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Natural Gas Purchasing
As A Strategic Input

CO'Scy O. vvlielan

After more than 40 years as a regulatory strong ho ld, the natural
gas indu stry felt th e fir st s tir r in gs of a fundamental ch an ge
up on the ena ctme nt of the Na tural Gas Policy Act of 1979.

Thro ugh fits and star ts the industry has been reforming itself, The
natural gas industr y is now subject to competitive forces. Custom ers
genera lly have supplier cho ices and the industry tends to focus on cus­
tom ers and their need s. The new structure is qu ite an im proveme n t over
the historic struc ture .

DEREGULA TION BY IND USTRY SEGMENT

The na tural gas ind ustry is gene rally broken down in to three in­
d ustrv segmen ts- p ro d uction, in te rs ta te tr ansportat ion and loca l
dist rib ution. Each has followed its own course on the road to a less
regu lated ind us try. The production area was the first to beco me deregu­
lated . Beginn ing in the early 1980's natural gas pri ces began to becom e
deregul ated . Prices were completely decontrolled in 1989 with passage
of the Na tural Gas Decont rol Act.

With wellh ead natural gas prices completely decontrolled, market
forces an d nothing else determ ines pric es. Customers are free to pur­
chase wellh ead natural gas at any price and with any pric ing structure
that the market will accep t. Price decontrol has also allowed for the
development of a vigorou s natural gas finan cial market.

Today yo u can hed ge futu re prices, either bu ying or selling , eig h­
teen months in to the fu tu re. You can bu y through a broker on the . lew
York Mercantile Excha nge (NYMEX) or a marketer wh o works thr ou gh
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the excha nge. This flexibilit y wa s not possible when prices were regu­
lated . A working financial market is on ly possible if regulat ory
inte rventi on is kept to a minimum.

The seco nd industr y segmen t, in ters tate transp ort ation se rvice, be­
ga n its roa d to deregulat ion in the mid 1980's with the issua nce of a
series of Federal Ene rgy Regulatory Commission orders that began to let
cus tomers have direct access to pr oduction and required pipel ines to
tran sport the natural gas on op en access non-d iscrim inatory basis.

The final FERC orde r (n umber 636) was implemented in 1993. It
required pipelin es to p rovide the same level of serv ice to cus tome rs as
itself. The net result was that p ipelines essen tially go t out of the bu si­
ness of selling natural gas . Prior to 1985 pipelines essen tia lly so ld all gas
cons umed in the Uni ted States . After 1993 p ipelines esse n tially so ld no
natu ral gas . The industry was tran sformed .

Ano ther requirem ent of Orde r 636 wa s that pipelines had to give
hold ers of capaci ty the ability to resell their capaci ty if they choose. A
seco ndary market for tran sportat ion wa s essen tially crea ted . Tran sporta­
tion is now trad ed daily on the seconda ry market. Vir tually all hold ers
of capaci ty now participate in some way in the seco nda ry market as they
try to increase va lue for under utili zed capacity. Transp ort ati on is not
yet a commo d ity like natural gas is, and pr obabl y will never be, how­
ever, it looks a lot more like a commodity than it d id earlier .

The fina l indust ry seg men t is local di stribution . Their roa d to d e­
reg ula tion is slower and less cons isten t since gene ra lly price and serv ice
is reg ulated by each state ra ther than one bod y such as the FERC. Cur ­
rently, ma ny LDCs have eithe r very res trictive tariff lan gu age that make
tran sp ortation se rv ice un att ractive or subsid ize service to indust rial cus ­
tom er s which increases costs to othe r cus tomers and pr events o the r
po ten tia l suppliers from compe ting on a level playin g field .

For example, some utilities have an arbitrary volume req u ireme n t
to qualify for tran sp ort ation service. Often times the volume requirement
results in exclud ing all but a few companies from having the opportu­
nit y to tran sport gas .

Another exa m ple is res tr ictive balancing service. Some utilities
have a dai ly balancing requiremen t wi th narrow tolerances and hi gh
pena lties- nei ther of whi ch tracks or reflects the LDC's poten tial cos t
occurrence . We see th is changi ng however. As the fear of dereg u lation
diminishes and the success of Order 636 is increasin gly recognized,
LDCs and state commissions are loosen ing the grip on cus tomers and
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allow ing them to choose their supplier under reason able tariff terms and
conditions,

It is importan t to understand the scope of cha nge in the industry in
order to realize that you can an d sho uld view energy d ifferen tly because
of these very changes, Energy should be viewed di fferently than in the
past.

However. the same type of restructuring that funda men tally al­
tered the na tural gas ind ustry is occurring in the electric ind ustry, The
Energy Act of 1992 opened the flood gates of deregul ati on for the elec tric
industry, Soon yo u will have a cho ice as to who yo u purchase yo ur
electricity from jus t as you currently do with natu ral gas,

NATURAl GAS ENERGY AS A STRATEGIC INP UT

Natural gas is transform ing and in certa in resp ects has tran s­
form ed from a productive inpu t where a cus tomer had to take the pri ce
and level of service provide d by the LOC, pipe line and prod uce r to a
p rod uctive inp u t where there are choice s as to pr icing structures an d
level of sen 'ice, As such, natural gas sho uld be viewed as a stra tegic
p roductiv e inp u t. As a stra tegic prod uctive input natural gas is vie wed
in a mu ch different light than it ha s been traditionally viewed, As a
strateg ic product ive in put the follow ing questions begin to be asked:

How mu ch pr ice vo latility can I hand le?

•

•

•

•

•

Does the mar ket value of my product vary wi th the mar ket value
of natural gas?

Wha t alternatives do I have to be taking service from the LDC?

Can I take a low er level of service reliability and associated cos t
sav ings an d not unduly disrupt my productive process?

Can I h ire someone to man age my energy requiremen ts who has
ene rgy as a core compe tency who can save money and / or increase
reliability?

How is my com petition purchasing ene rgy ?
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• How do I compare regionally and na tionally to my compe tition as
it relates to energy purchases?

• Wha t are my objectives as it relates to energy purchases?

• Do I have an energy stra tegic plan that ties into my overall cor po­
rate strategic plan ?

• How do I know if I have been successful in purchasing m y energy?

Under the tradit ion al ind us try s tructure these ques tions typ ically
don 't ge t asked becau se there are no choices or alternative s. Under
tod ay's emerging stru cture these are cri tical qu estions th at m ust be
asked and answered in order to compe te in the inc reasing ly compe titive
wo rld marketplace.

Defining Objectives and Developing a Plan
Once the rea liza tion is mad e that ene rgy is a stra tegic inpu t to the

productive process, energy star ts to be viewed much differently. No
longer do you jus t take the price and cond ition of service provid ed by
the local utility.

Instead you develop your op tions , evaluate each agains t yo ur stra­
tegic objectives, then chart a course of action. A first step necessary
before op tions development and evalua tion is development of stra tegic
objec tives.

Strategic Objectives
"How do you know if yo u hav e arrived if you don 't know where

yo u are going?" If you haven 't identi fied a set of objectives yo u wa n t to
reach as it re lates to energy you don 't know and will never know if you
op tim izing your energy portfolio within the context of yo ur op tions and
overall corporate objectives.

Deve lop ing yo ur stra tegic objectives star ts with an swering two
ques tions. N umber I-What are my corporate objectives ? For the m o­
ment let 's ass ume that you have a simple corpora te objective to make
money.

Number 2-How importan t is energy in the productive process? If
energy is a siza ble share of your corporate var iable or contro llable cos t
then energy is very import ant to you stra tegically and should be given
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relativ ely high priori ty,
If on the othe r hand ene rgy costs relat ive to yo ur othe r cos ts ar e

lost in the ro unding then ene rgy should be give n a relatively low er
pri ority. for the sake of this article let' s assume ene rgy is relativ ely
important.

Energy is important and my mission is to make money, With tha t
settled there are two more qu estions that need to be an sw ered . N umbe r
I-vVhat are my strategic objectives as they relate to ene rgy? N umber
2- Ho w do I achie ve them ?

Strategic Objectives
First, yo ur stra teg ic objectives, Here are some questions and con­

s id era tion s that ca n lead yo u to clearly defining yo ur s tra te gic
objectives . Question one- What are your end-use applica tions? Is it
space heating, process, feed stock, etc.? Certain applications ma y not de­
serve much atten tion.

f or exa mple, the office area for an industrial plant usually ha s a
couple of furnaces, air cond itione rs and water heaters. The energy use
ten ds to be seasonal, rela tively insignifi cant and metered separa tely
from the p lant itself . No t mu ch time or effort should be put in to evalua t­
ing strategic objectives for this end- use, Altern ative ly, yo u ma y have a
boiler house that generates steam for your process and burns $5 m illion
of gas annually. This application need s attention.

The next set of issues re late to reliability. Wha t level of reliability
do I need for each application? Many plants ha ve alternate fue l cap abil­
ity , With alterna te fuel capability a lower level of reliab ility may be
possible which can crea te significant savings. You should only bu y as
much reliability as you abso lutely need since there is d irect relationsh ip
between price and reliability,

Choosing the right level of reliabil ity ma y not be as eas y as it
in itially would see m becau se of the cost of sw itching fuel. There is a cos t
when ever a facility mu st sw itch to an alternate fuel. The cos t comes in
two forms,

fi rs t, the different ial cost of replacement fuel. If your replacem ent
fue l is propane yo ur MMBtu cost may double. If yo ur replacem ent fuel
is #6 fuel oil there may be a minimal cos t impact.

The other cost is the cost to switch, Does an ope ra tor need to be
div er ted from othe r tasks to make the fuel switch? Is there an ad minis­
tra tive cost to track the fuel switching and process the bill s?
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More importantly-is there productive downtime at the plant if
fuel switching is required ? This can be very cos tly. One of our cus tome rs
con tinues to remind me that each da y they make ove r $1 milli on worth
of product that is sold as it is made.

If energy problem s cause a plant sh utdo wn or slow do wn they lose
sa les that canno t be made up because they're not ru nning at capaci ty .
Sav ing $.10/MMBtu and giving up reliab ility is not wor th it to this
custom er. These cos ts often times are forgott en and can be significan t.

The ne xt se t of issues relate to pri ce. Naturally, yo u wa n t to have
the low est price cons istent with your reliability requirements. Aga in it' s
not that simple. If yo u serious ly wan t to get natural gas at the lowest
cos t then you should sys tematically pa rticipate in the fu tures market.
That way yo u can capture lower pr ices in future months or yea rs when
the market is weak. This pricing approach in trod uces a price risk that
man y cus tome rs are unwilling to take but it is the best way to ge t the
lowest pri ce.

Oftentimes bu yers state that their objecti ve is to get the lowest cos t
but wh at they actually get is the lowest pric e during bid week when
they are bu ying for the next month. This exa mple insures that yo u are
bu ying at market pri ce, not at the lowest cos t.

Your pri ce objective sho uld be a fun ction of how much price risk
yo u are willing to take relative to the prevailing market p rice. If yo u are
willing to assume pr ice risk relative to the market you may be able to
beat the ma rket.

Ano the r dimen sion of price is stability. How important is it to yo u
tha t p rices are stable? For example, if prices jum p 30% do you have to
expla in through seve ral layers at the company why yo u are over bud­
ge t? On the other hand, if prices d rop 30% does th at cos t reduction
au toma tically project through to the end of the fiscal year and essen­
tially handcuff you to a 30% overall fuel cost reduction for the rest of the
year? If eithe r of these situations occur in your company you may wan t
to serious ly cons ide r fixed pr icing.

Na tural gas p rice and cost sho uld not be viewed as a sing le homo­
geneous commo d ity, rather, natural gas sho uld be viewed as a bu ndle of
services from the wellhead to the burnertip. The services can and sho uld
be unbundled and evaluated separa tely wh en it comes to develop ing
stra tegy and objectives .

There are thr ee gene ral cos t categories that make up your natural
gas cos t: commod ity cost of gas, int erstate tran sportation, and local dis-
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tribut ion . Each cost catego ry sho uld be evaluated sepa ra tely an d a sepa­
rate strategy develope d for each, Your overall objective ma y be the same
for each, i.e. minimize cos t for a given level of reliability,

However , the actua l road to ge t to the ove ra ll objec tive may be
d ifferent for each , For example, there are literally hund red s of potential
natu ral gas supp liers and a liqui d market in most p roduction areas, a
hand ful of wa ys to transport natural gas to your area and in all likeli­
hood on ly one local ut ility that actually serves yo ur plant. The three
segmen ts are sufficien tly different that separa te strategies are required
for each ,

Determining yo ur pr ice objective is very specific to your bu siness,
Do you wa n t to take on price risk in orde r to ga in a competitive price
ad van tage compared to yo ur compet ition, or is it impo rtan t that your
price alwa ys be in the mar ket ? In all likelih ood yo u p rob abl y would not
expose your en tire ene rgy position to pr ice risk. Instead , a port folio
approach is prob ably more pr ude nt. Whatever approac h yo u choose the
industry can deliver.

Defin ing your strategic objectives is really quite simple, Firs t you
assess what yo ur end-use app lica tions are, Second , for each end-use
app lica tion you define the level of reliability required based on a cos t
assessment of switching to alterna te fuel.

Fina lly, a price strategy must be determined gene ra lly and then
specifically as it relates to each natura l gas industr y seg me n t. Is the
objective to be at the marke t at all times? Is the objective to be least cos t
which mean s that some forward pri cing mechanism s will need to be
used ? Or is your objective to always be at or near budget ?

So m uch for the big p ictu re. Now to address the import ant qu es­
tion: How d o I develop op tions and choose a course of action consis ten t
wi th my strategic objectives? The first issue is do you go it alone or
bring in some help ? If you ha ve staff and time on yo ur hands you m ay
wa n t to go it alone . If on the othe r hand yo u are like most of us, under­
staffed an d over wo rked, then yo u ma y want to bring in some help. Help
can be solicited in man y ways.

One way is to hire a con sultant. Ano the r way that 's much less
expensive is to use the RFP p rocess to have industry experts tell you
how they woul d reduce your ene rgy cos ts and give yo u the level of
reliabi lity you need. The RFP ap proach works very we ll if you are p re­
cise as to wh at you are looking for, but it requires mod erate famil iarity
with the mar ket. The RFP should requi re that the resp onden t specifically
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d iscu ss how he would reduce costs in all thr ee of the indust ry segme n ts:
com mo d ity cos t of gas, interstate tran sport ation and local d istribution.

CASE HISTORY:

Energy As A Controllable Strategic Input
Here's an example of what can happen when conceptually you

view ene rgy as a stra tegic input that can be con trolled and made to
confo rm to your stra tegic objectives. The energy user was a region al
en terprise with nin e plants all engaged in agricultural processing.

We began talking to company pe rsonnel several years ago about
cha nges in the ind us try and how these changes crea te real opportun ities
to improve profitability and compe titive position. Our first step was to
identify op tions that may ha ve applicability.

Then we started slow ly. First we began serv ing one plant with
tran sp ort gas at a cost less than utility service. Next we evalua ted the
econo my of byp ass at two facilities. Byp ass essen tially replaces local
d istribution serv ice wi th pipe owne d by the custom er or by a third
party. The return on investm ent was over 50% annua lly.

After we shared this information with the local distribution utility
they reduced their pr ice to the cus tomer by 50% for a 10 year period .

Our next step was to discuss fuel issues with each of the plant
man agers. At one plant we foun d out that their coa l permit was abo u t to
expire and that pursuant to Clean Air Act reg ulations the permits would
only be renewed if expens ive up grad es were mad e. The plant had de­
cided to sta rt burning gas once the permits expired.

Ho wever , they hadn 't yet sha red the informa tion wi th the di stribu­
tion compa ny . Our sugges tion was to commit to a minimum ann ual gas
use with the local util ity in exchange for a discounted rat e. The utility
thinking that it was capturing new load, was more than happy to ex tend
the di scount, again for a ten-year term. Absen t th ink ing abo u t ene rgy as
a stra tegic input our cus tomer may ha ve simply told the ut ility that is
now need ed to burn gas at wh atever pri ce the utility wan ted to cha rge.

As negot iations with the local di str ibution companies we re going
on the overall natural gas market had d ropped to three year lows. We
advised our cus tome r of that and suggested that a port ion of their load
be conve rted to a fixed pri ce. After some discussion the decis ion wa s
made to ser ve all plant s under a ma ster agreem ent and for approxi-
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matelv 60';;, of expec ted load to be ser ved under a fixed price. Today all
nine plants are bu ying gas at below market.

We also did an overall energy eva lua tion for all p lan ts. At two
plants we fou nd that they had low power factors for which they were
being pe nalized by the electric ut ility. The particular uti lities eit her
charged on a KVA basis or charged pe na lties below a cer tain po wer
factor level.

The solu tion was to install cap acitor banks that wo uld red uce KVA
utilizat ion relative to kWh ut ilization . The pa yback for the cus tome r
inv estmen t was 1.5 years. Ongoing activi ties with th is cus tomer incl ude
a cogene ration feasibility s tudy at one plant, biomass d igestion at an ­
other facility an d resetting a fixed pr ice at all facilities.

Th is cus tome r decided that energy was a stra tegic input to their
p rocess, that ene rgy cos ts can be contro lled and that focusin g on energy
could improve profits and their compe titive po sit ion . Qua rterly meet­
ings were held with the user where ene rgy strategy and energy options
were d iscussed . The result is that they understood emerg ing techn olo­
gie s and eme rgi ng reg u la tory cha nges and we underst ood the ir
chang ing need s an d requirements.

This user 's decision to view energy strategica lly and to compre­
hen sively evalua te energy options has res ulted in severa l hund red
thou sand dollars in energy savings, dollars that go direc tly to the bo t­
tom line.

Your business can be more profitable if you view energy strate­
gi call y, develop energy options and implement strategi es that
conform to your energy objectives and corporate objectives .
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