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Governing California's Natural Gas Industry. 
R. 98-01-011

Comments of

Kern River Gas Transmission Company

Pursuant to the Commission’s Order Instituting Rulemaking (OIR) of January 21, 1998, Kern River Gas Transmission Company (Kern River) submits its comments on the Division of Strategic Planning’s (DSP’s) report, “Strategies for Natural Gas Reform:  Exploring Options for Converging Energy Markets” (Attachment C to the OIR).

Kern River welcomes the Commission’s new inquiry into the competitive structure and performance of California’s natural gas industry and markets.  Restructuring of California’s electric industry and potential convergence of retail gas and electricity markets, combined with the maturation of many of the Commission’s natural gas regulatory reforms, make this a very timely and appropriate rulemaking effort.  Kern River is gratified that DSP’s report encourages the Commission to continue to unbundle the gas utilities’ services and to reform its regulatory policies to place the utilities at risk for recovery of their costs.  DSP also wisely urges the Commission to rely increasingly on competition to ensure that consumers have meaningful choices regarding, and thus can obtain the lowest reasonable price for, their natural gas services.  Kern River supports the objectives outlined in the DSP report, as well as DSP’s proposed strategies for achieving those goals.  For the reasons explained below, Kern River suggests certain additional steps for the Commission to take to enhance the benefits of striving for DSP’s policy objectives.

Introduction

Kern River owns and operates an interstate natural gas pipeline system extending from gas producing areas in southwestern Wyoming, across the states of Utah and Nevada, to points of termination in Kern County, California.  The system was placed in service in 1992 and has a design firm capacity of 700,000 Mcf/day.  Near Daggett, California, Kern River's pipeline converges with the interstate pipeline facilities of Mojave Pipeline Company (also built in 1992).  Kern River and Mojave at that point form a single, jointly owned pipeline, referred to as the "Common Facilities," from Daggett to the ends of the systems in Kern County.  Kern River delivers gas through direct connections to several enhanced oil recovery (EOR) and related cogeneration facilities located in the oil fields of Kern County.  It also makes substantial deliveries, through interconnections located near Wheeler Ridge in Kern County and near Daggett in San Bernardino County, into the pipeline systems of, respectively, Southern California Gas Company (SoCalGas) and Pacific Gas & Electric Company (PG&E) for redelivery to consumers on the utilities’ systems.

Kern River is thus today a direct competitor of the utilities in the provision of transportation services to end users who have (or who may acquire) the ability to take delivery from both Kern River's and a utility’s facilities or from either of them. Kern River’s interests are therefore substantially affected by the structure and competitiveness of the natural gas commodity market and the market for gas transportation services in California.   

Kern River focuses in these comments (1) on certain of DSP’s proposals for unbundling of services and other regulatory reforms and (2) on DSP’s discussion of mitigating incentives for anticompetitive behavior by the gas utilities.  Kern River supports DSP’s recommendations concerning unbundling of services and placing the utilities at risk for recovery of their costs in exchange for pricing flexibility.  Kern River points out, however, two artificial barriers to competition in the gas transportation market that DSP’s report, unfortunately, does not address.  Kern River explains how removing these obstacles will assist achievement of DSP’s broader objectives of utilizing market prices to enhance consumer choice and economic efficiency.

I.

Benefits of Competition


DSP is correct to advise the Commission to continue to develop its policies to enable it to rely on competitive market forces to achieve its regulatory objectives.  The benefits of competition for the state’s energy consumers are conclusively demonstrated by the experience in SoCalGas’ service area since Kern River entered the market in 1992.  Based on an extensive record developed by Kern River and others, Administrative Law Judge Robert A. Barnett recently concluded in his Proposed Decision in A.96-10-038  that all consumers have benefited from the competition that Kern River provides:

Kern River has not only brought benefits to the customers it directly serves, it has benefited all gas consumers in the region by introducing competition for gas supply and transport.  Kern River gave southern California access to new and lower cost gas supply regions (Rocky Mountain and Canada) as well as diversification which increases gas supply reliability and flexibility for southern California.  In addition to providing a higher level of reliability to EOR customers, the price is lower, too, because Kern River provides access to lower cost gas supply.  There are savings in general because SoCalGas has had to lower its rates (offer discounts) in order to compete. Kern River also benefits southern California consumers whom it does not directly serve. . . . Comparing the core residential rates in 1991 (before Kern River) and the rate in 1995 (after Kern River), we see that SoCalGas, who had been hit the hardest by bypass, had an 3.3% decrease in residential rates compared to PG&E and SDG&E, which experienced a total of an 8% increase and a 14.4% increase in residential rates over the same four-year period, respectively.  SoCalGas’s witness testified in the company’s 1996 BCAP, that SoCalGas’s core weighted average cost of gas “declined from $2.45 MMbtu in 1989/1990 to less than $1.40/MMbtu in 1995.”  This decline was due, in part, to the impact of gas-on-gas competition created by new interstate capacity.

Proposed Decision, A. 96-10-038, at 76, 77 (February 23, 1998).  For ease of reference, evidence supporting Judge Barnett’s findings is found in the prepared testimony and exhibits of Kern River’s witness, Dr. Craig R. Roach, Exhibit No. 115 in the record of A. 96-10-038, at pages 67-72, Exs. CRR-24, CRR-26 – CRR-28.



Competition induces efficiency.  When consumers have choices, all sellers of the relevant product or service are compelled to try to offer better service and/or a lower price than their competitors.  Anything less means failure of the business.  DSP’s Report is correctly premised on the principle that whether to facilitate competitive markets is no longer the issue for the Commission.  The only questions are when and how to give consumers choices and thus permit them to realize the benefits of competition.

II.

Obstacles to Transportation Competition

DSP recommends unbundling various costs from the utilities’ transportation rates and placing the utilities at risk for recovery of their unbundled revenues, in exchange for providing the utilities the flexibility to price their services to meet market demands.  The Division specifically endorses at-risk treatment for intrastate transportation services and notes that PG&E and SoCalGas are already at risk for all or substantial portions of their noncore transportation revenue requirement.  Report at 50-51, 51 n.63.  Although it expresses concerns about “the natural monopoly characteristics of intrastate transportation,” DSP acknowledges that, even if its economic view is correct, it does not mean “that the Commission can not or should not foster more market-responsive … transportation services.”  Id. at 51.

Kern River does not necessarily share, but will not needlessly debate, DSP’s opinion about the alleged “monopoly characteristics” of transportation service.  What is relevant here is that DSP overlooks the existing competition by Kern River and Mojave to provide transportation services in southern California.  



After five years’ experience with interstate pipeline competition in southern California, it is now clear, as Judge Barnett found in his decision in A.96-10-038, that such competition has had a positive effect.  Existing customers of the interstate pipelines have benefited.  Potential customers of the interstate pipelines located in the major load centers that are relatively near the interstate pipelines have benefited because the bypass threat has allowed them to negotiate lower gas rates with the utilities.



Moreover, the feared negative effects of pipeline competition have not materialized.  Core rates on the SoCalGas system have decreased since the interstate pipelines commenced service.  SoCalGas bears the risk of noncore revenues, including the costs of the discounts it has negotiated with potential bypass targets.  Nonetheless, SoCalGas has consistently exceeded its allowed return.  As Pacific Enterprises stated in its 1996 Annual Report to Stockholders, "SoCalGas is continuing to reduce its costs to maintain competitive rates to transportation customers" to meet the bypass threat posed by the interstate pipelines.  Accordingly, all of SoCalGas’s customers have benefited from the pressure to become more efficient that pipeline competition has placed on the utility.

This competition, when combined with action on DSP’s unbundling and other recommendations, will enable the Commission, in DSP’s words, to “foster more market-responsive … transportation services” for California’s gas consumers.  The Commission must recognize, however, that there are now two serious obstacles to the vitality of pipeline competition in southern California.  Those obstacles are (1) SoCalGas’s contractual options to purchase the California pipeline facilities of its only competitors in the year 2012, and (2) the utility’s Rate Schedule GT-RLS.  Both obstacles are vestiges of traditional, command and control regulation that the Commission can readily eliminate in this rulemaking. Taking such action would underscore the Commission’s commitment to DSP’s recommended objective of replacing traditional regulation with reliance on market forces where that is feasible.  

A. 
SoCalGas's Unilateral Right to Eliminate its 

Interstate Pipeline Competitors Should Be Extinguished 

As a means to comply with the Commission's then-existing criteria for support of interstate pipelines, Kern River and Mojave each agreed in 1989 to grant SoCalGas a unilateral option to purchase the interstate pipeline companies' California facilities twenty years after commencing service, i.e., in 2012.  The Commission encouraged and approved the option at the time to address the Commission's concerns about the perceived adverse effects of potential service by the interstate pipelines to customers beyond the EOR market.
 

Administrative Law Judge Robert A. Barnett has concluded in his proposed decision in A.96-10-038 that “permitting SoCalGas to exercise its options and own all pipelines in southern California would contradict all of our recent pronouncements regarding the benefits of competition.”   Proposed Decision at 78.  Moreover, he entered a specific finding that it would be contrary to the public interest for SoCalGas ever to exercise the options.  Id. at 138 (Finding of Fact 110).  Kern River is confident that the Commission will concur with Judge Barnett that divestiture of the options by SoCalGas is an appropriate way of mitigating the adverse effects of the proposed merger on competition. 
Notwithstanding that Kern River expects the option to be extinguished as a result of the Commission’s merger decision, the record of A.96-10-038 warrants examination in this proceeding.  The evidence presented there illustrates the consumer benefits of competition, highlights the utilities’ opportunities to exploit their market power, and demonstrates how removing artificial impediments to competition should always be a high priority for the Commission.  

For example, the record of A.96-10-038 contains undisputed evidence establishing that the mere existence of the options hinders competition today and for as long as they remain in effect.  Significantly, such evidence was offered not just by Kern River, but by several major gas consumers, who emphasized the benefits of ensuring that the utilities face meaningful competitive discipline.
  If left in place, the options would be exercised just fourteen years hence, a time frame well within the usual planning horizon of customers who are contemplating building or purchasing major gas-consuming facilities and/or construction of significant facilities to change fuel suppliers.    Construction of new pipeline and gas-consuming facilities requires long-term financial commitments from customers to make the investment risk worthwhile to the new facilities’ owners.   Mr. Thomas F. Daniels of Watson Cogeneration Company offered a particularly compelling explanation of the option's present and ongoing  anticompetitive effects:



Q.
Does that option have any effect on your consideration of gas transmission requirements and alternatives in California?



A.
Yes.  The option is a decidedly negative factor in the consideration of gas transmission alternatives to the SoCalGas system because it threatens to remove a pipeline competitor from the California in-state transmission market.  In fact, since SoCalGas also has an option to buy the California facilities of Mojave Pipeline Company ("Mojave"), SoCalGas could eliminate both of its existing, head-to-head competitors.  Watson values competition among its vendors and service providers.  The presence of competition for mainline transmission has benefitted gas users in California.  The loss of such competition, if SoCalGas exercised its options, would very likely increase prices and detract from Watson's continual efforts to improve its own cost structure and competitive posture.




The impending restructuring of California's electric market heightens Watson's concern with maintaining and enhancing competition for gas transmission services in California.  With the advent of electric restructuring, Watson will face increasing competition in the sale of one of its primary products -- electricity.  This prospect reinforces Watson's concern that it obtain its gas supplies and transportation services at the lowest possible cost.



Q.
The SoCalGas option cannot be exercised until 2012.  Is it a significant concern today?


A.
Yes.  Fifteen years is certainly within the period of concern when planning the fuel supply for large gas-consuming facilities, such as electric generating plants, refineries, or industrial plants.  Long-range cost certainty and stability, especially for a key cost component like fuel, is a significant consideration when planning the construction, financing, or acquisition of major energy-consuming facilities.  The knowledge that a fuel transporter is very likely to be acquired by its principal competitor within that time frame is definitely a negative factor when considering a long-term relationship with that fuel transporter.

Ex. 112 (A.96-10-038), at 2.  

The longer an artificial competitive restraint like SoCalGas’s purchase options remains viable, the greater its chilling effect on competition.  As Judge Barnett concluded, allowing SoCalGas to eliminate the competition now provided, and the continuing competitive threat posed, by Kern River and Mojave would be an unjustifiable step backward.  SoCalGas's exposure to competitive forces has served the public interest by forcing it to become more efficient. Therefore, the Commission's policy today should be to prevent not only the options, but any other, remaining barriers to competition which arose from previous, understandably cautious, policies of the Commission, from hindering its objective of using market forces to meet its goals of enhancing consumer choice and economic efficiency.  

B.
SoCalGas’s Anticompetitive Residual Load Service

Tariff Should Be Eliminated 

SoCalGas's Rate Schedule GT-RLS (Residual Load Service) is punitive and is another significant deterrent to competition.  The RLS rate is imposed upon any noncore customer who partially bypasses SoCalGas's service.  If such a customer's load factor on SoCalGas's system is lower following the bypass, then the shipper's rate will equal the otherwise applicable tariff rate (including all applicable transmission charges and surcharges) times the ratio of the pre-bypass load factor, divided by the post-bypass load factor.  In other words, the shipper will continue to pay to SoCalGas a total charge for its reduced volumes on the SoCalGas system that is equivalent to the total charge it paid SoCalGas for its original volumes on the system.  Rate Schedule RLS is designed to ensure that a customer cannot reduce its gas transmission charges by taking a portion of its service from a competing pipeline.  While it is reasonable, in principle, to compensate a gas utility for costs it actually incurs to stand ready to provide swing service to a partial requirements customer, Rate Schedule RLS goes well beyond that limited objective and is, in fact, punitive.  It is designed to preclude competition, rather than to compensate the utility for the reasonable costs of service in a competitive market.

Particularly problematic is the requirement of Rate Schedule RLS that "the entire load of a [UEG] customer will be subject to this tariff should one or more of the UEG's facilities meet the criteria for application of this tariff."  This condition would require a UEG customer to pay the substantially higher RLS rate at all of its power plants even if the UEG customer made alternative transmission arrangements at only one of its plants.  In the present context of electric industry restructuring and the electric utilities’ divestiture of their fossil-fired generating plants, Rate Schedule RLS is irreconcilable with the Commission’s effort to improve efficiency in the electric generation market and thus achieve lower prices for electric consumers.  One of the principal ways for the owners of electric generation to improve their competitive position is to lower their fuel acquisition and transportation costs.  Rate Schedule RLS, however, plainly impedes the owners of gas-fired generation, particularly owners of multiple plants, from benefiting from competition between SoCalGas and its interstate pipeline rivals.  With Rate Schedule RLS in place, bypass is unlikely to be feasible for most generators and, therefore, SoCalGas has absolutely no incentive to offer transportation discounts or to innovate in its service offerings. The history of the RLS service confirms its deterrent effect.  Not a single customer has received service under Rate Schedule RLS since it became effective.  

Rate Schedule RLS impedes economic efficiency and unduly protects SoCalGas from competition.  It cannot be reconciled with the Commission’s increasingly strong commitment to facilitating competition to ensure reasonable energy prices for California consumers.  Cf.  Proposed Policies Governing Restructuring California’s Elec. Serv. Industry, D.95-12-063, as modified by D.96-01-009, 166 PUR 4th 1, mimeo at 5-6 (in electric restructuring, Commission’s “policy preference has inclined strongly in the direction of competition and market mechanisms”); Gas Accord Decision, 1997 Cal PUC LEXIS 763 at *79 (intention of Commission’s upcoming Gas Strategic Plan is “to promote a more competitive [gas] marketplace”); Proposed Decision of ALJ Barnett, A.96-10-038 (Feb. 23, 1998) at 79 (“we have chosen competition and therefore competitors and the threat of competition must be encouraged.”).  The RLS tariff is an anachronism in today’s regulatory environment.  The Commission should direct SoCalGas to delete this punitive and anticompetitive rate schedule.

III.

Minimizing Incentives for AntiCompetitive Behavior

Eliminating the obstacles to pipeline competition discussed above will help to achieve DSP’s recommended goal of mitigating the potential for anticompetitive behavior by the gas utilities.  DSP notes the incentives for such behavior inherent in the vertically integrated businesses of the utilities (and the Commission’s difficult, always post hoc, struggles to address the consequences of such incentives).  DSP recommends addressing this concern primarily by eliminating the utilities’ roles in selling gas to retail customers and in generating electricity.  Report at 118.

DSP’s recommendation is only a partial solution, as it acknowledges.  Report at 89.  Even if that proposal were adopted, affiliates of the gas utilities still would be free to participate in retail gas and electric markets.  Such activities also present incentives for the utilities to find ways to favor affiliates and/or to disfavor affiliates’ competitors.  An effective way of minimizing the gas utilities’ ability to employ such tactics is to ensure that they are subject to competitive discipline, as well as regulatory oversight, in their principal business, gas transportation.  Facilitating real competition with SoCalGas requires decisive actions by the Commission like those Kern River described above, terminating SoCalGas’s options to purchase Kern River’s and Mojave’s California facilities and eliminating SoCalGas’s Rate Schedule GT-RLS.  Market forces would better complement the Commission’s regulation of SoCalGas by threatening, and/or by providing, more immediate, competitive consequences for SoCalGas, should it seek to exploit unfairly its dominance in the transportation market.

IV.

Unbundling and At-Risk Treatment

Kern River strongly endorses DSP’s recommendation that the Commission fully unbundle the costs of revenue cycle services, interstate pipeline demand charges, storage, gas procurement activities, and public purpose programs from the utilities’ transportation rates.  DSP Report at 38. Unbundling promotes economic efficiency.  It ensures the proper price signals to consumers and helps to foster competition for utility services that are susceptible to market forces.  These benefits are enhanced by placing the utilities at risk for recovery of their revenue requirements, as DSP also wisely recommends.
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� 	The history of the option’s creation is described in the testimony in A.96-10-038 of Kern River’s witness Wadlington, Ex. 114.  Mr. Wadlington was co-manager of the Kern River project at the time Kern River found it necessary to agree to the option.  The Commission’s role is further reflected in its Decision 90-10-034, 38 CPUC 2d 6.





� 	The relevant evidence in A. 96-10-038 includes the testimony of Kern River’s witness Larsen,  Ex. 114, at 10-11; SCUPP’s witness Yap, Ex. 105, at 54-55; Vernon’s witness Beach, Ex. 110, at 18-19, 31; and of Watson Cogeneration’s witness Daniels, Ex. 112, at 2.
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