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MEMORANDUM

2 December 1583

TO: Bil Hogan
FROM: Scott Harvey
SUBJ: Why s electricity different than gas?

As | suggested yesterday | think there are at least two fundamental differences betwsen
gas pipsiines and electric generation and transmission:

1. Shor-tun varable cost varles greatly acroes electric generation units but not
acrcss gas wells,

2 All slactric systems have the complex tradectls betwesn capacity and production
that are found on only parta of only three or four gas pipelines.

| do net think that either difference provides any reason that open access transmission
policles cannct be applled to the electric transmission industry. | do, howsver, believe
that they are reasons that acoess to centralized cispatch is

with a declsive competiive acvantage over firms relying on individual bilsteral contracts
to serve thair customers.
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The lssue can be Mustrated with a simple example. Buppose that generator A has a

contract 1o sell power &t 3.5 cents par kwh on 4 firm basls and has a variable cost

of 25 cents, the value 10 generator A of running I8

bllateral contract market (or a market In

may be hours In which other units (generator B) having a variabl

kilowatt hour are not running because thelr cusiomer is off
B

gain from tacde betwesn A and B of 5 cent hour that would enable
generator B 1o pay generator A s 1 cent margin not to run and stiil make a profit
at a price of 3.5 cents per kwh. Alternatively, a podl can create & market that

avicmates these trades by backing-off al generaiors whose variable cost (or offer price)
excesds the market price.

This possibility for gains from trade among the o8 to bllateral contracts does not
appear 1o exist to anything like the sama degres in the gas pipeline industry because
the differsnce between the market price and the short-run variable cost of production
Is about the same for all gas wells at & given market pricse. Thus, R i Fkely not
possible to materially reduce the total short-run variable cost of meeting a given level
of gas demand by walls are produced 1o
maln axception of which |
(negative) incremental production cost becaute not
in the oll production. 1t s my impression that
handied through must take contracta. R might be interesting
have been changes In oll wall gas contracting In the

one case in which there might in the abstract be

bilateral contracts, because gas producing o waell owners would want to keep seliing
Into the pipeline regardiess of what happened 1o the demand of

under a bilateral contract. Such producers should tharefors in principle be wiling to
trade with other producers rather than shut-n production n

however, | do not belleve that this situstion Is typically (f ever) handied through trades
between sellers. ?
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Other situstions In which one ht expect that thers might be cost differences
permitling gains from trade weuld the

needs to be desulphurized or requires additional comprassion. Once again, howsver,
| do not balleve that trades among

costs. One Interpraiation of the absence of central dispateh In gas industry operations
is therstore that the gains from cental dispaich would be small compared 10 the gains







