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introduction


In Chapter VI of the Report, DSP identifies a number of market structure options that DSP asserts “encompass a range of methods for mitigating, or eliminating entirely, the utility’s potential to exercise market power in an anti�competitive manner.”�


There are three key legal questions which must be addressed before the Commission can adopt any of these options.  First, does the Commission have authority to adopt those changes?  Second, what must the Commission do to comply with due process and other legal requirements?  Third, has the agency provided for just compensation?


Without commenting on the merits of these options here, PG&E believes a number of these options, depending upon how a particular option is ultimately structured, can be adopted only if legislation authorizing such changes is enacted; and that, even if state legislation is not required, PG&E has a right, absent a settlement, to evidentiary hearings on the proposals and supportable findings of fact by the Commission based on such hearings before adoption of an option.  PG&E is also entitled to just compensation related to any taking of its property, whether or not the CPUC now has authority to order structural changes.


As set forth more fully below, the requirement for legislation or, even assuming no such requirement, for evidentiary hearings or a settlement acceptable to stakeholders (including PG&E) may apply to:


(A)	the formation of a gas transmission Independent System Operator (ISO), suggested as Option 2;


(B)	being ordered to stop supplying gas or electric commodities to its customers, suggested as Option 3;


(C)	being ordered to divest or spin off its hydroelectric and nuclear generation facilities suggested as Option 3; 


(D)	being ordered to separate the ownership and operation of its intrastate natural gas transmission system from its gas distribution system suggested as Option 2;


(E)	an order barring utility affiliates from participating in the retail energy commodity markets suggested as Option 4; or


(F)	an order requiring the unbundling of various utility services, and therefore placing utilities “at risk” for sufficient revenues.


The following sections discuss some of the most significant legal implications and impediments related to the options listed above, beginning with issues applicable to each of these specific proposals, followed by issues applicable to all the proposals.�  


LEGAL IMPLICATIONS OF SEEKING TO FORM A GAS TRANSMISSION ISO


Although Section 701 of the Public Utilities (PU) Code gives the CPUC powers to supervise and regulate every public utility in these state, those powers have limits.  Section 701 cannot be read to give the CPUC the power to create, unilaterally, new entities like a gas ISO.  


The electric ISO was not created by the CPUC alone, of course.  Instead, it was the result of actions by the state legislature, FERC, the electric utilities, many interested parties, and the CPUC.  If the Legislature were to conclude that a gas ISO should be created, there would be many additional implications and impediments.  The development of the electric ISO demonstrates how difficult, complex, and expensive it could be to try to develop such an institution for the gas utilities in these state.  


Legal Implications Of Ordering Utilities To Leave The Retail Energy Commodity Business


Option 3 in Chapter VI of the DSP report explores whether gas and electric utilities in California should be barred from selling gas and owning any generation.  PG&E believes this proposal raises many difficult legal issues for both the gas and electric businesses.  


1.	The CPUC cannot unilaterally bar gas and electric utilities from selling gas or generating any electricity without legislative authorization and providing just compensation.  Existing state statutes contemplate and authorize gas and electric utilities to sell gas and generate and sell electricity.  See, for example, the definitions of “public utility,” “electrical corporation,” “electric plant,” “gas corporation,” and “gas plant” found at Sections 216 to 222 of the PU Code.  No statutes authorize the CPUC to prohibit existing gas and electric utilities from selling gas, generating or selling electricity, or providing revenue cycle services.�  Senate Bill 477 enacted last fall further clarified that utilities have the legislative ability to serve electric commodities.  That bill added Section 366(a) to the PU Code, which provides that unless the customer makes a positive declaration choosing another supplier, the existing electrical corporation shall continue to serve that customer.


2.	If electric utilities are prohibited from generating or selling electricity, the Commission will have to address what will happen to existing power purchase agreements (PPAs).  If electric utilities cannot generate or sell electricity, it follows that they cannot buy it, and therefore adoption of the DSP recommendation might leave the utilities unable to honor hundreds of existing contracts they have with QFs, irrigation districts, other utilities and other suppliers.  If the Commission were to order the utilities to terminate these QF PPAs, it is likely to be confronted with claims that such a decision would be at odds with the federal Public Utility Regulatory Policies Act (PURPA), 16 U.S.C. §2601 et. seq., and the constitutional protections against impairment of contracts, as well as claim for compensation resulting from such termination.  If, instead of terminating supply contracts, the Commission wanted to order utilities to transfer these obligations to a third party, numerous other issues could arise, including the identity of that party, whether the other contracting party would oppose the transfer, how certain provisions of the contracts would be interpreted once they were transferred to third parties, and compensation for any parties adversely affected by such a decision.


3.	The role of the PX might also change substantially if electric utilities are barred from any generation or from selling electricity.  The existing electric utilities are required to use the PX during the transition period.  However, no other party is required to use the PX.  


4.	One impediment to prohibiting existing suppliers from making retail electric sales is the fact that many customers want to stay with their existing supplier, as the report acknowledges.  Taking away that customer choice would violate a recently enacted addition to state law.  As noted above, Section 366(a) of the PU Code provides that customers should be allowed to make the choice of whether they want to stay with “the existing electrical corporation.”


5.	PG&E currently has Certificates of Public Convenience and Necessity (CPCNs) to serve gas and electricity in its service area.  Those rights were developed under PU Code §1101 and related law.  An order prohibiting commodity sales would terminate at least part of the rights under those CPCNs.  Moreover, termination of those rights would violate the Takings Clause of the Fifth Amendment to the U.S. Constitution, absent adequate compensation.  


6.	The report correctly describes some of the difficulties involved in creating one or more new default suppliers, and developing the terms and conditions under which these suppliers would provide service.  In addition, the report assumed that the default provider would not be regulated.  However, there will probably be some customers (such as those with poor credit, low margins or high costs) which unregulated suppliers will not want to serve, at least not without increasing rates or obtaining credit protection of some type.  Terminating the concept of guaranteed service or allowing prices to increase substantially for those least able to pay it may be at odds with the existing utility legislative and constitutional structure.  In addition, the creation of a new default gas utility to be regulated by the Commission may require legislation.


7.	Any decision to create a new default supply process must be approved by the legislature.  Last fall, SB 477 added Section 365.5 to the PU Code, which authorized the Commission to investigate the regulations and conditions of default service, but provided that “If the Commission determines that a process for certification and regulation of default service is in the public interest, the commission shall submit its findings and recommendations to the legislature for approval.”


Legal Implications Of Seeking To Force Utilities To Divest Their Hydroelectric And Nuclear Generation


1.	Federal law prevents this Commission from ordering the divestiture of hydroelectric and nuclear facilities.  Section 184 of the Atomic Energy Act, 42 U.S.C. §2234, prohibits any license issued to a nuclear power plant from being transferred without the approval of the Nuclear Regulatory Commission (NRC).  Similarly, a license for a hydroelectric plant cannot be transferred without the approval of FERC.�  This Commission’s authority in this area is constrained by federal law.


2.	Section 377 of the PU Code makes clear that under state law, the CPUC has no ability to order the forced divestiture of either hydroelectric or nuclear plants at this time.  That statute gives the Commission jurisdiction to review whether non-nuclear generation assets should be owned by the distribution utility corporation.  However, this statute provides that this review should occur after market valuation, and that it applies only to non-nuclear generation.  Since PG&E’s hydroelectric plants have not been through market valuation, this section indicates that the legislature believes that this issue should be addressed later.  In addition, this statute expressly applies only to non-nuclear generation.  


3.	No other statute authorizes forced divestiture of utility property, and prior law excludes from the Commission the power to order divestiture.  See Hanlon v. Eshleman, 169 Cal. 200, 203 (1915) (the Commission cannot compel the owner of a public utility to sell its property); Pacific Telephone & Telegraph v. Eshleman, 166 Cal. 640, 655 (1913) (forcing a utility to share its facilities with a rival exceeds the CPUC’s police power authority); California Water & Telegraph Company v. Public Utilities Commission, 51 Cal.2d 478, 489 (1959) (An order directing a public utility to devote its property to some use other than the public use to which the utility has dedicated the property cannot be justified as an exercise of the police power).  Ordering a utility to divest itself of its gas and electric plant dedicated to public use would therefore arguably exceed the CPUC’s authority.


4.	Forced divestiture would constitute a “taking” of PG&E property, requiring hearings and compliance with other due process requirements, as well as the payment of just compensation.  In addition to “fair market value,” PG&E could be entitled to compensation for “severance damages”—which refer to the net loss in the market value of the remaining utility system; “competitive harm”—which refers to the “manifest and proved injury to [the utilities’] local business” (Eshleman, supra, 166 Cal. at 687); and “loss of going concern value”—which is the loss of future growth in the business and associated revenue.  


5.	There are many other legal issues related to the transfer of a nuclear power plant, including tax issues, spent fuel, nuclear decommissioning trust issues, and uncertainties related to the marketability of nuclear power plants, particularly since there are only a limited number of businesses which the NRC would be likely to approve as operators.  


Legal Implications Of Seeking To Force PG&E To Divest Its Intrastate Gas Transmission or Distribution System


As discussed in section 3 and 4 immediately above, without legislative and other action, the CPUC likely does not have the power to compel utilities to divest property such as a portion of their intrastate gas system, and even if it did, due process and fair compensation procedures would be required.  


Barring Utility Affiliates From Selling Retail Energy Commodities


The CPUC cannot bar the utilities from conducting lawful non-utility businesses, so long as they do not impair utility business and are not cross-subsidized by utility operations.�  For these and other reasons recently briefed in the Affiliate OII, a bar on utility affiliate transactions would be illegal.


Legal Implications Of The Unbundling Proposals


PG&E’s Narrative Response and the response to Question 10 addresses unbundling proposals at some length.  Legal issues identified in that response included PG&E’s right to recover implementation and stranded costs related to such unbundling, creating fair financial incentives when only one party has a duty to serve, gas safety issues and standard setting, and related matters.  In addition, any unbundled ratemaking scheme must give the utilities an opportunity to earn a reasonable return on its investor-provided capital.  The combination of unbundling and leaving the utility “at risk,” while giving others use of the facilities, could amount to a “taking” of utility property.


Hearings Would Be Necessary Before The Commission Could Adopt many of These Changes


As noted above, any significant change in current utility structure raises the issue of the need for new legislation.  Moreover, even assuming that certain changes can be made without legislation, the CPUC cannot, absent a settlement, unilaterally adopt many of the proposed policy changes without first holding evidentiary hearings.  Section 1708 of the PU Code requires the Commission to give opportunity “as provided in the case of complaints” before it may rescind, alter, or amend any prior order or decision.  Section 1705 sets forth the procedural approach the Commission must apply in complaint cases, including the right to introduce evidence.  The options described in the Green Book would alter or amend numerous prior Commission decisions.  


These include the electric Preferred Policy Decision, where the Commission stated that “Existing conditions in the market for natural gas make it unlikely that dual utilities could effectively engage in vertical market power abuse...”�


The Supreme Court has in the past rejected Commission decisions which substantially changed standing decisions where the Commission failed to provide the opportunity for a prior evidentiary hearing.  California Trucking Association v. Public Utilities Commission, 19 Cal. 3d 240 (1977).


Similarly, Section 1705 requires the CPUC to state separately findings and conclusions upon all material issues of fact and law, supported by record evidence.�  This standard could not be met if the record consisted solely of unsworn and unexamined opinion and conjecture by public participants.  Just as the untested statements of participants in any public hearing in a general rate case by themselves would not constitute a sufficient record basis for a decision on the merits on a contested issue in that case, so also must the limitations of paper proceedings and oral arguments in a case like this be acknowledged.


In addition, the law related to Certificates of Public Convenience and Necessity (CPCNs) indicates that a hearing would probably be necessary.  See Ventura County Waterworks Department v. Public Utilities Commission, 61 Cal. 2d 462, 464 (1964) (a public utility is entitled to a hearing before the commission may grant a CPCN to a competitor); San Diego and Coronado Ferry Company v. Railroad Commission, 210 Cal. 504 (1930)(same); Decision 97�03�012, page 3 (public utility entitled to request a hearing).


Senate Bill 960 did not change the need for a hearing in a proceeding like this one, even if it is properly categorized as quasi�legislative.  Although that bill created “quasi�legislative cases,” it found that even in such cases, the Commission must determine whether a hearing is necessary, consistent with due process, public process, and statutory requirements.”�  Here, other sections of the Public Utilities Code,� the due process clause of the United States Constitution, and other law could be cited as requiring an evidentiary hearing.�


Any disputed issue material to the Commission’s decision should be the subject of hearings.  For example, as outlined above, PG&E believes that it does not have the motive, incentive, or ability to engage in anti-competitive behavior as claimed in the DSP report, and there is no evidence that injuries resulting from such behavior have occurred.  A more detailed list of issues raised in the DSP report that should be examined at hearings will be filed ten days after all parties file comments, as directed in Ordering Paragraph 6 in this OIR.  If the issues are material to the Commission’s decision and factually contested, these issues need to be the subject of evidentiary hearings.


The Utilities Should Be Allowed To Recover implementation and Stranded Costs and other just compensation Resulting From Adoption Of These Proposed Options


As the utilities demonstrated during electric restructuring, fundamental fairness, contract law, and regulatory law all dictate that utilities be allowed full recovery of commitments made under prior regulatory rules.  The state legislature stated in AB 1890, “it is proper to allow [utilities] an opportunity to continue to recover over a reasonable transition period, those costs and categories of costs for generation�related assets and obligations…”  PU Code §330(s).  All of the same arguments apply to transition costs if the Commission were to adopt many of the major changes suggested in the report.  Transition costs in this area could include recovery of any payments necessary to exit the electric and gas commodity businesses, loss of value of divested assets, and other rights.  Depending on options selected by the Commission, further transition costs and just compensation may be due, which should be identified, quantified, and recovered over a reasonable period of time.


The Commission Will Have To Address The Application Of CEQA To These Proposals


The CPUC must comply with the requirements of California Environmental Quality Act (CEQA), Public Resources Code Section 21000, et seq.  Prior to the passage of AB 1890, the Commission heard extensive discussions of how CEQA applied to electric restructuring.  Similar issues could arise under many of the proposals mentioned in the Report.


Various Specific Policy Proposals Would Require Amendments To Existing State Statutes


The report discusses the creation of non-bypassable public purpose charges for gas utilities doing business in California, whether or not they are regulated by the CPUC.  In Decision 97�06�108, the CPUC suggested that the legislature require all gas utilities to pay such a charge, indicating this is a matter for the legislature to enact, not the CPUC.


The report discusses possible changes to the cogeneration parity and priority rules.  However, because these appear in Sections 454.4 et seq. of the PU Code, depending on the proposed change, action by the legislature may be necessary to implement the proposal.


the scope of regulatory jurisdiction will need to be resolved


The Report seemed to assume that the existing gas and electric utilities would remain regulated, but that new energy service providers (including default commodity providers) would not.  The nature and extent of regulation over market participants will be a key issue.  Utilities will be quite interested in whether there is appropriate statutory and policy support for treating utilities differently from other competitors, particularly when they provide unregulated services.


�	Report, page 69.


�	Since the Commission only asked for an identification of issues, these comments do not contain a detailed briefing of all the authorities applicable to these legal issues.  When the Commission asked for detailed legal briefing as part of electric restructuring, the briefs filed by the parties were hundreds of pages long.  If the Commission wants the parties to prepare such a briefing in this proceeding, the responses could be shortened if the Commission would eliminate from the briefing any alternatives that it is not interested in pursuing at this time.


�	Cal. Pub. Util. §701 (1996) does not authorize the Commission to act when another section of the code indicates that a different legislative purpose is intended.  See Southern California Gas Company v. CPUC, 24 Cal.3d 653.659 (1979); Pacific Telephone & Telegraph v. CPUC, 62 Cal.2d 634, 653 (1965).


�	16 U.S.C. §801 (1997).


�	Utility operations using facilities not dedicated to public use may not be regulated by the CPUC.  Richfield Oil Corporation v. PUC, 54 Cal.2d 419, 436 (1960); Del Mar Water Company v. Eshleman, 167 Cal. 666, 681 (1914).


�	Decision 95�12�063, pages 96-97.


�	California Motor Transport Company v. PUC, 59 Cal.2d 270 (1963)(CPUC must separately state findings and conclusions upon all material issues of fact and law).


�	Cal. Pub. Util. §1701.1(a) (1996).


�	Cal. Pub. Util. Code §377 requires the Commission to hold a hearing before making a determination that non�nuclear generation should be held by a business other than the existing distribution utility.  See also, discussion of Sections 1705 and 1708 above.


�	Identification of specific businesses and inflicting punishment on that group without the benefit of judicial process can amount to a “bill of attainder” prohibited by the U.S. Constitution.  See SBC Communications v. FCC, 981 F. Supp. 996 (N.D.Tex.1997) (striking down Telecommunications Act of 1996).
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