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Introduction

Pursuant to the Order Instituting Rulemaking issued in this proceeding (“Order”), and the February 10, 1998 Administrative Law Judge’s Ruling, the California Cogeneration Council (“CCC”) submits these comments on the Division of Strategic Planning (“Division”) Report, Strategies for Natural Gas Reform:  Exploring Options for Converging Energy Markets (“Report”).

The CCC is an ad hoc organization of natural-gas fired cogenerators located throughout California.  All CCC members are qualifying cogeneration facilities pursuant to the Public Utility Regulatory Policies Act of 1978, and all have entered into long-term power purchase agreements with the state’s investor owned utilities.  The costs of purchasing and transporting natural gas account for the dominant portion of each CCC member’s operating costs.  The CCC therefore has a direct and substantial interest in any reform of the natural gas industry that may stem from this proceeding. 

The Report presents a broad vision for a fully competitive California gas industry that reflects the increasing interconnection between the gas and electricity industries.  For purposes of these comments, the CCC focuses upon the proposals in the Report that will have the greatest impact upon competition among natural gas-fired electricity generators, including cogenerators.

In particular, these comments address the Division’s proposals to (i) reexamine utility electric generation customer (“UEG”)/cogenerator rate parity; and (ii) implement a consistent rate design for all electricity generators.  As discussed more fully below, the CCC agrees with the Division that the Commission should reexamine UEG/cogenerator rate parity and should implement a consistent rate design for all electricity generators.  In fact, the CCC already has taken significant steps to advance these exact objectives.

The Commission should not, however, seek repeal of Public Utilities Code Section 454.4 (“PU Code §454.4”), the statute requiring UEG/cogenerator rate parity, as the Division suggests.  The electricity market is currently in transition, but it is not yet fully competitive.  A premature end to the parity statute, and the Commission’s precedent pursuant thereto, could have disastrous consequences for the cogeneration industry and, as a result, California’s emerging competitive electricity market.  The CCC therefore recommends that the Commission take a measured and deliberate approach to the reform of UEG/cogenerator rate parity, one that coincides with and complements the developments that are expected to occur shortly in the electricity market.  

The program that the CCC urges the Commission to adopt, which is discussed in detail below, involves, fundamentally, implementing a single electricity generation customer class within each gas company’s service territory.  This would accomplish the Division’s objective of “[e]nsuring a level playing field for all electric generators, including cogenerators, [which] is necessary for an emerging energy market.”
  The CCC’s program also would ensure that the gas market evolves apace with the electricity market and that existing rights and expectations of market participants are not trampled inappropriately.  

The CCC looks forward to working with the Commission, the Division and interested parties to improve the gas industry for all of California.

Discussion

I. The Commission should harmonize the UEG/cogenerator rate parity requirement with the new electricity market by ensuring that all generators have access to comparable natural gas transportation rates.

A. The UEG/cogenerator parity requirement was designed to encourage competition in the wholesale generation market by minimizing UEGs’ inherent competitive advantage over cogenerators.

The Commission created gas rate parity for cogenerators in 1981 to foster real competition among the active participants in the generation market at that time, which were primarily UEGs and cogenerators.
  UEG/cogenerator parity was designed to accomplish this result by minimizing UEGs’ structural competitive advantages over cogenerators and by linking cogenerators’ electricity payments to their gas rates.  The parity requirement was codified in 1984 as PU Code § 454.4, which requires that gas rates for cogenerators be set not higher than rates for UEGs.

Rate parity between cogenerators and UEGs has been a critical component of California’s commitment to foster the development of efficient and environmentally-beneficial cogeneration technology.  This commitment dates back at least to 1978, when the Legislature declared in Public Resources Code § 25004.2:

The Legislature further finds that cogeneration technology is a potential energy resource and should be an important element of the state’s energy supply mix.  The Legislature further finds that cogeneration technology can assist meeting the state’s energy needs while reducing the long-term use of conventional fuels, is readily available for immediate application, and reduces negative environmental impacts.  The Legislature further finds that cogeneration technology is important with respect to the providing of a reliable and clean source of energy within the state and that cogeneration technology should receive immediate support and commitment from state government.

This commitment to encourage cogeneration development recently was reaffirmed in Assembly Bill 1890, the landmark electricity market restructuring bill, in which the Legislature declared:

It is the policy of the state to encourage and support the development of cogeneration as an efficient, environmentally beneficial, competitive energy resource that will enhance the reliability of local generation supply, and promote local business growth. 

PU Code § 372(a).

An essential element of the UEG/cogenerator rate parity requirement is that it permits cogenerators to compete with UEGs solely on the basis of their respective operating efficiencies, not based upon their ability to manipulate the regulatory process or regulated service providers in order to obtain low prices for gas services.  Two of California’s three largest UEGs are combined with the respective local gas utilities (i.e., Pacific Gas and Electric Company (“PG&E”) and San Diego Gas & Electric Company (“SDG&E”).
  The other UEG is by far the largest single customer of the third primary gas utility (i.e., Southern California Edison Company vis-à-vis Southern California Gas Company (“SoCalGas”)).  Undeniably, the interests and influence of these UEGs overshadow the interests and influence of any other customer in their local gas utilities’ service territories.

UEG/cogenerator rate parity under PU Code § 454.4, however, has long minimized the obvious structural competitive advantage enjoyed by the UEGs over cogenerators in the natural gas market.  As a “market power” mitigation measure, PU Code § 454.4 has served California well, as cogeneration has consistently provided an efficient, reliable and relatively inexpensive source of electricity.
  Indeed, absent the strength of the cogeneration market in California, the reform of the electricity market taking place today simply would not have been possible.

B. After electric industry restructuring, there is still a need to ensure that no class of generators will enjoy an unfair competitive advantage.

The concerns that precipitated creation of the UEG/cogenerator parity requirement will remain valid in the new restructured electricity market.  Whereas previously the Commission and the Legislature were concerned that UEGs’ ability to manipulate gas rates or dominate the gas market could give them a competitive advantage over cogenerators, the restructuring of the electricity market and creation of a single energy market engender similar concerns.  As gas companies align with electricity marketers (and/or generators) and compete with electricity generators for market share, it will be critical to ensure that all generators have fair access to comparable regulated gas services, in the same way that it previously was critical to ensure that all cogenerators have access to rates that are comparable to those paid by UEGs.  In this way, the Commission’s goal of encouraging a vibrant market for electricity generation is aligned with the goal underlying enactment of PU Code § 454.4.

The implementation of a restructured electricity market will significantly broaden the competitive wholesale electricity market that already exists in California, with a host of new participants in the market.  A substantial amount of new market entry will occur as a result of divestiture by PG&E, Edison and SDG&E of their gas-fired generating facilities.  In addition, a number of new “merchant” plants have been proposed at sites throughout the state.  Such projects open the potential for new entrants into the market for new gas-fired electricity generation.  In addition, electricity marketers already have established themselves as vibrant competitors, with an affiliate of each gas utility already at work in California.

Moreover, all gas-fired electricity generators soon will compete to sell power into the same electricity market.  In this market, the differences between cogenerators, remaining UEGs, divested UEG plants, municipally-owned plants, and merchant plants will narrow rapidly.  Divested plants, UEG plants that are not sold, and new merchant plants all will sell their power into the California Power Exchange (“PX”) market, other exchange markets, or the direct access market for which PX prices or other index prices are likely to be the key benchmark.  The municipal electric utilities also will participate in the new market, in one fashion or another, which means that their gas-fired generation must be competitive with the benchmark prices in order to run.  In addition, once certain statutory preconditions are satisfied, short-run avoided cost prices paid to cogenerators will be based on prices in the PX market.  Ultimately, the electricity energy production of all gas-fired plants will be priced at market levels.

With these profound changes, disparate treatment of gas-fired electricity generators could completely disrupt the proper functioning of the electricity market.  The Commission should take all necessary steps to ensure that gas-fired generators receive fair and equal treatment from the State’s regulated gas companies.  As discussed below, the best way to accomplish this is to establish a single customer class for all electricity generators within each gas company’s service territory.

C. The Commission should update application of the UEG/cogenerator parity requirement in this proceeding by creating a level playing field for all generators, not just cogenerators and UEGs.

In light of the continuing need for nondiscriminatory gas transportation rates, the Commission should take the opportunity in this proceeding to harmonize the UEG/cogenerator parity requirement with the reality of the new competitive market and should ensure that all gas-fired generators have access to comparable transportation rates.  Although, as discussed below, the CCC ultimately seeks Commission support for an amendment to PU Code § 454.4, the Commission is able to take significant steps in this proceeding toward bringing the parity requirement in line with the new competitive electricity market, without any modification or repeal of the statute.

In fact, ensuring a level playing field for all generators is consistent with the plain meaning of the existing PU Code § 454.4 itself.  Although divestiture and the entrance into the market by other types of generators will fundamentally change the nature of competition between UEGs and cogenerators in the LDCs’ service territories, these developments will not change the applicability of PU Code § 454.4.  The statute does not specify that cogeneration rates must be no higher than UEG rates; instead, it states that cogeneration rates must be no higher than the rate established for “an electric plant.”  The definition of “electric plant” in PU Code § 217 is not limited to plants owned by a CPUC-regulated utility.  Instead, “electric plant” in PU Code § 217 includes a plant divested by a utility, a plant owned by a municipal utility, or a new merchant plant.

Accordingly, the Commission should take the opportunity in this proceeding to harmonize the requirements of PU Code § 454.4 with the new realities of the market.  Whereas the Commission traditionally has satisfied the requirements of PU Code § 454.4 by equalizing rates for cogeneration and UEG customers, the Commission should accomplish the same result on a larger scale by equalizing default transportation rates for all generators.  This solution would accomplish the dual purpose of satisfying the requirements of PU Code § 454.4 in a manner that is consistent with the new market realities, and establishing a level playing field for all electricity generators in order to foster competition.  As explained below, the best way to implement this solution is by creating a single customer class for all electricity generators in each gas utility’s service territory.

II. The Commission should establish for each gas utility a single EG Class that includes all electricity generation customers.

The Commission should require each gas utility in California to establish a single “EG Class” that includes all customers that use natural gas to generate electricity.  This single EG Class should include all UEG plants that utilities may continue to own and operate, all divested plants formerly owned by a utility, cogenerators, solar thermal power plants, gas-fired self-generators, gas-fired generation plants of municipal utilities and irrigation districts, all new “merchant” plants that may be constructed, and any other electricity generator that uses natural gas as a primary or supplemental fuel source.  The electricity generation rate should apply to all gas volumes used to generate electricity, either directly or indirectly.  This approach is supported by a number of important considerations. 

First and foremost, establishment of a single EG Class is necessary to ensure that generators are able to compete on a level playing field.  Absent uniform default gas rates and rate design, electricity generators will pay a variety of different prices and will be forced to operate under different terms of service.  As explained above, the profound changes that are occurring in the electricity market require uniform treatment of the state’s gas-fired electricity generators.  A single EG Class that applies to all generators will allow gas-fired generators to compete on the basis of the efficiency with which they can produce power, without distortions in that competition caused by differences in gas rate design that no longer make sense in the new electricity market.  

Second, a single EG Class for each gas utility will simplify and add credibility to the regulatory process.  Unless the Commission takes action in this proceeding to create uniformity among the rates charged by gas utilities to all generators, in the future the Commission will be forced to referee numerous disputes concerning rate design for electricity generators, as interested parties may seek to use gas rate design to gain a competitive advantage in the new market.  Implementing a single EG Class in each gas utility’s service territory would ensure that all electricity generation consumers pay equitable rates for regulated gas service and are left to compete based on their ability to operate efficiently and economically.  

Third, establishing a single electricity generation customer class also will mitigate the potential for gas utilities to use their monopoly position in the gas transportation market to discriminate unduly either for or against certain electricity generators.  The Commission recognized the potential for this to occur in its landmark electric industry restructuring decision:

Discrimination in the price and availability of delivered natural gas could create a significant barrier to entry to industry contestants who depend on reasonable and fair gas prices and availability to compete.

Ensuring that all generators have access to the same default tariff rate would minimize the need for the Commission to investigate whether gas utilities retain any incentive to favor one generator over another, and therefore would provide an efficient solution to potential market power problems.

Fourth, there is no longer any cost justification for creating separate rate classes applicable to different types of generators.  In its recent BCAP, SoCalGas identified the different rate components for its customer classes, including cogenerators and UEGs.  Although each group has different allocations of costs in the various components, the difference in cost of service for cogeneration and UEG customer groups is only $0.014 per MMBtu, which results in a “parity adjustment” of $1.1 million out of a combined revenue requirement of $138 million. 

Similarly, in PG&E’s service territory there is very little cost-of-service difference between UEGs, cogenerators and municipal electric utility generators.  PG&E’s revised filing in its current BCAP proceeding shows that PG&E’s costs to serve cogenerators include about $1.2 million annually in distribution costs that are not incurred to service UEG loads.  Approximately $780,000 of these costs are allocated to UEG customers.  At the same time, however, UEG customer access costs are higher than cogeneration customer costs.  Thus, when UEG and cogeneration customer costs are equalized, cogeneration customers are allocated approximately $350,000 in UEG customer costs.
  The net difference between UEG and cogeneration cost of service therefore is only $430,000 for UEG customers, or less than 0.6 % of total UEG transportation costs.

Fifth, the establishment of a single electricity generation class is supported by Commission precedent.  The Commission recognized the advantages of a single EG Class ten years ago in Decision 87-12-039, in which it adopted “the SoCal [Gas] proposal to move cogeneration customers into one UEG/cogenerator customer class.”
  Although the single rate class proposal was not implemented at that time, it is significant that the Commission recognized the potential benefits.  In the current environment, as the very definition of electricity generator is undergoing change, now is the appropriate time to implement the EG Class.  The Commission has supported the concept of a level playing field for regulated gas services to electric generators since it adopted the parity requirement in 1981.  With the open competition that is expected to develop in the electricity market, the importance of fair, non-discriminatory prices for regulated gas services is even greater than it has been in the past.  

III. 
The Commission should support current efforts to implement the EG Class.

The Commission is currently considering, in the Enova/Pacific Enterprises merger proceeding, a proposal by the CCC and Watson Cogeneration Company (“Watson”) to implement a single EG Class in SoCalGas’ service territory as a condition to approving the merger.  This EG Class proposal was supported by the Applicants in that proceeding.  The CCC is hopeful that the Commission will begin the process of developing a uniform rate design for all electricity generators by adopting this proposal in the merger.  

In addition, pursuant to an agreement between SoCalGas, the CCC and Watson, the CCC is co-sponsoring SB 1614, a bill that would amend PU Code § 454.4.  SB 1614 would replace the existing provisions of the statute with a requirement that the Commission implement an EG Class within each gas company’s service territory when the dominant UEG has divested at least half of its generating facilities (or not later than January 1, 2000).  This bill would advance the Division’s vision, yet do so according to a time-frame that reflects real changes in competitiveness of the electricity market.  The CCC urges the Commission to support SB 1614.

Conclusion

For the reasons explained above, the Commission should (i) harmonize the UEG/cogenerator rate parity requirement with the competitive electricity generation market by ensuring that all electricity generators have access to comparable rates for natural gas transportation service; and (ii) require each gas utility to establish a single EG Class that would include all electricity generation customers in the gas utility’s service territory.  The CCC urges the Commission to take all appropriate action in this proceeding and to support SB 1614.
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�	Report at 56.


�	See D.92792.


�	Given that SDG&E and SoCalGas are likely to be corporate affiliates soon as a result of the proposed merger between Pacific Enterprises and Enova Corporation, SDG&E’s UEG will be aligned with two local gas utilities.


�	The cost of purchasing power from cogenerators, for example, is substantially less than the cost of power produced by the utilities’ nuclear units.  


� 	D.95-12-063, as modified by D.96-01-009, at 96.


� 	Gas Accord Workpapers dated August 20, 1996 at 21-3.


�	D.87-12-039 at 104.
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