Perceived Disconnects Between Gas and Electric Industries

Focus on Issues Other than Energy Day,

primarily Firmness of Capacity

Beyond the issues involved in Energy Day deliberations, and beyond the various inter-industry communication issues being examined, there are certain basic business-model discontinuities that appear to exist between the natural gas and electric industries.  These discontinuities all relate to the incentives or disincentives affecting a generator’s ability to secure firm pipeline capacity to deliver the generator’s gas supply.  Where disincentives are created, the result can be to keep the entire energy delivery chain from being as reliable as it could be.
These issue descriptions are based on Rick Smead’s anecdotal understanding of the generation business around the country, although the characterizations of the gas pipeline industry are based on deep experience and expertise.  Among other discussion, any correction or adjustment to the statement of the generation issues, including the extent to which these issues are not universally applicable, will be welcome.
1.
No “Reserve Margin” in Pipeline Industry
Unlike the electric industry, gas pipelines are not designed with a “reserve margin,” excess capacity built to respond to unexpected increases in demand.  The reasons for this are simple:  (1) the pipeline business, including regulatory authorization, is contract-based—if shippers are economically committed to capacity, it will be built, if they are not it will not;  (2) the marginal economics of new pipeline capacity are very market-sensitive, meaning that any excess cost to support reserve-margin capacity causes project economics to fail to clear the market;  (3) generation reserve margin can be turned off when it is not needed—pipeline excess capacity cannot—if such excess capacity exists, it has the effect of massively reducing the value of existing capacity, disincenting pipelines from building new capacity and disincenting shippers from staying committed to firm contracts.
2.
Position in the Generation Dispatch Queue

There does not appear to be any consideration given to the firmness of gas delivery in placing a particular generator in the hierarchy of generators to be brought on in various load conditions.  Thus, it is possible for a generator that cannot be certain of the delivery of its fuel to be treated as “must-run” during demand conditions when the lack of firmness is likely to result in gas interruption.
3.
Pricing of Electricity

Under all the various pricing schemes practiced in the competitive wholesale-electric market, there does not appear to be any mechanism that allows a generator with firm fuel delivery to charge more than a generator with non-firm fuel delivery.  Thus, a generator that paid the premium necessary to secure the firm dedication of pipeline capacity would necessarily have to absorb that cost, without any ability to earn additional revenue for the enhanced reliability of its electricity.
4.
Treatment of Gas in Economic Dispatch

In every regime where generators are economically dispatched, beginning with the cheapest and moving to more expensive generators as load increases, the standard used to rank generators appears to be marginal cost.  For a coal-fired generator, marginal cost is primarily the commodity cost of the fuel itself.  All capital and fixed operating costs that have been incurred to use the coal in an environmentally compliant way are treated as what they are—fixed costs—and thus do not enter into the economic-dispatch formula.  However, where the fuel is gas, a fixed cost incurred to secure firm delivery capacity (the reservation charge paid monthly to the pipeline) is rolled together with the commodity cost of the gas and treated as a variable, or marginal, cost of production.  This treatment disadvantages the gas-fired generator, moving it down the dispatch queue based on a cost that is really analogous to the fixed costs incurred to be able to burn any fuel. 

