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Abstract

Regulated utilities’ growing need to secure long-term natural gas at low prices and with low volatility has many executives 
investigating whether owning reserves and production is the means to achieve these goals. Some regulators are supportive—for 
now. Shale gas has changed the upstream game, and these executives would do well to understand how before committing 
to these long-term deals.

The Prize

Regulatory forces operating against coal, coupled with the market forces unleashed by the unconventional resource (e.g., shale 
gas) revolution, have resulted in dramatic growth of natural gas–fired generation. Future additions to generation capacity 
will include renewable sources but will be increasingly dominated by natural gas. Many executives of regulated utilities, both 
electricity and gas, face a growing challenge of supplying this natural gas–fired generation and other natural gas demands. 

Commodity market solutions are subject to significant price volatility and potentially unfavorable prices. Financial instruments 
to reduce volatility consume significant credit capacity and may present significant accounting issues, and long-term solutions 
can be expensive. Consequently, a number of investor- and municipally owned regulated utilities have already launched, or are 
actively considering launching, ventures to acquire natural gas reserves and production. 

Public utility commissions (PUCs) have approved those endeavors already underway, and some PUCs are actively supporting 
those being considered. Four factors have been identified by the PUCs in justifying these programs that we collectively refer 
to as “the prize.”

The prize is attainable but unlikely to be captured unless leaders of regulated utilities deeply 
understand the idiosyncratic risks and rewards of unconventional resources.

First, the opportunity to achieve low-cost supply is generally assumed. This assumption is based on the belief that public 
utilities can reduce the cost to their customers by reducing the profit margin of displaced intermediary agents, particularly 
given regulated utilities’ lower cost of capital. Second, it is believed that direct ownership of production will reduce the exposure 
to large price swings. Third, the risk is low, because of both the abundance of natural gas given the unconventional resource 
revolution and the nature of the commercial terms. Fourth, PUCs (so far) claim that the tradeoff of risk and reward among 
the different parties is “fair.” 

For investor-owned regulated utilities, substantial additional reward is available that successfully captures the prize for their 
customers, and the investments in reserves and production represent a significant growth opportunity. A mid-sized regulated 
utility could add $200 million a year to its capital base, which in many cases could translate into an annual dividend growth 
of about 3 percent from just the investments associated with long-term natural gas supply.

The prize is attainable but unlikely to be captured unless leaders of regulated utilities deeply understand the idiosyncratic risks 
and rewards of unconventional resources.
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Deals Are Getting Done

Some municipal utilities, faced with the prospects of $10/mmbtu gas in the early 2000s, decided to forge an innovative supply 
solution. This included the Los Angeles Department of Water and Power reserves deal to support over 1.4 million customers in 
Los Angeles County and Public Gas Partners’ deals to support municipal utility customers in Florida, South Carolina, Georgia, 
Alabama, and Tennessee. 

NW Natural’s deal with Encana in the Jonah field to provide long-term gas supply to about 600,000 customers in Oregon is an 
example of an investor-owned utility deal. The initial supply agreement provided only 10 percent of NW Natural’s natural gas, 
but the program was targeted to provide up to 25 percent of gas needs. The commercial relationship between NW Natural and 
Encana followed the operator/non-operating working-interest owner model common in the oil and gas sector. The particular 
land deal was fairly sophisticated and allowed NW Natural to participate in a number of wells, not only newly drilled wells.

Questar Gas, a regulated utility, has implemented a different commercial solution to provide over 60 percent of the gas needs 
of its over 1 million customers in Utah and Wyoming. Wexpro, an unregulated oil and gas company wholly owned by the 
Questar Corporation, provides “cost-of-service” gas to Questar Gas. Questar emphasizes the capture of lower-cost gas and 
lower volatility for its customers and captures much of the economic benefit for its shareholders within Wexpro. Questar Gas 
recently went public about expanding Wexpro’s “cost-of-service” supply to other utilities.

Northwestern Energy, a diversified regulated electricity and gas utility with over 600,000 customers in Montana, South Dakota, 
and Nebraska, owns and operates natural gas production directly. It has targeted producing 50 percent of its core gas needs, 
or currently about 12 BCF per year. This allows it to earn a return of and on costs associated with this production, as opposed 
to a cost “pass-through” on an equivalent purchase of gas.

FIGURE 1: CURRENT STATUS OF REGULATED UTILITIES OWNING NATURAL GAS RESERVES AND PRODUCTION

Announced plans to review ownership options

Current Status of Regulated Utilities’ Ownership of Natural Gas Reserves

PUC approved, and active ownership and production
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Florida Power and Light (FP&L) has received PUC approval to recover costs, and returns on those costs, for its share of 
development costs in the Woodford Shale in Oklahoma that it received in a deal with Petroquest. FP&L has made clear that 
this is just the first of many deals. 

Other regulated utilities have likewise signaled their intentions to acquire natural gas reserves and production, including Black 
Hills’ plans for regulated utilities in South Dakota, Nebraska, Colorado, Kansas, and Iowa. Other companies, including Southern 
Company, Duke Energy, and Xcel Energy, have made public statements that they are actively investigating the opportunities, 
but have not provided specifics.

 
“We will begin working with our commission and major stakeholders to explore rate basing 
natural gas reserves as a way to take advantage of the current low natural gas price and to 

provide a longer-term hedge for our customers.” —Ben Fawke, chairman/CEO, Xcel Energy

Why Now?

Long-term gas supply has been an issue for a while, so the recent intensity in regulated utilities’ interest in owning natural 
gas reserves and production raises the timing question. Several factors make this a pressing issue and suggest the window of 
opportunity may be limited. Regulatory pressures by the Environmental Protection Agency and others to limit coal were clearly 
a catalyst, but most do not consider that these pressures will reverse. A belief that creates more urgency and may argue for a 
limited window is that natural gas prices are currently low compared to future prices, and thus locking in deals now will benefit 
regulated utility customers. Low oil prices are causing many oil and gas companies to become distressed and potentially more 
open to deals beneficial to regulated utilities. Part of the urgency is the large uncertainty on how long oil prices will remain low. 

These trends spurring interest are exogenous to the regulated utility industry, but two factors within the industry make the 
timing right. First, existing opportunities to invest and grow the capital base are limited in both electric and gas utilities. 
Sluggish GDP growth, demand destruction, and other drivers do not leave the industry many capital opportunities. Second, 
the regulatory construct is evolving in ways that have PUCs moving beyond meeting fixed goals (e.g., RPS) and demanding 
that utilities provide “optimal resource plans” that must balance more choices (e.g., distributed energy) over longer periods of 
time. Supply of natural gas becomes more critical under this scrutiny. Finally, many PUCs have recently expressed considerable 
interest in a business model of utilities owning reserves and production. 

These exogenous and regulated utility industry factors are pushing executives to investigate now, and quickly, whether they 
should own natural gas reserves and production.

Unconventional Gas Is Different

Natural gas supply in North America has been transformed because of the unconventional resource revolution, and the 
technological genie will not be put back in the bottle. Future gas supply will be dominated by unconventional gas, predominately 
shale gas. This supply revolution, like most “overnight” successes, was decades in the making. Regulated utility leaders must 
realize that unconventional gas is different from conventional gas to successfully determine if natural gas reserves and production 
ownership are the right strategy for their companies. The differences are geological, operational, technological, and managerial. 
The true risk and reward relationship cannot be captured without an understanding of these differences.
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unconventional resources. Passive investing in unconventional plays is not a route to success; rather, utilities that choose to 
have others operate must at a minimum ensure that operators are meeting manufacturing learning targets. Otherwise, costs 
and production will not be competitive, and “the prize” of reserves ownership will not be captured.

FIGURE 5: LEARNING FACTORS OF UNCONVENTIONAL RESOURCES

Unconventional Plays Are Infrastructure Plays

The final characteristic of unconventional resources that regulated utilities leads must capture in their decisions regarding natural 
gas reserves ownership is that unconventional plays are “infrastructure plays.” Development never stops in unconventional 
plays because of the high decline rates of wells and the low recovery efficiencies. This means that many more stakeholders 
(landowners, communities, municipalities, NGOs, etc.) will be directly impacted and thus involved over a much longer period. 
The preferences of this stakeholder group are critical to the ability of unconventional resources to be developed. These 
preferences can, and most likely will, change over time and as a result create risks and opportunities for future developments. 

Regulated utility participation is based inherently on long-term needs. Regulated utilities that are investigating reserves 
ownership need to consider risks to long-term development created by the infrastructure intensity of unconventional resources.

Charting a Path Forward

The prize of lower natural gas prices, lower price volatility, lower risk supply, equitable allocation of risks and rewards, combined 
with significant opportunities to grow the capital base of investor-owned regulated utilities, is real but not given. It is critical 
that regulated utility executives simultaneously solve both the “strategy” and “organizational” challenges that owning natural 
gas reserves and production present, particularly given the unique attributes of unconventional gas discussed above. 
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The right investment strategy is not enough; leaders of regulated utilities must also choose an organizational model congruent 
with the investment strategy—and they must do this before investing. A partial range of organizational models is revealed by 
those regulated utilities that currently own natural gas reserves and production. 

Some companies have oil and gas operations within the company. Clearly, this requires either substantial current capabilities 
(e.g., long history of gas operations in storage) or plans to acquire these capabilities (e.g., acquire assets and talent of small oil 
and gas company). 

On the other end of the spectrum, some companies have chosen the common non-operating working-interest owner role. 
However, this is not a “passive investor” role. As per industry best practice, a non-operating party is provided not only the 
opportunity but also the expectation to be an active participant in many oil and gas activities within industry-standard joint 
operating agreements ( JOAs). While common industry practice is to refer to parties in JOAs as “partners,” it is also industry 
practice that each party has the responsibility to ensure its own interests are protected. Passive investing, especially in 
unconventional resources where development never stops, is understood within the industry to not be a best practice and 
will almost certainly not lead to success. 

Regulated utility leaders that choose to be non-operating partners still need to decide, before investing, how to build the 
organizational capabilities to be a non-operating party that adds value through active participation, as well as how to build 
the capabilities to ensure operators achieve high performance (e.g., achieve industry learning curves).

Conclusion

Regulated utility ownership of natural gas reserves and production can provide significant benefits to customers and shareholders. 
However, leaders will need to focus on both the strategic drivers of unconventional resources and building the organizational 
capabilities congruent with their chosen natural gas investments.
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