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I.	INTRODUCTION AND SUMMARY





The California Energy Commission (CEC) takes this opportunity to file comments in response to the Order Instituting Rulemaking (OIR) issued by the California Public Utilities Commission (CPUC) to assess the current market and regulatory framework and adopt market-oriented reforms that will benefit all natural gas customers. The CPUC’s goal is “to ensure that all California consumers have a multitude of meaningful choices in energy services and that they have every opportunity to benefit from the greater efficiencies and service innovations we expect from competitive markets.”�  The CEC shares this goal.





The CEC also supports the goals, and many of the specific recommendations, of the CPUC’s Division of Strategic Planning (DSP) as set forth in its report entitled: “Strategies for Natural Gas Reform: Exploring Options for Converging Energy Markets.” The report’s overall approach is consistent with the CEC’s long-standing goal of promoting competitive and efficient energy markets through significantly expanded consumer choices.





The CEC supports greater reliance upon competition to ensure meaningful consumer choice but also recognizes the continuing need for consumer protection and public safety and reliable natural gas service.  Moreover, the CEC believes that efficiencies in the competitive energy market can be achieved by eliminating “regulatory policies which artificially segregate and constrain customer choices in the natural gas industry.”  [DSP Report at 1.]  In addition, price and terms of service regulation of remaining utility functions should be streamlined.





Our comments are organized to address the following issues:  (1) general policy direction of the DSP and OIR; (2) aspects of restructuring that should be consistent with or coordinated with electricity restructuring; (3) impact of the rulemaking on  the PG&E Gas Accord; (4) extent of unbundling of gas related services; (5) steps to promote competitive gas procurement for small customers; (6) creation of a non-bypassable gas surcharge for public purpose programs; (7) the relationship between reliability and the unbundling of storage for core customers; (8) default supplier and supplier-of last-resort issues;  (9) the future role of the utility in the competitive marketplace(10) regulatory streamlining and market structure; and (11) coordinating consumer protection and education issues for gas, electricity, and telecommunication restructuring.





II.	GENERAL POLICY DIRECTIONS





The DSP report was developed with the following guiding principles:�





1.	Replace traditional regulation with competitive forces in those markets where competition or the potential for significant competition exists, thereby allowing market forces to dictate lower prices.





2.	Reform regulation for those utility functions that are not fully competitive.





3.	Maintain a standard of consumer protection in both competitive and non-competitive markets.





4.	Maintain supply reliability and ensure the safety of consumers’ natural gas services.  [DSP Report at 2.]





The CEC endorses these principles� and supports the general direction of the OIR. Further examination of the natural gas industry is now timely.  Several years have ensued since the last major natural gas reforms were implemented, and some lessons from actual operating experience have been learned.  These have already been reflected to some degree in the Pacific Gas & Electric Co. (PG&E) Gas Accord, approved by the CPUC last year, and by CPUC adoption of certain features of electric restructuring advocated by those with experience in competitive natural gas activities.





Some important lessons have also been learned in the electric industry restructuring process regarding unbundling revenue cycle services, handling of information flows, and consumer education, among others.  These experiences will aid in the smooth implementation of policy decisions on the gas side.  





III.	SPECIFIC COMMENTS





A.	CEC Recommendations Concerning How Gas Restructuring Should Be Consistent With Or Coordinated With Electricity Restructuring





The CEC notes three areas in which gas restructuring should be consistent with electricity restructuring.�  





1.	Unbundling





On the electricity side, the CPUC has ordered the unbundling of revenue cycle services (meter installation, meter reading, meter data processing, and billing and collections services).  Although the CEC has some concerns regarding the appropriateness (due to health and safety concerns) of unbundling natural gas meter installation, all other revenue cycle services should be unbundled for gas as well.  These services include all other metering services (metering, after-metering services,� billing), gas procurement costs, and public purpose programs.  Since many utility customers are dual commodity customers, efficiencies can be gained by allowing competing energy services providers (ESPs) to provide either (or both) energy commodities.  Unbundling of gas revenue cycle services is discussed in greater detail in Section III. C , below.





2.	Default Provider 





The DSP report specifically recommends that the gas utility should not serve as the default provider of the natural gas commodity.  Indeed, the report recommends that the gas utility no longer be in the business of supplying natural gas to retail consumers in competition with non-utility ESPs.  In electric industry restructuring, the utility distribution company (UDC) will provide Power Exchange (PX) energy services for all customers who choose not to choose during the rate-freeze period.  The CPUC has not clarified the future role of the UDC with respect to the provision of default service or whether the UDC will be allowed to compete with non-utility ESPs for retail provision of electricity. The CEC urges the CPUC to treat the gas and electric industries consistently on these issues.  Options for solving the default provider issue are discussed in Section III.G below.  The utility’s retail gas procurement role is discussed in Section III.H.





3.	Information Flows





Competitive retail gas procurement plus unbundled revenue cycle services require new information flow arrangements to enable multiple competitors to depend on the quality, integrity, and timeliness of the information they need for commercial transactions and customer service.  The electricity industry has worked for over a year to create such arrangements, most of which are readily transferable to gas.














B.	Potential Impact Of Rulemaking On The PG&E Gas Accord





CPUC Decision 97-08-055 adopted the PG&E Gas Accord, an agreement which unbundled gas transportation service for non-core customers into specific paths and settled more than a dozen outstanding regulatory proceedings.  Core customers received some benefit from the agreement, including reduced interstate pipeline capacity costs and minor enhancements designed to encourage core customers to purchase gas from non-utility sources.  Despite these small benefits to core customers, the CPUC noted that the Gas Accord did not “fairly reflect the interests of core customers.”�  The CPUC indicated that it would “go forward with . . . [the] Natural Gas Strategic Plan to consider and implement unbundling policies beyond the unbundling in the Gas Accord, as well as to consider other means to produce a more competitive gas market for all classes of utility customers.”�





The CEC fully supports efforts to bring competitive gas services to core customers. Nevertheless, the CEC believes that the Gas Accord should be preserved to the extent possible because it resolved so many outstanding regulatory proceedings.  The CEC is optimistic that core reforms can be achieved without unduly affecting the Gas Accord.





C.	What Services Should Be Unbundled?





The DSP report recommends unbundling the following costs from core customer rates: revenue cycle costs, public purpose programs, storage costs, procurement costs, and interstate pipeline demand charges.  In this section, we offer specific comments on the unbundling of revenue cycle services. The CEC also offers comment on the public purpose program surcharge in Section III.E, storage and reliability issues in Section III. F, and procurement in Sections III.G and III.H.





In view of the ongoing electricity revenue cycle service unbundling proceeding (A. 97-11-004 et. al), availability of unbundled gas revenue cycle services should coincide, if at all possible, to the January 1, 1999 target date for the availability of cost credits for ESP provided electric industry revenue cycle services.  Because of the electricity rate freeze, costs of electric industry revenue cycle services are being unbundled only for purposes of calculating a credit on behalf of customers who elect to purchase the service from a competitive supplier. Full-service utility customers will not see these charges separately on their bills since these charges will continue to be lumped in as part of the frozen utility rates.  





Since there is no rate freeze for natural gas, and therefore no need for determining credits, natural gas restructuring can move more quickly toward developing separate charges for unbundled services.  Thus, utility customers should see a separate charge or charges (distinct from the distribution rate) for services that are competitively available from ESPs.  If a customer purchases one or more of these services from an ESP, the utility will no longer charge the customer for that service.





D.	How To Promote Competitive Gas Procurement For Small Customers





In theory, all California customers can purchase gas competitively in today’s marketplace.�  In actuality, the extent to which core (residential and small commercial) customers do so is severely restricted by current CPUC regulation.  Core customers are required to aggregate their loads so that the combined volume meets or exceeds 250,000 therms per year.  In other words, nearly 500 residences or 43 commercial establishments would need to aggregate their loads to be eligible to purchase gas on the open market.�  As a result, only about five percent of the core market is served by non-utility supplies.





The CEC believes that the existing core procurement restrictions and requirements should be eliminated.  The current core aggregation program is too restrictive and imposes an unnecessary regulatory limit.  Rather than impose a specific limitation on market entry, the market can clearly decide what threshold volume is appropriate. Profit margins and transaction costs will ultimately dictate whether a service provider wants to provide service.





In addition, the full unbundling of interstate transportation services and, to the extent possible, storage services will facilitate competitive gas procurement.  (Section III.F discusses the challenge of distinguishing storage from reliability.)  This should provide marketers with a realistic opportunity to compete by providing a range of services which will produce an acceptable profit margin.  Also, allowing ESPs to offer both gas and electricity services should stimulate competitive entry.





E.	Creation Of A Non-Bypassable Public Purpose Program Surcharge





As for electricity, the CEC supports the general concept of a non-bypassable natural gas public purpose surcharge.�  Unlike electricity, a substantially greater number of natural gas consumers (as compared with electricity consumers) is not connected to the distribution system and, therefore, not within the jurisdictional authority of the CPUC. 


 


Approximately 20 percent of natural gas consumed in California is distributed to end-use customers by non-utility sources (California intra-state direct pipelines, Kern River Gas Transmission Pipeline and Mojave Pipeline).  These customers are able to bypass the costs of public purpose programs since program costs are presently included in utility distribution rates.





On the electric side, the costs associated with low-income assistance, public interest research, demonstration and development, renewable resource, and energy efficiency programs are recovered through an AB 1890 mandated non-bypassable surcharge on electric distribution service. Noting that “it would lessen concerns regarding cross-subsidies and promote a level playing field between electricity and natural gas providers in a competitive market,”� the CPUC, in Decision 97-06-108, indicated it would pursue legislation for a gas surcharge with the California legislature.  The CEC supports this effort.





Assembly Bill 2112, introduced by Assembly Member Kuykendall last month (and referred to the Utilities and Commerce Committee on March 12), is intended to impose a non-bypassable gas surcharge on all natural gas consumers.  If this, or any similar bill, is adopted, it would require all customers leaving the utility system after January 1, 1999 to continue paying the surcharge.  However, the only bill with substantive provisions does not, in its current form, appear to capture the existing 20% of gas consumers who are not connected to the gas distribution system, nor would it capture new gas customers who never become connected to the distribution system. Wholesale customers should be exempt from the surcharge since their customers are subject to their own non-bypassable surcharge.  Gas-fired generation customers should also be exempt because their end-use customers pay a public purpose surcharge on the electricity they purchase.  In addition, any bill should specify how the surcharge will be collected.    





The CEC looks forward to working with the CPUC and the legislature to craft legislation that will create a public purpose surcharge that covers more of the gas customers who are not connected to the gas distribution system.





F.	How Do Reliability Concerns Affect Or Constrain The Unbundling Of Storage Services For Core Customers?





Storage unbundling and system reliability are critical issues in determining the extent of core customer participation in a competitive marketplace.�  It is important to emphasize that it will be difficult, if not impossible, to entirely separate system reliability, (the role of operating the distribution system), from some role involving commodity procurement through storage. In other words, the distribution system operator must have access to storage and must have authority to order supply shedding (in addition to demand curtailment), when necessary to balance the system.  Thus, the twin goals of maintaining reliability and full unbundling of storage are, to some extent, at odds.  The challenge will be to develop guidelines, both for competitive gas providers and the utility.  The guidelines will need to be based on the operating characteristics of the natural gas storage and distribution system, while ensuring reliability and accommodating commercial interests to the extent possible.





Gas utility systems cannot meet 100 percent of the California demand 100 percent of the time.  During peak demand periods, gas supply from interstate pipelines, California production, and storage may not satisfy total statewide natural gas demand.  This was the case in the winter of 1990-91 when both SoCalGas and PG&E curtailed delivery to non-core and electricity generation customers for several days in the PG&E service area and several weeks in the SoCalGas service area.  Pipeline delivery capacity to California has increased since then, and reliance on storage withdrawals and curtailment to meet peak demand is not as critical now.  Nevertheless, demand for natural gas continues to rise and circumstances are sure to eventually tax the distribution system, potentially requiring curtailments.





The CEC believes that ensuring system reliability is absolutely essential for the ultimate success of the competitive market.  Therefore, the issues of storage unbundling and reliability are particularly appropriate for a technical workshop that brings operational and commercial perspectives together.  The CEC is willing to host such a workshop.  The following are some of the questions to consider at such a workshop:





	In a market structure where all customers� purchase firm pipeline capacity and it is determined that supply will not be sufficient to meet demand, who gets curtailed?  Should some level of storage be maintained to avoid potential curtailments, and if so, how much?  Who will operate the storage system in these instances?





	Will load shedding have to be mandatory in a competitive market?  Many commercial, industrial, and electricity generation facilities have the ability to switch to alternative fuels.  What kind of incentives would be needed so that those with alternate fuel choices elect to use them and release their gas supply for use by others?   One would assume in a competitive market that those with supply should be willing to sell to those in need, if the price was right.   Would other incentives be needed, such as compulsory load shedding? If this were needed, what would be the criteria for determining the hierarchy of who goes first, and who gets the supply?  Should there be rewards for those who give up supply and penalties for those who get supply, and if so, what would they be?





	Some natural gas shippers may attempt to game the system, trying to get an economic advantage by under or oversupplying the utility system, thereby putting the system out of balance.  When this occurs, the immediate utility’s system operation may be threatened.  Should these conditions occur, who would have the responsibility of balancing the system, the operating utility, the supplier of last resort, or someone else? 





G.	Default Supplier And Supplier Of Last Resort In The Restructured Gas Industry





The default supplier is responsible for serving customers who do not wish to have competitive procurement options (i.e., “those who choose not to choose”).�   In California, the regulated utility currently serves as default provider for both electric and natural gas service.  If the gas utility no longer acts as a gas procurement agent for core customers, some other entity or entities must fill these roles.  





There are three options in addition to the option of retaining the utility as the default provider, (an option which the DSP report rejects).  The DSP report proposes two options:  1) establish a non-profit Independent Procurement Agent (IPA), an independent body that purchases natural gas, transportation, storage, and other services for customers who do not choose competitive supplies or for whom competitive options are not available; or 2) allow retail service providers to competitively bid to provide default service.





The CEC recommends that the CPUC also consider a third option for dealing with the default provider issue, namely the approach that was used in restructuring the long-distance telecommunications industry where customers who failed to select a long-distance carrier were allocated to existing competitors.  Under this third option, gas customers who do not elect a provider would be allocated to existing gas competitors.





Although the CEC does not necessarily endorse the concept of bidding to become the default supplier, we note that other states are going in this direction.   Legislation in Nevada now permits the default supplier role to be put up for bid. The Oregon Public Utilities Commission is now considering it. In Pennsylvania, Enron proposed to pay more than $6 billion to be the default supplier in the PECO Energy service area. However, the Pennsylvania Public Utilities Commission rejected Enron’s proposal due to concerns that Enron would control too great a share of the market.





Although often used synonymously, the CEC draws a distinction between a “default supplier” and a “supplier of last resort.”   As noted above, the default supplier serves the customer that chooses not to choose a specific supplier.  The supplier of last resort is responsible for ensuring universal service, i.e. serving customers that no competitor would serve even if the customer wanted a competitive choice.  The default supplier and the supplier of last resort need not be one and the same.





In general the CEC believes that the less desirable customer group should be treated separately from the group of customers who choose not to choose.  Although the less desirable customer group will need to be subsidized, the CEC believes that the subsidy should be transparent (and collected either through a general tax or non-bypassable surcharge).  One possibility is to provide truly needy consumers with a voucher that can only be used for the qualified person’s energy bills.  Such a scheme could go a long way in making this group of customers more attractive to competitive suppliers, thereby possibly obviating the need for a supplier of last resort.














H.	What Is The Role Of The Utility In The Competitive Marketplace?





In gas and electricity industry restructuring, discussion tends to focus on “unbundling,”  which entails determining what utility services can be competitively supplied and separating those services from the bundled package of utility services.  Equally important to restructuring is determining what role the utility should play in the marketplace.�  The task of defining the future role of the utility should begin by identifying the existing natural monopoly functions (and perhaps, those services that should, for health and safety reasons, be supplied by the utility).  For gas, it is the “pipes,” narrowly defined to include the distribution system.  For electricity, it is the “wires,” narrowly defined as the transmission and distribution system.  The next step should be to define those services that are not natural monopoly functions and to allow these services to be competitively supplied.





The DSP report offers a vision of the future role of the utility consistent with this bottoms-up approach.  The report recommends that the utility provide only natural monopoly services and semi-competitive services.  A semi-competitive service is a service that could eventually be competitively supplied, but the market for full competitive supply of that service is not sufficiently developed.  The report further recommends that when private markets are sufficiently competitive for a particular service, the utility should not be allowed to offer that service.  The CEC shares this vision and recommends that this approach be applied to electricity industry restructuring as well.





In the case of natural gas, this approach would entail close examination of the monopoly gas transportation and distribution services to identify and enumerate all those activities that require continued monopoly service.  The areas of storage and reliability, for example, will contain some elements that warrant monopoly control and others that could be provided competitively (see discussion in Section III.E).  All activities not identified as natural monopoly services would then be provided competitively in the restructured market, although in the near term the utilities may need to have some transitional responsibilities until a sufficiently competitive market for these services becomes a reality.  





At the outset it appears that gas procurement and transportation services can be competitively provided. Competitive affiliates of gas utilities and other ESPs, but not gas utilities, should compete in the market for these services.  With the utilities no longer needing to reserve pipeline capacity to serve customers, open access to the gas transportation system can be assured.





I.	Regulatory Streamlining In The Gas Industry�





DSP argues that in the competitive marketplace ratemaking mechanisms should be designed such that they “provide incentives for utilities to operate more efficiently and improve their productivity, while maintaining safe and reliable utility services.”�  As such, DSP believes the current rate design and cost allocation process is burdensome and should be re-examined. 





DSP offers three options for discussion.  Its preferred approach is the “Price Cap” model, which is a Performance Based Ratemaking (PBR) approach.  In general, PBR requires that an initial base revenue requirement and base rates for the first year of the program be established.  Each year thereafter, the rates are adjusted, indexed to inflation, utility productivity, and other exogenous factors (i.e., natural disasters, changes in accounting rules).  Specifically, the DSP report recommends that annual inflation and productivity indices be used to set rates for monopoly services and price-caps for semi-competitive services. Other options considered in the report were: 1) a simplified general rate case (GRC) which would combine revenue requirement determination and customer cost allocation into one comprehensive proceeding; and 2) a quadrennial cost allocation proceeding, similar to today’s GRC but occurring once every four years, rather than biennially.





Over the past several years, the CPUC has moved towards a PBR approach and away from GRC reviews.  However, none of the utilities currently has a PBR that distinguishes between setting rates for monopoly and semi-competitive services. Moreover, existing PBR rates are based on revenues developed for the costs of the vertically-integrated utility’s historical business practices.  Thus, new rate design principles must be developed to appropriately allocate utility costs between and among monopoly and semi-competitive services.





In addition, these principles must ensure that a utility’s semi-competitive offerings are appropriately priced.  Price-caps for semi-competitive services will be needed due the lack of competitive alternatives--which is the reason for continued utility provision of semi-competitive services.  Price-floors are needed to ensure that the semi-competitive service offerings are not being cross-subsidized by distribution rates, which should be based solely on the costs for providing distribution monopoly services.   





The CEC recommends that the CPUC use a PBR approach as long as a utility continues to offer semi-competitive services.�  However, the CPUC will soon need to address the necessary ratemaking issues to establish appropriate distribution rates while instituting price floors and caps for semi-competitive services, once they are unbundled.  Fortunately, there is a current ratemaking proceeding that could be used as a forum for these issues:  PG&E’s GRC.  Phase 1 is the revenue requirement phase. This part of PG&E’s GRC should be used to determine the utility’s costs at a sufficiently disaggregated level so that distribution rates can be developed based on the costs of providing natural monopoly services and the costs of unbundled semi-competitive services can be determined.  Phase 2 could be expanded to apply to all utilities for the purpose of developing rate design principles that distinguish between monopoly and semi-competitive services.





J.	Consumer Protection And Education�





The CEC takes this opportunity to emphasize the importance of consumer education to the success of the restructuring efforts in the electricity, natural gas, and telecommunication industries.  Unless small consumers have sufficient, unbiased information to make informed choices, the benefits of deregulation are not likely to be achieved.  Accordingly, the CEC is committed to constructively assisting the consumer education effort and urges the CPUC to continue to devote its resources to this end.





Many of the educational materials and approaches developed under the electricity “Consumer Education Program” offer a foundation for an analogous effort in gas (although certain unique features of the gas commodity will imply additional educational needs or protection measures that have no applicable precedent from other restructured industries (e.g., certain safety issues)).





The restructured telecommunications, electricity, and natural gas markets also have similar consumer protection issues, such as slamming.  Many of the consumer protection measures being implemented in electricity (e.g., criteria energy service�
providers must meet in order to obtain CPUC registration, disclosure requirements, third party verification of change of service provider) are readily applicable to the gas industry.





The CEC recommends that the CPUC simplify consumer protection in the natural gas sector as much as possible by applying most of the measures adopted in electricity to the gas market.  This approach would also simplify life for retail providers, who should not have to face two distinct sets of requirements except where gas is fundamentally different from electricity.  In addition, the CEC recommends that a gas consumer education program be grafted on to some of the features that are already in place for electricity.  One example would be the Electricity Education Call Center, a toll-free hot line that IOUs created as an unbiased source of consumer education.�  The CEC expects to continue providing direct consumer education as well as input to any CPUC-directed education program, specifically on topics related to our programs and issue areas such as energy efficiency. 
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�  See CPUC OIR (R.98-01-011), p. 3.





�  This section responds generally to questions 1-5 of Attachment A to the Gas OIR. 





�  The CEC cautions that market forces may not always dictate lower natural gas prices.  Market  forces and the deregulation of both the natural gas and electricity markets should, however, create  a range of  innovative  consumer options, while placing downward pressure on both natural gas and  electricity prices.





�   This section responds to  question 3 of Attachment A to the OIR.





�   DSP defines “after-metering services” to include relighting pilot lights, establishing service connections, and gas line inspections/testing.


�  See CPUC Decision 97-08-055  at 24.


 


�  Id. at  26.





�  This section responds to question 8 of Attachment A to the OIR. 





�  Using average annual consumption data reported in the 1996 Natural Gas Annual, assumes the average California household and commercial establishment consumes 550 therms and 5760 therms of  natural gas per year, respectively.





� This section responds to questions 25 and 26 of Attachment A to the OIR.





�  CPUC Decision 97-02-014, p.84.





�  This section responds to question 11 of Attachment A to the OIR.


�  In response to question 15 of Attachment A to the OIR, if the core gas market is fully deregulated, there should no longer be any need for a distinction between core and non-core customers.


�  This section responds to questions 19-22 of Attachment A to the OIR.


�  This section responds to questions 16-22 of Attachment A to the OIR. 


�  This section responds to questions 5, 12-15 and 16-19 of Attachment A to the OIR. 





�  DSP report at 60.


�  In the future, if a “wires” or “pipes” only distribution utility is realized, the simplified GRC may offer a better approach.  If a utility provides monopoly-only services (not in the business of making large capital investments on items such as interstate pipelines and transmission, or electric generation facilities) at the distribution level, plus services strongly linked to health and safety, there could be concerns that cost-cutting incentives could result in inadequate service and neglected repairs.  A GRC approach provides  opportunity to recover their costs without jeopardizing health and safety issues.





�  This section responds to questions 3 and 23-26 of Attachment A to the OIR.


�   This toll-free service will be taken over and continued by CPUC staff beginning in June, 1998.
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