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INTRODUCTION

Traditional gas utility sales service is the sale of natural gas supply to retail customers at
rates regulated by the lllinois Commerce Commission (ICC). The rates paid by sales service
customers are separated into two parts:

e Delivery: this component recovers the cost to distribute gas, including the cost of
utility-owned storage facilities, through rates that vary by customer class.

e Gas commodity: this component of sales service is regulated by the Commission to
ensure that customers pay only for gas that is prudently purchased. Typically, the
price for gas commodity fluctuates monthly, but it does not vary by customer class.

Gas transportation service allows alternative gas suppliers (AGS) to sell competitively
priced natural gas commodity to retail customers. It is believed that the wholesale
commodity market is competitive, but the delivery function is a natural monopoly.
Therefore, by unbundling the commodity from its delivery, retail customers can get direct
access to the wholesale market and potentially:

e Lower prices
e A wider array of services

e Customized pricing, terms, and conditions of service to individual customers or groups
of customers than is possible with sales service.

The first transportation tariffs simply removed the utility’s gas supply charge from the
transportation customer’s bill, with limited or no access to utility storage assets. More
recently, transportation service is more sophisticated. It offers customers a number of
alternatives to traditional utility sales service, including allocations of utility storage and
flexible delivery and storage withdrawal terms.

This report aims to provide an overview of the current state of the market including active
gas supplier activity and customer switching trends. This study is divided into two main
customer markets:

1. The Large Volume Transportation (LVT): this segment represents most of the gas
transportation volume as these are the large volume industrial and commercial
customers in the Nicor Gas, Peoples Gas, North Shore Gas, and Ameren lllinois
service territories.

2. Small Volume Transportation (SVT): both small commercial and residential
customer segments are included in this market currently served by the three utilities
in northern lllinois: Nicor Gas, Peoples Gas, and North Shore Gas.

The data has been analyzed to identify trends and inform recommendations for 2017 aimed
at supporting the development of competitive retail natural gas markets.
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2 RECENT COMPETITIVE ACTIVITY

2.1 ALTERNATIVE GAS SUPPLIER SUMMARY

The following graph shows the number of active AGS companies at the end of 2015 and 2016
by utility service territory. A supplier is considered active when a utility reports the AGS has
at least one customer receiving supply in 2016.

The LVT gas suppliers are shown separately from the SVT suppliers in order to visualize the
markets serviced by each group. Note, a supplier may be active in both the SVT and LVT
markets and, as such, would be counted in both categories.
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Overall, data this year shows increased new entry by alternative gas suppliers in both the
LVT and SVT markets in the Nicor Gas, Peoples Gas, and North Shore Gas territories. The
quantity of supplier participation has gone unchanged in the Ameren territory.

2.1.1 LVT Suppliers

In 2016, there was a universe of 49 active LVT suppliers in the Nicor Gas, Peoples Gas, North
Shore Gas, and Ameren lllinois territories. These suppliers serve over 32,000 lllinois large
commercial and industrial customers which represents more than nine percent of the
eligible market. To serve as an LVT supplier, a certification from the ICC is not required.
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2.1.2 SVT Suppliers and Requirements

SVT customers fall into two categories and are defined statutorily as:

e Small commercial: a non-residential customer who consumes 5,000 or fewer therms
annually; or

e Residential: a customer who receives gas utility service for household purposes
distributed to a dwelling of 2 or fewer units which is billed under a residential rate or
gas utility service for household purposes distributed to a dwelling unit or units which
is billed under a residential rate and is registered by a separate meter for each
dwelling unit.

Alternative gas suppliers that wish to provide services to the SVT market have additional
requirements they must fulfill prior to participation which include:

e Certification: the AGS must obtain a certificate of service authority from the ICC,
e Registration: suppliers must also register with the gas utility,

e Testing: Technical testing before they can start offering retail natural gas service in
Illinois, and

e Meet standards: all AGS companies must adhere to requirements as described in the
[llinois Public Utilities Act.

Statewide, there are currently 44 AGS companies that have obtained ICC certification
pursuant to Section 19-110, up from 41 suppliers a year ago.

Of those suppliers, 28 served the SVT customers in the Nicor Gas service territory as of
December 2016. For the Peoples Gas territory, the number was 18, and for North Shore Gas
it was 14. Ameren lllinois currently does not offer a SVT choice program. These AGS
companies serve almost 378,000 customers representing over eleven percent of eligible
residential customers and over eighteen percent of small commercial customers.
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2.2 LARGE VOLUME TRANSPORTATION (LVT) MARKET

Local Distribution Companies (LDC) tariffs, along with interstate FERC-approved pipeline
tariffs, create the rules and structure needed to establish competitive retail supply markets
for commercial and industrial customers. The Commission has been approving unbundled
gas transportation tariffs filed by Illinois LDC utilities for over four decades. That process
continues today.

To recoup their expenses, an LDC may charge back the costs they incur for transportation
services. In the early stages of transportation service in lllinois, rate design amounted to
deducting the Purchased Gas Adjustment (PGA) price from transported volumes. When
transportation customers consumed LDC-supplied gas, they paid the regular PGA or bundled
rate. Transportation tariffs have become more sophisticated, since utilities now supply
storage services to transportation customers, while penalizing transporters for deviating
from planned deliveries. When customers’ gas usage differs from the level contracted for,
various penalty charges or above-market rates may apply. The penalty charges try to prevent
large-scale imbalances above the level the LDC is prepared to accommodate as specified in
the tariff.

There are many gas suppliers and marketers that can meet the needs of retail customers
that choose to transport their own gas rather than purchasing gas directly from their LDC
under bundled tariffs.

2.2.1 Switching Activity

For purposes of this report, gas utilities provided data on each LVT supplier for the 2016
calendar year. Details depicted below show activity in terms of number of customers
switched and related gas usage in therms over the last three years.

Competitive Supply Percentages
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The graph above shows one thing very clearly among all four utility areas: a small percentage
of the large customers consume the majority of natural gas for that class of customers. As a
result, suppliers only need to contract with a small number of customers to capture a
significant portion of the market. Depending on the utility area, gas suppliers provide service
to 8-13% of the large volume customers while providing 50-86% of the total therms
consumed by all large volume customers.

Ameren lllinois continues to have a slight increase year-over-year in each of the last three
years in terms of customers switching and associated therm usage. It may also be noted that
while both Peoples Gas and North Shore Gas had slight increases in customer volume this
year, the associated therm usages dropped 25% and 10% respectively. Nicor Gas maintained
their customer and usage activity.

2.2.2 Market Concentration

Looking solely at the total customers and usage provided by competitive entities does not
indicate whether a market is dominated by a few large suppliers or more evenly divided
among many providers competing in that market; especially in this case where a large
difference is shown between the percentage of switched customers and the percentage of
switched usage. Market share analysis was completed looking at the gas usage provided by
each individual supplier in the LVT market instead of their share of customers. The
assumption has been made that the amount of therms served by a supplier might be more
closely related to their financial success than the number of customers it serves.

The Herfindahl-Hirschmann index, or HHI, has been applied to the analysis. This is a common
indicator used to measure competition among firms in a defined market. In order to put the
resulting numbers into perspective, the revised 2010 Horizontal Merger Guidelines by the
Department of Justice (DOJ) and the Federal Trade Commission (FTC) have been applied.
Generally speaking, the spectrum of market concentration is categorized into three regions:

1. Un-concentrated: a market with an HHI below 1,500 means many similarly sized
firms compete for the same customers,

2. Moderately concentrated: a market with an HHI between 1,500 and 2,500, and

3. Highly concentrated: a market with an HHI above 2,500 as means very few firms
dominating the market.

Efforts were taken to exclude entities that provide gas supply only to themselves or their
subsidiaries or affiliates since those entities do not have the goal of competing against other
suppliers for customers. Unlike the retail electric market, identifying those entities is not as
straightforward and, as a result, an entity may have been included that should not have been
included or vice versa. Note that the numbers below reflect only the segment of the LVT
market that has already switched to a competitive supplier. In other words, the market
concentration analysis shown here does not include the customers on utility sales service.
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While it is unreasonable to assume that all LVT customers are considered to be part of the
same market, the overall HHI values shown here:

e Allow us to compare the relative market concentration among the utility areas, and

Display the trend in market concentration from 2014 to 2016.

HHI Values: Large Volume Transportation Market
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As shown, the Nicor Gas and Ameren lllinois LVT markets remain generally less
concentrated—meaning more suppliers with customers. Peoples Gas and North Shore Gas
LVT markets continue to show significantly higher concentration. According to the DOJ and
FTC guidelines, the Nicor Gas and Ameren lllinois markets would be considered un-
concentrated and the Peoples Gas and North Shore Gas markets would be considered highly
concentrated.

While the concentration levels did not change dramatically from 2015 to 2016, three of the
four markets saw an increase in concentration while the North Shore Gas market saw its HHI
value drop slightly.
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2.3 SMALL VOLUME TRANSPORTATION (SVT) MARKET

Programs for small commercial and residential customers, known as the SVT market, are an
important component of lllinois retail natural gas markets. In December 2016,
approximately 325,000 residential customers and more than 53,000 small commercial
customers were served under SVT programs in lllinois.

Like transportation programs for large volume customers, retail choice gives small volume
customers the opportunity to purchase competitively priced natural gas commodity from an
AGS outside of traditional bundled utility service. SVT programs allow suppliers to aggregate
customer load and estimate their daily usage for balancing purposes instead of directly
measuring daily usage with advanced meters. While Ameren lllinois does not have an SVT
program, the Nicor Gas, Peoples Gas and North Shore Gas territories have been offering SVT
services to residential and small commercial customers for two decades.

While the ICC does not regulate the price of gas charged by retail suppliers, it does regulate
alternative gas suppliers in three ways. The ICC:

1. Approves the utility tariffs that allow for the existence of the programs including
delivery requirements for system reliability

2. Issues certificates and approves qualification for alternative gas suppliers serving
small commercial and residential customers

3. Enforces the provisions of the Public Utilities Act governing consumer protections
for gas supply offered by alternative gas suppliers

In addition, the ICC maintains a website with residential and small commercial offers from
suppliers, including a pricing comparison spreadsheet to assist customers when shopping for
gas supply service.
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2.3.1 Switching Activity

For purposes of this report, gas utilities provided data on each SVT supplier for the 2016
calendar year. Details depicted below show activity in terms of quantity of customers
switched away from the gas utility and related gas usage in therms over the last three years.

As mentioned above, SVT includes residential and small non-residential customers. Also,

Ameren lllinois does not have a small volume transportation program at this time.

Competitive Supply Percentages
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In contrast to the LVT market, the SVT market percentage of switched customers is almost
always greater than the percentage of switched usage. This is not surprising, given that
virtually all non-residential customers are eligible for both the LVT and SVT programs.
Further, the percentage of SVT customers who have switched is greater than the percentage
of switched LVT customers. In terms of usage, the reverse is true. This applies to all three
utility areas.

The Nicor Gas market continues to see the biggest percentage of switched customers among
the three utility areas. However, changes in percentage of customer numbers or therm
volume has stayed steady from 2105 to 2016 other than a small contraction in the North
Shore Gas customer volume.

2.3.2 Residential Market

As the residential market represents the largest volume of eligible customers’ accounts, this
section singles out this subset of the SVT market. The following table shows the total
number, as well as the percentage, of residential customers who are receiving supply from
an AGS.
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Residential Customers on Competitive Supply

December December December
2014 2015 2016

Quantity of Customers with an AGS

Nicor Gas 235,919 234,304 236,374

Peoples Gas 98,423 119,709 74,559

North Shore Gas 15,327 17,441 13,591

Total 349,669 371,454 324,524
Percentage (%) of Eligible Customers

Nicor Gas 11.7 11.6 11.7

Peoples Gas 13.2 15.9 9.8

North Shore Gas 10.6 12.1 9.3

In terms of actual customer counts, the Nicor Gas territory, which has the largest pool of
eligible customers, also has the most residential customers on competitive gas service.
When evaluated in terms of percentage of eligible customers, Nicor Gas has maintained its
switching levels from previous years and, this year, has the highest share of residential
customers receiving AGS service. This is because both the Peoples Gas and North Shore Gas
areas saw significant decline in the percentage of residential switching activity last year, both
falling to below 10% of eligible customers in their respective territories.

Details depicted below show activity in terms of number of residential customers switched
away from the gas utility and related gas usage in therms over the last three years.

Competitive Supply Percentages
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The graph above shows that, compared to the SVT market as a whole, the percentage of
switched residential customers and switched residential usage is more aligned. For the Nicor
Gas and Peoples Gas areas, it is virtually identical.

2.3.3 Commission Website

2.3.3.1 Supplier Marketing
The number of residential offers posted by the AGS companies on the ICC’'s website
(https://www.icc.illinois.gov/ags/products.aspx) may also serve as an indicator of supplier
activity. The inventory of suppliers and offers from the ICC website is represented in the
table below. Compared to the offers posted by ARES, the numbers of suppliers and offers
are relatively small, especially when taking into account that the posting of residential gas
offers is mandatory for ARG companies but not for the ARES.

When compared to the same month last year, the number of suppliers posting has increased
very slightly in all three territories. However, all three territories have shown a significant
increase in volume of offers available.

Quantity of Residential Suppliers Posting

Utility August 2015 August 2016 August 2017
Nicor Gas 9 9 10
Peoples Gas 7 9 11
North Shore Gas 6 7 9
Quantity of Residential Offers Posted

Utility August 2015 August 2016 August 2017
Nicor Gas 29 24 32
Peoples Gas 24 21 30
North Shore Gas 21 17 29
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2.3.3.2 Residential Offers by Utility

The following section compares the types of offers posted within each utility territory over
the last three years.

August August August
2015 2016 2017

Total Product Offers 29 24 32
Fixed 20 16 19
Variable 6 5 5
Product Type Fixed/Variable 1 1 1
Other 2 2 7

Termination Fee ves 16 15 22
No 13 9 10
<12 4 4 6

12 15 13 15
Length of Term 13-23 2 2 3
(in Months) 24 4 4 6
>24 2 1 2
>36 2 0 0

August August August
2015 2016 2017

Total Product Offers 24 21 30

Fixed 15 14 18

Variable 4 4 4

Product Type Fixed/Variable 3 1 1
Other 2 2 7

Termination Fee ves 7 14 23
No 7 7 7

<12 3 4 8

12 12 12 13

Length of Term 13-23 ! ! 3
(in I\g/lonths) 24 4 3 4
> 24 2 1 2

>36 2 0 0
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North Shore Gas

August August August
2015 2016 2017

Total Product Offers 21 17 30
Fixed 12 11 18
Variable 4 3 4
Product Type Fixed/Variable 3 1 1
Other 2 2 7
Termination Fee ves 7 13 23
No 4 4 7
<12 3 8
12 12 11 13
Length of Term 13-23 0 0 3
(in Months) 24 3 2 4
>24 2 1 2
>36 2 0 0

In all utility areas, the quantity of offers has increased significantly, with the largest increase
occurring in the North Shore Gas area. The majority of residential offers are fixed price offers
with an early termination fee (which is statutorily limited to $50). Other options include
offers with both fixed and variable components and some offers are “fixed bill” offers where
the customer pays the same amount for natural gas supply regardless of the actual monthly
usage.

In 2016, term lengths on offers were largely concentrated in the one-year or less time frame.
While a few other term lengths occurred ranging up to two-years, offers with terms longer
than three years have disappeared altogether.

2.3.4 Market Concentration

The market concentration for the SVT market was calculated using the same methodology
as the LVT market. Market share analysis was based on the gas usage provided by each
individual supplier in the SVT market rather than their share of customers. The difference
between the percentage of switched customers and the percentage of switched usage is not
nearly as marked as it is in the LVT market. The following tables separate the SVT market
into residential and non-residential subsets in order to evaluate three-year market trends.

The first graph below illustrates that within the small non-residential portion of the SVT
market, all HHI values are trending up slightly. All utilities have maintained their year-over-
year concentration levels with Nicor Gas and Peoples Gas remaining un-concentrated and
North Shore Gas moving further into the moderately concentrated level.
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HHI Values: Small Non-Residential Market
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When looking at the residential subset of the SVT market in the next graph, Nicor Gas
remained consistent and un-concentrated. Additionally, Peoples Gas and North Shore Gas
have both moved to be considered un-concentrated after showing decreased HHI levels in
2016. Between the two SVT subset groups, the non-residential markets are less
concentrated than the residential markets except for the North Shore Gas market.

HHI Values: Residential Market
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m2014 1,380 1,857 1,861
m 2015 1,371 1,522 1,523
12016 1,366 1,403 1,382
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The residential customer market share of the three largest suppliers continues to decrease
in all territories. The Peoples Gas area saw a more significant decrease than the other utility
areas as shown below.

Residential Market Share: Customers

Nicor Gas Peoples Gas North Shore Gas

2014 2015 2016 | 2014 2015 2016 | 2014 2015 2016
Largest Three 55%  54%  51% | 66%  63%  55% | 60%  53%  52%
Suppliers % Share
Range of Share Count of suppliers for each portion of market share
> 15% 2 2 1 3 3 2 2 2 1
<15% and > 5% 5 5 7 4 3 5 5 5 5
<5% and > 1% 5 4 4 3 4 5 2 3 5
<1% and > 0% 5 8 11 5 6 6 3 2 5
Total Qof Active |, 19 23 15 16 18 | 12 12 16
Suppliers

*Data has been adjusted from previous yearly reports to clarify percentages and ranges. Suppliers are considered
‘active’ when they have more than one customer during the course of a reported year.

To get a better sense of how the residential market was being served, data was sorted to
determine how many suppliers fell into percentile portions of the market share ranging up
to above 15%. As an example, in the Nicor Gas territory, 11 suppliers had a market share of
less than 1% of the switched customers, 4 suppliers served more than 1% but less than or
equal to 5%, 7 suppliers served more than 5% but less than or equal to 15%, and only 1
supplier served more than 15% of the switched customers.

In all utility areas, the number of suppliers with more than 15% of the market has retracted.
The quantity of suppliers found in the three market share segments of less than 15% have
increased and are distributed fairly evenly across each level with the exception of Nicor Gas
having a notably larger group of suppliers falling in the smallest segment of 1% or less. Total
active suppliers in each utility service territory has also increased with both Nicor Gas and
North Shore Gas adding four new suppliers while Peoples Gas adding two.
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3 SUMMARY AND RECOMMENDATIONS

This is the third report from the Office of Retail Market Development (ORMD) pursuant to
the updated Section 19-130 of the Public Utilities Act. Findings for 2016 within this report
include:

New entry active AGSs has increased in both the SVT and LVT markets
Active AGS counts were 49 for the LVT market and 44 certified for the SVT market

LVT suppliers serve over 32,000 large commercial and industrial customers in lllinois
which is more than 9% of the eligible customers

AGSs across all four utility areas service 8-13% of LVT customers while providing 50-
86% of the total therms consumed by LVTs

Small volume transportation suppliers serve almost 325,000 residential and 53,000
small non-residential customers representing over 11% of eligible residential
customers and over eighteen percent of small commercial customers.

While the Nicor Gas area had a small increase in quantity of residential customers
switched to AGS service, both Peoples Gas and North Shore Gas saw small decreases

Currently the state of the retail natural gas market appears stable with supplier activity
in all of the utility territories. At this point in time, the ORMD has no recommendations
for administrative or legislative action for the ICC or the General Assembly.
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