-084 (1984); Tenneco Oil Co., 26 
FERCB 61,030 at 61.064-067 (1984). Seealso Tennessee Gas Pipeline Co., 25 FERC 7 61,398 at  61,888 
(1983). 

81The take-or-pay relief was described by the Comm~ssion as "the fundamental premise" 
underlying its authorization of special marketing programs. PanMark Gas Co., 26 FERC 7 61,341 at  
61.746 (1984). 
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T h e  Con~mission must be disabused of' certain erroneous assun~ptions about the 
nature of the gas business and the "benefits" of gas-for-gas competition. The  balance 
of this article will examine some of these assumptions and suggest, from the 
standpoint of the distributor, constructive alternatives to better senJe the interests of 
the whole public. 

Although special marketing programs were originally designed to address the 
unique problerns of the pipeline's distributor customers, they have become 
something quite different. No longer are they predicated upon tangible benefits to 
on-system pipeline customers - benefits like retaining load otherwise lost to 
alternative fuel - but are now heralded as a means of engendering greater 
competition in the natural gas market in the "hopes that it will lead ultirnately, as a 
result of price competition at the wellhead, to [a] non-discriminatory reduction in all 
users' gas costs."X2 The  theory is that by fostering competition among gas suppliers to 
save interruptible load ("gas-for-gas competition"), producers will themselves be 
pitted against each other in competition tor natural gas consumers, resulting in 
lower prices for all c ~ n s u m e r s ? ~  

Reality probably works in the reverse direction. A proliferation of gas buyers in 
the wellhead marketplace means the emergence of a sellers' market84 and ultimately 
higher prices for natural gas consumers.Hg First, additional buyers will "bid up" gas 
prices, not demand lower prices. Since low-priced gas under Sections 104 and 106 of 
the NGP4 is already under contract, these additional buyers will be competing for 
new gas supplies (discovered or  yet to be f u n d ) .  Second, since it is the direct 
purchase industrial user which will be swinging the most weight in this new wellhead 
marketplace, the price which it can pay producers will be increased to the extent it 
has avoided the costs of its traditional suppliers' (pipeline and distribution) systems. 
Other potential buyers, like pipelines and distributors, will consecluently pay more, 
not less, to compete e f fec t i~e ly .~~ Finally, because the pipeline and distributor will 
have lost the volumes and the "load balancing" value of interruptible load on their 
systems, they will simply lack that much more leverage in obtaining a reasonably 
priced package of gas. 

A related rationale for facilitating direct producer purchase arrangements is 
the notion that such sales improve the "transmission of' market signals" from burner 
tip to wellhead?' According to this view, enabling end-users to deal directly with 
producers ~vill cause protiucers to react directly to forces in the marketplace instead 
of' being insulated 11y the rolled-in pricing mechanisms of interstate pipelines and 
distribution companies. While it may be that direct purchase arrangements inform 
the producer as to the price the large industrial end-user is willing to pay, it is a signal 
that does nothing for consumers incapable of entering into such arrangements. In 

H'Notice of Inquiry, Irrrpoct of Spccinl ~Clurke/ir~,g Prog7nrn~ O I I  ,Vn/ural Gas Cornpro~it~., O I L ( /  (.'oris~irners, 
FERC Stoli~lcs crrrd Rrgrtlnlion\, 7 35,3 1 .i a t  35,.586 ( 1984). 

"kl. SCP olro Transcontinental Gas Pipe Line Corp. ,  26 FERC 7 61,029 at 61.053 (1'384). 
"'4 review of the Commission's Monthl!.Gas lndustt-y Acti\.ity Reports during the last yearsho\vs a 

decline in exploration and development of ne\v gas raerves.  This  11-end is ominous sinceit portends the  
likelihood ot a nav era  of curtailments by interstate pipelines. 

H5CornPare FPC \ .  Traircontir~ental Gas Pipe Line Corp., 965 U.S. 1 (1961). 
H 5 ~ n a l l e r  in\.estor ownecl distributors and municipalities - simp11 because of their size - ma! 

nevel- be able to he a competitol-. 
"E.g.,  Ordet- No. 234-B, FERC S I U ~ I I I P S  nnd Rrgulotior~s, 7 30,476 at 30.599. 
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fact, i t  is probably sending the wrong "signal" since it tells the producer that he need 
not respond to the forces of the whole of the gas consuming market, only to that 
portion capable of "sending signals." 

Thus, rather than invoking "across-the-board" price reductions for the benefit 
of all customers, gas-for-gas competition may merely be creating a new "pool" of gas, 
outside the realm of' rolled-in system supply, for the exclusive benefit of large 
industrial end-users. 

As questionable as the theoretical assumptions underlying gas-for-gas 
competition are, the factual predicates upon which these theories rest are even more 
dubious. One premise that seems to permeate much of the Commission's action in 
this area is that the interstate pipelines are essentially the same;xx another is that 
distribution companies are essentially the same;8g and yet another is that distribution 
companies are essentially the same as pipeline companiesPO If  pipelines and 
distributors are the same, it is thought, they can compete fairly with each other. 

Distributors are not all alike and certainly are not at all like interstate pipelines. 
If the Commission is intent on advancing gas-to-gas competition between pipelines 
and distributors, it must be sensitive to the basic distinctions between them. 

The  first, and most obvious, distinction relates to the respective service 
obligations of distributors. A gas distributor is organized to provide natural gas 
service to the whole general public in a given area. Under applicable state law, it is 
obligated to provide this service on a just, reasonable, non-discriminatory and 
non-preferential basis to all. In short, a gas distributor is a "public utility." Under the 
Natural Gas Act, interstate pipeline companies are not "publicutilities" since there is 
no general obligation to serve all users in any area of service."' The  courts have long 
held that the Natural Gas Act contemplates senrice under and pursuant to the 
contractual commitments of' the pipeline as authorized by certificates of public 
convenience and necessity?' 

A second distinction relates to the rates charged by pipelines and distributors. 
T h e  Natural Gas Act enables an interstate pipeline company to file new rates which 
become effective after thirty days unless suspended. If these rates are suspended, 

nnAs an example, notwithstanding the parties' intent, the Commission determined to apply the 
sameconditions to the PanMark proposal that i t h a d  on rehearing of the Columbia, Transco, Tennessee 
and  Tenneco proposals. PanMarkGas Co., 2 6 F E R C 1  61,341 (1984). For the Commission toadopt  this 
premise is astounding in light ofits day-to-day regulation of pipelines. Northwest Pipeline Corporation 
and  Algonquin Gas Transmission Corporatiori at-e hardly sirnilal-. 

"The Commission's summary treatment of distributol- by-pass concerns certainly reHects this 
assumption. S ~ ~ p r u  text accompanying notes 65-69 a n d  79-80. T h e r e  is not hornogeniety among 
distributors. T h e r e  a r e  investot- owned and  municipal distl-ibutors of' varying si7e and  financial 
capabilities. They  serve different geographical locations, h a t e  different  market profiles, and  vary in 
terms of access to local gas supplies. See, e.g. ,  Fleming, Jr. and  Oliver, Jr., The Gur Dz.,/rihulor .4/)/jroac/ir\ 
Deregulnl~on, I08 PUB. UTIL.  FORT. 15  (No. 1 198 1); X a n o ,  Market-Ordrnng Dei17crs From A (;a\ 
Ditlrihulor'c Vi~mpoint ,  107 PUB. U T l L .  F O R T  24 (No. 7 198 1). 

'"'The Commission's reliance on interstate pipeline filings in concluding that interruptible sales 
"will not have a signiticant impact upon thecustomers of the [distributorI supplier that loses the load" 
certainly reHects this assumption. ~Iianscontinental C;a\ Pipe Line Corp., 26  FERC 1 6 1 , 0 2 9  at 61,0.56 
( 1984). 

'"Section 7(g) of the  Natul-al Gas Act, 15 LT.S.C. 8 717flg). 
"E.g., Permian Basin AI-ea Kate C a ~ e s .  390 L'.S. 747 (1968); United Gas Pipe Line Co. v. Mobilc 

Gas Service Corp., 350 L1.S. 332 (1956). 



304 ENERGY LAW JOURNAL Vol. 5:2 

the pipeline may place the same in effect, under bond, after a five month period of 
su~pens ion?~ Under existing Cornmission regulation, a properly designed and 
determined PGA adjustment charge goes into effect automatically on specified 
dates?4 Under many state laws, however, a distributor's new base rates may be 
effective only after a considerable waiting period or suspension which, in either case, 
may be much longer than the five-month suspension period under the Natural Gas 
Act. In other states, any change in base rates by the distribution utility becomes 
effective only at the conclusion of a rate proceeding. This process may require a year 
or more before new rates are instituted. 

The  basic difference in obligation and cost recovery in the ratemaking process is 
especially important in the context of special marketing programs. ?b the extent a 
distributor loses a customer under such a program, there may be a significant delay 
before the distributor can start recovering the fixed costs previously borne by the lost 
customer. Moreover, as more customers are lost, the remaining customers ultimately 
bear ever increasing costs of distributor operations, assuming that they are reflected 
in new base rates. 

Equally important, a distributor, as a public utility, must stand ready to serve a 
lost load, in whole or in part, when such customer(s) for reasons of its own decides to 
renew service. Unlike the distributor, an interstate pipeline can limit its exposure by 
adjusting the aggregate contract demands of its customers reflected in service 
agreements and an interstate pipeline does not have to senre ally increase of that 
aggregate demand. Satisfaction of any additional demands on the interstate pipeline 
must meet the criteria specified in Section 7(a) of the Natural Gas ActP5 As Court of 
Appeals in the Granite City Skel case" said of Section 7(a): 

T h e  theor) and purpose of the statutory restriction appear to be that persons desiring gas 
for the first time, or desiring Inore gas, should not get it hy taking it away from existing 
lawful customer?' 

When this statutory interpretation is coupled with the Supreme Court's clear 
instruction that the Commission cannot favor particular natural gas userspn 
interstate pipelines are protected against demands for new senlice either at the 
whim of an end-user or of the Commission. 

Unlike interstate pipelines, local distribution companies' public utility service 
obligation is one of corlstitutional dimensions. The  courts have held that continued 
utility setvice is a property right within the meaning of the due process clause of the 
Fourteenth Amendment of the U.S. ConstitutionPg The  Supreme Court in 

93Section 4, 15 C.S.C. 5 7 17c. 
" 18 C.F.R. 5 154.38(d)(4). 
y 5  15 U.S.C. 5 7 17f(a). A pipelinecannot becompelled toenlargeits transportation facilities nor be 

required to sell natural gas if such sale of gas would impair its ability to render adequate service. 
g%ranite City Steel Co. 1,. FPC, 320 F.2d 7 11 (D.C. Cir. 1963). 
971d. at  713. 
9HFPC \: Transcontinental Gas Pipe Line Corp., 365 U.S. 1 (1961). 
ygSee, e.g., Bradford v. Edelstein, 467 F. Supp. 1361. 1369 (S.D. Texas 1979); Palmer v. Columbia 

Gas of Ohio, Inc., 479 F.2d 153 (6th Cir. 1973); Ihrke v. No]-thern States Power Co., 459 F.2d 566 (8th 
Cir. 1972),vacated as moot, 409 C.S. 8 15 (1972): Salisburg v. Southern New England TelephoneCo., 365 
F.Supp. 1023 (D. Conn. 1973); Bronson v. Consolidated Edison Company of New York, Inc., 350 
F.Supp. 443 (S.D. N.Y. 1972); Cf: Jackson \.. Metropolita~ Edison Co., 483 F.2d 754 (3rd Cir. 1973). 
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Memphis Light, Gas and Water Div. v. CraJ't, 436 U.S. 1 (1978), held that customer 
service could not be shut off without first providing adequate notice and 
opportunity to be heard. In contrast to the profound publicutility service obligations 
of a distributor, the interstate pipeline has greater freedom to manage its affairs. 

Because of the differences between pipelines and distributors, gas-for-gas 
competition between them is neither practically nor operationally feasible. Many 
distributors are themselves captive to only one or  two pipeline  supplier^.'^^ As such, 
they are wholly dependent upon their pipeline supplier for continued service to 
fulfill their public utility obligation. As a practical matter, these distributors simply 
cannot compete with their pipeline supplier. To assure the continuation of pipeline 
service, they have entered into legally binding service agreements under which they 
are held to specific daily entitlements of natural gas. 

In addition to the long-term service agreements which severely restrict the 
distributor's ability to compete with its interstate pipeline suppliers, the latter's 
transportation tariffs probably do  not permit natural gas to be transported if such 
transported gas could cause load loss to their systems. Thus, even if the distributor 
was legally able to disregard its long-term purchase commitment from its pipeline 
supplier, it could not utilize its competitor's system to move gas to its service areas 
unless the tariff is altered. The  pipeline, on the other hand, would not need the 
distr-ibutor's permission to bring gas into its service area.I0' Moreover, even assuming 
the pipeline could be compelled to transport such volumes, the distributor's 
remaining customers would be disadvantaged by paying still higher charges 
associated with needed (but unused) contract demand volumes. This occurs because 
the distributor would need to maintain a contract demand level sufficient to serve a 
customer seeking to renew service. 

There are also purely physical reasons why many distributors cannot compete 
with pipelines for- theil. local markets. By definition, local distribution companies are 
located wholly within a particular state and, as a result, may lack the geographical 
advantages elljoyed by insterstate pipelines. For example, the distributor's facilities 
may be far remote from any natural gas producing area. In order to move gas into 
their service territory, distributors must arrange for transportation with the same 
pipelines with which they are expected to compete for producer sales. To make 
matters worse, they will probably be dwarfed by the market power of the major 
pipelines in bidding for favorable purchase terms. 

Another very severe constraint upon competition between distributors and 
pipelines is the likely absence of storage on the distributor's system. Unlike pipelines 
with the physical capability or geographical flexibility to store natural gas - either in 
reservoirs or- by "line pack" techniques- distributors have historically depended on 
their pipeline supplier to perform this function. If a distributor must perform this 
necessary adjunct to the purchase of a large package of gas, it would either have to 
construct storage facilities (assuming the geology of its service area could 

lnOAccording to the Energ:, Informetion Administration, over two-thirds of all distributors are 
served by only one pipeline. S u p n ,  note 1 at  79. Compare American Gas Association. Corn,hetition I n  The 
Natz~ral Gas Indust7 at 1-2 (1984) (56% of all sales for resale are to distributors with other sources of 
s~lpply). 

lo'Whether the interstate pipeline wouId need state commission approval rnay vary from state to 
state. 
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accommodate it) or pay another utility to store the gas. T h e  additional costs of 
storage would, of course, be passed on to the distributor's customer. To the extent 
such costs are for the construction of facilities performing essentially a duplicative 
function formerly that of the interstate pipeline, it is an economic waste. 

T h e  Commission has long held, as a matter of sound public policy, that 
distributors should be granted a preference over interstate pipeline companies in 
providing service to industrial e n d - u ~ e r s . ' ~ ~  Such sales protect against interruption 
of services to residential and small commercial customers during an emergency and 
provide a load balancing function within a distribution company system. These 
salutory benefits have been recognized by the courts?03 Any reduction or loss of 
sales to industrial customers by a distributor may require the development of storage 
and other protective facilities whose costs are also borne by a distributor's remaining 
customers. 

One approach that seems to balance competing interest of end-users, 
distributors and pipelines is to establish transportation tariffs pursuant to which 
distributors will act as agents for end-users and arrange for the transportation of gas 
with their traditional pipeline supplier.104 All parties are "winners" under this plan. 
End-users will have access to potentially cheaper gas supplies and direct market 
signals are received by producers. Distributors, acting as agents,'05 can have first 
hand knowledge of the volumes to be transported and can know of potential 
interruption of sewice recli~iring the provision of' back-up service to end-users. 
Concomitantly, with this information, distributors may be able to negotiate 
reductions in contract demands with their interstate pipeline supplier and can 
develop appropriate retail sale and transportation rates, thereby avoiding shifting 
cost responsibility among retail customers. Finally, interstate pipelines likewise will 
have the ability to adjust not only their gas purchase arrangements with their 
producer suppliers but also can adjust their tariff structure to prevent erosion of 
their margins and to assure the recovery of' costs on a non-discriminatory basis. 

In  the longer term, any Commission policy which substantially increases the 
number of purchasers for finite gas reserves should be discouraged. Competition is 
a laudable goal - indeed it is national policy - but competition for competition's 
sake should not obscure the Commission's vision of the natural gas market. T h e  
Commission must encourage interstate pipelines to purchase gas in the field at lower 
prices since the ultimate allocatio~l of these new supply acquisitions will benefit all of 

1"2Panliandle Eastern Pipe Line Co., 36 F.P.C. 1107, 1109, r f f f 'ds trb  nom. Panhandlr Eastern Pipe 
Line Co. v. FPC. 386 F.2d 607 (3rd Cir. 1967); Northern Natural Gas Co., 33 F.P.C. 501 (1965); 
Southern Natural Gas Co., 25 F.P.C. 926 (1961); Transwestern Pipeline Co., 36 F.Y.C. 1010, aj'd sub 
rwm. California Edison Co. v. FPC, 387 F.2d 619 (3rd Cir. 1967). cert. denied, 329 U.S. 909 (1968). 

lU3E.g., Mississippi Valley Gas Co. v. FPC, 398 F.2d 395, 397 (5th Cir. 1968). 
l0'This approach was adopted in a settlement agreement filed in Texas Gas Transmission Corp., 

Docket No. CP83-485-000. The  settlement was rejected by the Commission ill an  order issued July 24, 
1984. Texas Gas Transmission Corp., 28 FERC 7 61,118 (1984). 

lU5As agents tor end-users, a distributor should not lose ils "Hinsha\vW exemption under 
Section 1(c) of the Katural Gas Act, 15 U.S.C.5 717(c). To qualif) for the exemption, the distributor 
must receive gas at the state line or within the state and all gas must be consumed therein. Natural Gas 
Pipeline Company of America, 18 FERC ll 61,235 (1982). Since the distributor is an agent of the 
end-user, whether naturd gas is received within or outside ot'the staLe rnakes no difference. As agent, 
the distributor is, in et't'ect, the end-user. 
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their customers. T i )  the extent that a distributor loses loads to either an interstate 
pipeline or  another distributor (and which supplies are not subject to interstate 
pipeline curtailment), the adverse impact upon its customers is evident - higher 
rates. 

T h e  Commission has taken a numbel- of steps to promote increased usage of 
natural gas and has attempted to experiment with programs designed to retain or 
regain loads lost tocompeting fuels. Whether these efforts will be successful remains 
to be seen. It is inevitable that any one program may adversely affect certain 
distributors more than others. As noted above, the current times pose difficult 
PI-oblems for regulators but theory must give way to the fundamental differences 
between the various segments of the natural gas industry. 

As regulators of one segment, the Commission must not lose sight of the 
differences and, if it is concluded that structural changes are necessary, then the 
Commission should present its suggestions to the Congress. In the meantime, 
distribution companies have little alternative but to participate aggressively in 
shaping Commission decisions. Distributors actively assisted the implementation of 
Title I1 of the NGPA. The  cooperation among pipelines, distributors, and end-users 
during the rulemaking process to achieve a workable incremental pricing program 
is a model that should be replicated. While well intentioned, the Commission 
appears intent upon letting competition solve the crucial issues. Regulation is 
supposed to be a substitute for competition and, while experiments are noble, the 
Commission cannot abdicate its responsibility to the marketplace. Necessity may be 
the mother of invention and, perhaps, that explains the proliferation of special 
marketing programs. The  Commission, ho\vever, must be extremely sensitive to 
distributors and the consuming public dependent upon them for reliable service at 
reasonable rates. Therefore, the Commission should encourage agency 
arrangements which require cooperation and ultimate supervision by FERC. Such 
arrangements should achieve price reduction in the field that benefit all gas 
consurners and will allo\~ the Cornmission to avoid the thorny issues associated with 
programs whereby end-users by-pass their t~aditional distributor suppliers. 




