FREQUENTLY ASKED QUESTIONS FOR NATURAL GAS AUCTION SET FOR JANUARY 22, 2010

1. What is the purpose of the SEM?

The SEM has been formed to provide its members with buying leverage in the energy marketplace, to facilitate less volatility in their energy budgets and as a source of energy advice and education for its members.

2. What components make up the Price to Compare you are recommending and how did you arrive at the Price to Compare?

The Price to Compare is the benchmark price the SEM will go to potential suppliers with to ask them to bid on your gas supply.  The SEM will not enter into a contract unless the price offered by the winning bidder is less than the Price to Compare.  The Price to Compare is made up of 2 (two) primary components; The commodity component which reflects the cost of the natural gas commodity at a gulf coast production area, and; The interstate transportation, commonly referred to as “basis”.  The basis also contains miscellaneous charges besides interstate transportation and the suppliers margin.  We have asked the suppliers to make sure that the basis includes a very small fee which will be directed back to the SEM to provide for its ongoing operating expenses and other programs which will benefit its membership.  

We arrived at the price to compare by reviewing the 24 month strip price for natural gas futures on the NYMEX and weighting it for the expected monthly volumes during those 24 months.  We also added a projection of basis including both interstate pipeline transportation and the fee to the SEM , and came up with our recommended Price to Compare for the January 22nd auction of $8.85. 
3.  Is the Price to Compare that you are recommending the maximum I will pay for my gas service if there is a supplier who will bid at that level or lower?  

Remember the Price to Compare only covers the Commodity, Interstate Transportation and SEM fee, there are two other cost items to consider to get at the “all in cost” of your gas supply.  In addition to the Price to Compare, you would need to add the charges from your local utility (e.g. PSE&G) for local distribution of the gas from the City Gate to your place of business, plus NJ Sales and Use Tax which is charged on all components of your gas service (commodity, basis, and LDC costs.  This tax is 7% of the total cost of these items and may be referred to as different names but it is essentially the same 7% sales tax you pay for many of your purchases in the state of NJ.  If you were to look at the gas tariff your current gas utility provides, you would see that the Sales and Use Tax is included in the rates they charge you.  Many people assume energy is tax free because the utilities include the tax in the rates and don’t highlight it as such on their invoices but if you went to the tariffs that show how the rates are computed, you would see that the tax is included in their rates.     

4. How does the SEM save its members money in the purchasing of energy?
Aggregation of many similar buyers into one buying group will provide economies in the purchasing of energy versus each member buying independently.  There are several reasons for this.  First, the costs of customer acquisition for potential suppliers is greatly reduced when they only deal with one entity (the SEM) versus the 112 municipalities or authorities which are currently in the SEM.  Second, and most importantly, pipeline operators are like a toll road (e.g. the NJ Turnpike).  They have invested millions of dollars in building their pipeline and only get a return on it if they keep gas moving through it.  When the successful bidder to the SEM, goes to the pipelines to buy and reserve pipeline capacity, they are in a much stronger bargaining position when they have a large amount of gas, that can be booked well in advance.  Even on a standard interstate pipeline tariff, there are price breaks for greater volume and this is why a large buyer gets more economy than a small buyer.  Additionally, pipeline operators hate variation in the volumes they handle because it makes it more difficult to schedule and operate their pipeline when they don’t know what is going to be going through it in advance.  If the volume is steady and predictable that is a better “load” than volume which swings wildly.  Often aggregating accounts has the effect of smoothing the variability in demand, that is to say, the highs and lows of individual accounts can be “averaged” out so that the variability is lessened.  Investors call this a “portfolio” effect and it can also be applicable to natural gas demand among different types of accounts.  For all these reasons, and others, the SEM will be in a better buying position than an individual municipality. 

5. If I look at the current futures or cash price for gas, it is under what you are proposing for the commodity component of the Price to Compare.  Why is that?

The price to compare we have developed is a 24 month strip price as of Thursday 1/7/10 close.  The trend for natural gas pricing is upward because traders are currently compensating for the uncertainty in future markets by expecting higher pricing.  They look at the future, and today’s relatively low natural gas prices, and when they account for unknown factors such as weather, the possibility of events such as war, terrorist attacks, etc, the world economy and the value of the US dollar, they are currently inclined to believe that prices will be going up in the future and this is reflected in the futures price.  The cash or near term futures price, which is admittedly lower than the commodity component of our price to compare, is a near term price (present cash value, or in the case of the near term future, one month out) and because of this, it has does not include the level of risk premium that trader’s would assign to it to compensate for unknowns over a longer period of time.  The near term future, or the case price will not reflect what you should expect to pay if you were looking to lock up your pricing over a 24, 12, or even 6 month period into the future.    

6. Will I always save money versus buying from the utility on a month in and month out basis, if I participate in the SEM’s aggregated solicitations for energy supply?
Not necessarily.  The SEM will provide you with greater price stability, and more budgetary certainty, and given the relatively low pricing levels of today, over time it is highly probable that you will enjoy overall savings versus what you would have spent with the utility but this is not guaranteed.  You should remember that the primary benefit of the SEM aggregated solicitation, is as an insurance policy against wild swings in the price you pay for your energy.  There is no question that your budget price variance from month to month, will be essentially eliminated because you are locking in the deregulated portion of your gas service (not the utility portion, this may still change but it will change with or without your participation in the SEM).  Volume variance (a variance in the amount of volume you use versus what your budgeted) will still exist as it is largely dependent on weather but you would have that risk whether you buy with the SEM or individually from your incumbent utility or a third party supplier.  

To Illustrate this the attached analysis was prepared which shows a retrospective analysis from January of 2008 if the buyer had been part of a SEM and the SEM went out and purchased natural gas at $8.85 (this is probably not  what the Price to Compare would have  been back in that time frame, it would have been much higher).  The Price to Compare back then would have been higher than the price to compare today because gas prices were much higher back then.  The cash price in January of 2008 was around $10.10 per dekatherm, and the futures prices were much higher.  It is likely that the SEM’s energy consultant would not have been recommending a 24 month contract back in that time frame because prices were at historical highs (as opposed to being relatively low today).  None the less, an analysis is useful in illustrating that the price you pay with the SEM would be much more predictable than the price you would pay if you took service from the utility.  This is illustrated by looking at the minimum and maximum prices you would have paid had you taken gas service from your incumbent utility (PSE&G is used as an example here and the BGS prices listed are the actual BGS prices their customer paid over this 24 month period).  The minimum for PSE&G service was $9.53 per dekatherm, the maximum was $21.65 per dekatherm and the standard deviation was $3.48.  With the SEM price to Compare of $8.85, the minimum for SEM service would have been $13.04 and the maximum would have been $14.68, with a standard deviation of $0.64.  The SEM variation is completely explainable by the regulated portion of the gas service (PSE&G’s local distribution costs) otherwise the variation for the SEM cost would have been zero.  
7. Are the expected savings for electric and natural gas, if supplied thorough the SEM, equally predictable?

No.  Because of the way the default price for electric supply is determined (the default price is the price you pay your utility in the event you choose not to use a third party supplier or the SEM) in New Jersey, there is a definitive benchmark as to what the typical municipal electric account will pay for the unregulated portion of its electric service.  This is called the “price to compare” and it is clearly stated on your monthly invoice from your utility.  The price to compare on your utility invoice is the result of an annual auction the State of NJ Board of Public Utilities holds in order to secure the benchmark price for service to its customers who do not take third party electric supply.  

Every year the BPU holds an auction and buys 1/3rd of the upcoming years expected electric needs from power generators or marketers.  The remaining 2/3rds of the upcoming fiscal years needs were purchased previously in the prior two years.  For example, for the 12 month period beginning on June 1st  of 2010 and ending on May 31st  of 2011, the last third of the expected electric needs for this period will be purchased in an electric auction that will be held in February of 2010.  The first third was purchased in February of 2008, and the second third was purchased in February of 2009.  The prices the BPU secured for this supply at the time of these auctions was (and will be) reflective of the market conditions that existed at the time of the auction.   The ultimate BGS (Basic Generation Service, a/k/a Price to Compare) price from your utility for the period starting June 1, 2010 and ending May 31, 2011 will be a reflection of what was purchased at the three auctions and results in a readily identified benchmark against which to compare your pricing options for non-utility electric sources like the SEM.

The situation with gas is different.  There is no BPU sponsored auction for gas supply as there is with electric.  Instead utilities go out to purchase the gas as needed to meet their customer’s needs on a month to month basis.  As a result, the price the utility passes on to its customers, reflects the underlying volatility in the energy markets.  This is why if you compare the price a typical energy user paid per delivered dekatherm from a utility like PSE&G over the past 24 months 9see the attachment) you would see that it ranged from a low of $9.82 per dekatherm (October 2009) to a high of $22.38 per dekatherm (July of 2008).  If the SEM had purchased for the group when prices were relatively low, you would probably have saved money versus using utility supplied gas and conversely if the SEM had purchased gas when prices were relatively high, you would have been disadvantaged versus the utility supplied gas.  None the less, in either case, the variability in gas pricing would have been much lower with the SEM approach and the occasion for disruptive budgetary price variance would be significantly reduced or virtually eliminated.  
