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Hot Topics in Gas and Power Markets
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The Natural Gas “Crisis”

L ‘%? Deregulation brought lower prices,

j-h_:._.‘w but it was a one-time change
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;“42"_,%3 Natural Gas Pricing 101

¢ Price is a function of:
— Production volume
* Domestic
* Imports
* LNG

% Natural Gas 101
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Near Term Analysis




US demand began to outstrip domestic
- production in the late 1980s, but Canadian
> ) '-,[Hy imports filled the gap thanks to FERC & NAFTA
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4%’02 storage was down

“‘yfﬁw What happened?

« Combination of high prices during refill season and credit
crisis caused marketers and utilities to put off purchases
for storage.

« Low prices leading into 2002 and economic slump
depressed exploration and production levels (as did credit

}’q%%? Volatility has only increased

Prices of front-month natural-gas futures

* “Fundamentals” have As traded on NYMEX
changed

— Production fell off due to
low prices during NAFTA
bubble s

Price pressure wasn't from gas
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}”%3%3 The Rest of the Story

« Domestic demand exceeds supply

« Conventional supplies are playing out
« New ones are less well understood

* And, they are playing out faster
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2003 Conventional wells are playing out
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~K)3 NEW SUPPLY MUST COME FROM
NEW AREAS...

Source: CMS Panhandle Companies

Resource Base Continues to Increase

—==7(}}3 with New Discoveries.\We May be
Just Running in Place, but not
Running out of Gas
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rgy We will Rely More On Imports

Forecast U.S. sources of natural gas,

« New sources in the North In cubic fost
cost more to develop e
¢ Imports of LNG are Fomeasanss
expensive — that will 20 tiion
increase marginal price of .
gas (if LNG becomes a
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Take time.

Too few terminals X
Not much capacity now. 1.9 f
Adding new terminals

Is controversial, will B! o
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—~70n3 But LNG Won't be a Big
time Soon

_‘:\42'6&3 Demand: The “Other” Shoe
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« Industrial demand has been “swing” resource to
meet peaks
— Interruptible
— Curtailable
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/:;2{;{13 Industry Shrinking % of Market
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Less “Swing” Potential
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M LNG Cost = E&P + Overhead

3 % If it is the marginal resource, prices
HAGY il stay high,

LNG Overhead Costs Have Dropped 25% Since 1980
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203 But it Hasn't Yet
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Rapid Increase in Use

TCfiyear at Generating Units
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Baseload Capacity - Actual through 2002 and Planned through
2010
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g Because “old” coal and nuke
plants are taking up the slack —

HAGY leaving gas for peaking.

Baseload Electricity Supply Option Capacity and
Current Utilization
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Prices remain high and storage will be low again this year.

Summer has been mild, but lucky weather breaks are
bound to end.

The economy will recover and industrial demand will
increase.
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What Would SMD Do?
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Adopt a single “network service” transmission tariff.
Extend FERC’s reach to retail transmission rates.
Require Independent Transmission Providers (ITPs).

ITP will administer day-ahead and RT energy and AS markets in
conjunction with the network tariff.

Establish an “access charge” to recover embedded transmission costs.




"’5’26!23 FERC Standard Market
< ..rgy  Design (SMD) Status

¢ FERC issued SMD NOPR in 2002.
« Backlash from SE and NW states delayed process.

* New language from FERC failed to quell political
opposition. Congress drafted language barring
implementation.
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1rqy Value of RTOs

* FERC White Paper documents value from
allowing “cheap” power to flow to high-
cost areas, even if RTO adds costs.
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RTO Report

§ FERC’s Market Platform White
Paper — “Non-Standard Market
Design”

 State’s will retain authority over:
— Transmission tariff for retail customers
— Reliability levels and plans.

* Utilities must join existing or proposed RTO (DC

“;ﬂfﬂ? SMD versus “Market Platform”
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Single “network service” tariff — Maybe eventually

FERC’s reach to retail transmission rates — Not a chance

Independent Transmission Providers (ITPs) — Sort of independent

Day-ahead and RT energy and AS markets — Maybe eventually

“Access charge" - FERC will allow, up to each State if they will
anag v ething li

”'!m 2 FERC Approved RTOs

» E ~-s|’93f (Regional Transmission Organizations)

* PJM (Penn, NJ, Maryland)
— Nation’s first fully functioning RTO in 2001
— Began in 1927 by forming the world’s first power pool
— Serves 25 million people in 7 states and District of
Columbia




‘:%fﬂ? Proposed RTOs .,%3 Dubious RTO Applications
> Er ~Fgy  (“serious” applications pending)  E7 gy Sgc':ﬁgn‘)’f NSMP and D Creutt Court
 ISO New England

* New York ISO

¢ RTO West

f%m? Dead Proposals
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* ISO NE/NY ISO merger




