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Gas Industry Regulatory Structure





Responses of SoCalGas and SDG&E (“the Companies”) to

26 Questions Posed in Order Instituting Rulemaking







General questions:



Q.1.	What reforms to California’s regulatory policies governing its natural gas marketplace are necessary?  What are the industry’s and other stakeholders’ priorities for natural gas reform in California?



A.1.	The reforms the Companies believe are appropriate are detailed in our comments.  The most important include: eliminating the existing limitations on the core aggregation program; unbundling of SoCalGas’ interstate pipeline capacity from core service and rates; further unbundling of storage at shareholder risk; and unbundling gas revenue cycle services.



	It should be recalled that in some aspects gas restructuring is still well ahead of electric restructuring.  For instance, there are well-developed gas commodity markets, and two-thirds of gas throughput on SoCalGas’ system is already “direct access”.



	We are interested in other stakeholders’ views and intend to take those views into account and to weigh them carefully as the rulemaking process unfolds.





Q.2.	Are the reform categories (i.e., consumer protection, unbundling and other reforms, regulatory streamlining, market structure reform) upon which the report is based the appropriate areas for the Commission’s attention?   Are there others?



A.2.	In general, the reform categories that are discussed in the Green Book are appropriate focal points of attention and consideration for regulatory change.  Gas service raises some safety issues that were not present in electric restructuring that require special attention by the Commission.





Q.3.	The report discusses the synergy between the gas and electric industries, and the resulting need to establish largely parallel reforms and structures between them in order to maximize the benefits of competition.   Are there differences between the gas and electric industries that make it unnecessary to establish parallel reforms:



in promoting customer choice for residential and small commercial consumers?



in consumer protections and public purpose programs?



in services to be unbundled, such as revenue cycle services like real-time and time-of-use metering, and in the safety issues related to providing competitive metering and after meter services?



in market power or anti-competitive behavior concerns?



A.3.	In general, parallel reforms are appropriate, except where there are real differences between gas and electric service that make it necessary or desirable to have differences in regulation.  As is explained in detail in our comments, there are significant safety issues unique to gas service which must be considered in deciding the extent to which parallel reforms are appropriate.  The main safety-related differences involve after meter services that are part of gas service but are largely nonexistent for electric service.



	Consumer protection and the administration of public purpose programs are areas where parallel reforms are generally appropriate.



	The economic drivers for time-of-use and real time metering on the electric side, which relate to the variations in the price of electricity between peak and off-peak periods on a daily basis, are not present in the gas industry to anywhere near the same extent.   These variations largely result from the fact that, in contrast to natural gas, it is not easy to physically store electricity.  On the electric side, the commodity costs savings that can be achieved by shifting load to off-peak periods more than compensates for the added expense of the more sophisticated metering technology.   This is not the case on the gas side.



	We believe that the market power and industry structure concerns that are discussed in the Green Book are greatly exaggerated and unsubstantiated.  The Commission’s affiliate transaction rules and the PE/Enova merger mitigation conditions will resolve any anti-competitive concerns.





Q.4.	Is the converging marketplace described in the report a fair assessment of utility industry trends?



A.4.	In general, yes.  Over the longer term, this process of convergence may even extend beyond traditional energy utility markets (i.e., gas and electricity) to include telecommunications and other service industries as well.  The extent to which this convergence actually occurs, and the pace at which it proceeds, should be determined by the interplay of customer choice and market forces, not predetermined by regulation.





Q.5.	How should the Commission proceed in implementing the report’s recommended strategies?  What kinds of processes would be necessary and/or useful in considering the issues and recommendations raised in the report?   Discuss a timeframe in which the recommended strategies should be implemented.



A.5.	It should be possible to implement some Gas Strategy-related initiatives, for example, SoCalGas’ core interstate pipeline capacity unbundling, as soon as year-end 1998, if the Commission issues a timely decision.   Other changes, for example, revenue cycle unbundling, cannot be implemented until somewhat later, and not until resolution of safety and operational concerns.  SoCalGas expects it will be able to implement revenue cycle unbundling by January 1, 2000, assuming a policy decision in this proceeding by year-end 1998, and that implementation details are resolved promptly in 1999.  SDG&E is more advanced in revenue cycle unbundling due to electric restructuring, and expects it could implement gas revenue cycle unbundling six months after the Commission has issued a reasonably detailed decision.  However, the implementation timing for each company may depend on the exact terms of unbundling that are adopted by the Commission.





Questions on Competitive Issues:



Q.6.	Does the set of recommended strategies for regulatory reform (Chapter VIII) create an appropriate market and regulatory framework for California’s natural gas industry?  Does that structure enhance the benefits of competition for customers?



A.6.	The Companies support many of the recommendations in Chapter VIII.  However, they do not support the market structure recommendation to force all gas consumers to choose a retail commodity supplier and deprive them of the availability of utility default procurement service.  This recommendation creates a substantial risk that smaller-volume gas consumers would pay more, not less, for gas supplies. 





Q.7.	Would separating the electric and gas distribution functions for combined utilities enhance competition between electricity and gas?  Would this require divestiture to be effective?



A.7.	No.  There has been no showing of any benefits from such actions, especially divestiture.  Furthermore, there are less drastic means than divestiture of addressing any vertical market power concerns presented by a combination utility.  The loss of synergies from separating electric and gas distribution functions would far outweigh any possible, although unproven, benefits that result.  The issue is similar to the issue in the Pacific Enterprises - Enova Corporation merger.  In that case, the merger savings that would be foregone by applying the affiliate transaction rules to SoCalGas-SDG&E transactions and relationships far outweigh any reason to impose those restrictions, except for the specific mitigation measures proposed by Applicants that were tailored to resolve any vertical market power concerns.





Q.8.	Are there ways to enhance competition, particularly for the small commercial and residential market, beyond those discussed in the staff paper?  Discuss in detail.



A.8.	The Commission can encourage information technologies, such as the SoCalGas-developed “Energy Marketplace” website software to decrease transactions costs, especially for smaller core aggregators, which creates a more level playing field between the smaller and the larger players.  The Companies are interested in supporting additional steps to facilitate market access by CAT marketers, but if significant costs are to be incurred by them in doing so, recovery in rates must be provided.



	In addition, one of the most important things the Commission can do to enhance competition is to remove cross-subsidies from existing rates.  For example, as discussed elsewhere, inappropriate residential rate design hinders competition.  Similarly, the existing “core averaging subsidy” which keeps small business rates artificially high also inhibits competition.





Q.9.	Does the report’s recommended strategy for California’s natural gas industry position California’s natural gas utilities and other energy retail service providers at a disadvantage compared to other, competing out-of-state companies?



A.9.	Yes, to some extent.  For example, if revenue cycle or after meter services unbundling is based on fully allocated costs including a share of common costs, there will be a transfer of wealth from California utilities to out-of-state competitors.�

Depriving consumers of the option to take service from unregulated affiliates of their local utility, which is discussed but not recommended in the Green Book, would clearly put California companies at a disadvantage compared to other, out-of-state companies in the California market.  The Companies believe that the Commission appropriately decided that issue only last December in the affiliate transactions rulemaking (D.97-12-088) and it should not reopen the issue now.��In general, the California utility holding companies are disadvantaged when there is a lack of reciprocity in unbundling and openness to competition in the states in which ESPs doing business in California have utility affiliates.





Question on Unbundling and Other Reforms:



Q.10.	Are the set of unbundling and other reform strategies in Chapter IV sufficient to promote the vibrant competition envisioned in this report?  What more must be done? 





A.10. The 11 actions discussed in Chapter IV of the Green Book constitute an ambitious program of restructuring.  While the Companies support many of these actions, not all of them are necessary or high priorities, and some may not be beneficial at all.

At this time, the Companies do not have specific initiatives to add to the roster of actions raised in the Green Book.  The Companies have made detailed suggestions in the text of these comments for implementing many of these actions, and look forward to making further contributions to implementing them in a manner that will maximize competition and benefits for customers.



Q.11.	What role, if any, should the Commission play in defining and/or enforcing reliability standards, especially with regard to serving residential and small (commercial) customers, in a more competitive gas supply market?



A.11.	The Companies believe that larger core commercial/industrial customers and noncore customers should have the option of selecting the reliability standard that best meets their needs. 

For smaller core customers, the Companies support the retention for now of the current gas transmission reliability standard for core customers; i.e., a 1-in-35 year “cold day” standard.

Providing more reliability options to all customers is theoretically desirable, but may not be practical or provide benefits worth the costs involved.

If smaller core customers are given choices with respect to transmission reliability, there must be means in place to monitor the level of service that individual customers are taking and to enforce that they do not take a level of service superior to what they have chosen and paid for.  Standards for utility investment in system reliability must be developed to reflect such choices.  Also, it must be possible to operate the gas transmission system so that the reliability decision of one customer does not affect the reliability of service to other neighboring customers.  The feasibility of these measures and whether the benefits could outweigh the costs have yet to be determined.

If customers choose less reliable service, and then subsequently opt to return to more reliable service, such customers must be responsible for any incremental costs incurred by the utility.

If smaller core customers are given reliability choices, the Commission should set standards to ensure the adequacy of information regarding costs, benefits, and risks they should be given before making such choices.



Questions on Regulatory Streamlining:

Q.12.	Which of the regulatory reform strategies discussed in Chapter V are most appropriate for the emerging natural gas industry?  Are there other options that the Commission should explore? 

A.12.	The Companies support rate cap regulation, with appropriate features.

For SDG&E, this strategy can be implemented in 1999 through its pending application (A.98-01-014) for revision of its original base margin PBR.

For SoCalGas, its “margin-per-customer” base margin PBR just went into effect on January 1 of 1998, after more than two years of litigation.  It should be allowed to run its scheduled course (the end of 2002); the regulatory effort to revise it again so quickly is not justified considering other regulatory priorities.

The text of the Companies’ comments discuss in detail the features that are necessary to make rate cap PBRs operate properly and reasonably in the specific circumstances of each of the two companies.



The Companies support the lengthening of the cost allocation period beyond two years after the joint SoCalGas/SDG&E cost allocation application scheduled to be filed in the fall of 1998 for effectiveness on August 1, 1999.





Q.13.	How can the Commission’s ratemaking reform efforts more effectively address the issues inherent in a competitive environment?



A.13.	The Commission should limit social ratemaking practices to programs that are covered under the so-called “non-bypassable” public purpose surcharge, and remove other social ratemaking elements from existing rates.  This requires elimination of inverted rates in the residential market and elimination of the “core-averaging” subsidy in rates charged to small business customers. 





Q.14.	Do the benefits of ratemaking reform discussed in Chapter V exceed the costs of the effort required to make such changes? 



A.14.	For the most part, rate design and cost allocation proposals made herein can be implemented in the joint SoCalGas/SDG&E 1998 BCAP proceeding without so much additional regulatory effort that it would outweigh the benefits. 



	For SoCalGas, implementation of price-cap regulation at this time would require major changes to SoCalGas’ existing PBR, well before its currently-scheduled date for revision.  Having to litigate a new SoCalGas PBR before schedule would seriously limit resources needed to implement the Commission’s unbundling program.



SDG&E was already scheduled to update its original base margin PBR for implementation in 1999, and that process is well underway already in A.98-01-014.  Thus, it should not take more regulatory effort than already planned to implement a rate cap PBR for SDG&E in the near future. 





Q.15.	Do you agree with the report’s conclusion that, in the context of examining ratemaking regulation, the re-examination of the Commission’s Long Run Marginal Cost policy and methodology may be necessary, as well as reconsideration of the “core/noncore distinction”? 



A.15. The report provides no reason why it is necessary to re-examine LRMC methodology.  The Companies see no link between that issue and any of the other strategies regarding unbundling and regulatory streamlining.  The Companies believe that a repeat LRMC proceeding will require so many resources that it will get in the way of the Commission’s regulatory agenda.  If the Commission does decide that a review of the LRMC methodology is appropriate, the Companies believe that this should be done in a statewide gas proceeding.



	The core/noncore distinction should be eliminated as much as possible.  It should be noted that LRMC cost allocation does not have different rules for core and noncore.  The distinction does have a number of dimensions, however.



	First, there is the difference in balancing account treatment for gas revenues between core and noncore.  Core gas revenues are currently subject to balancing account treatment; for SoCalGas noncore revenues are not, and for SDG&E there is 25% shareholder risk.  As discussed in the Companies’ comments, this distinction in the balancing account treatment is a concomitant of the distinction in rate design, with the residential market having an inverted block rate design, while the noncore market does not.  Particularly in the case of SoCalGas where even 1-in-5 year weather variability could have major effects on its total earnings (either positive or negative) in a given year, the elimination of the core/noncore distinction and the core balancing account should depend on residential rate design reform.



	Second, there is still a distinction between access to unbundled service in the sense that there is still a restriction on the amount of core customer load that is eligible for transportation-only service.  The Companies propose to eliminate the ceiling on the size of the core aggregation program (as well as the minimum size of an individual aggregator’s load) which eliminates this particular distinction between core and noncore.



	Third, there is a distinction in service reliability between core and noncore.  Core service is planned to be firm under peak day conditions, whereas noncore service is not.  The Companies believe that this reliability distinction should be retained, at least until systems for measuring and enforcing reliability choices for core customers are found to be feasible and affordable.  Therefore, as discussed in the text of these comments, the Companies propose to continue to bundle a portion of storage capacity in core transportation rates to provide core service reliability, while proposing the unbundling of “seasonal” storage from core rates and transportation service.

	

	Fourth, there is a distinction between core and noncore in the allocation of interstate pipeline demand charges.  The Companies believe that the core market should retain responsibility for the cost of the El Paso and Transwestern capacity that was originally reserved for the core market by the Commission in the capacity brokering decision for the duration of the    El Paso and Transwestern service agreement.  After that time, this distinction can be eliminated.





Questions on Market Structure:



Q.16.	The report identifies a number of potential manifestations of anti-competitive behavior that could result from current utility vertical integration.  Are these potential outcomes likely?  The Commission is particularly interested in comments on this issue from industry participants with day-to-day gas industry experience on  this issue. 



A.16.	The “potential manifestations” mentioned in the Green Book have to do predominately with manipulating prices for gas delivered to electric power generators who may compete with utility-affiliated power generators.  At issue is whether gas industry restructuring should include steps that remove alleged opportunities and incentives for manipulating prices. 



	Here it is particularly important to clarify allegations and facts, speculation and evidence.  The Green Book does not offer any specific instances of anti-competitive behavior, nor data showing any improper action.  The companies submit this is because there were no instances or data showing any significant anti-competitive impacts. 



	With respect to SoCalGas and SDG&E, each and every “potential” problem cited in the Green Book has been addressed at length in the mitigation conditions proposed in the PE-Enova merger proceeding, to the extent they were not already addressed in other regulations.  The Proposed Decision of ALJ Barnett correctly finds little merit to arguments asserting anti-competitive danger from the merged companies. 



	The Market Power Section of the main text of these comments addresses the issue in more detail. 





Q.17.	Are the options for mitigating potential anti-competitive behavior the appropriate options the Commission should consider?  Are there others? What are the legal implications and/or impediments to the options? 



A.17.	In Section IV, the Report offers four options that address market structure: 



Open Access-Only (Allows the utility and its affiliates to compete in retail markets and relies on rules and procedures to prevent abuse.) 

Independent System Operator (Intrastate gas transportation and storage functions are relocated to an “independent” operator)

Divestiture of retail energy commodity (Gas utility exits gas procurement market and becomes a common carrier gas transporter)

Affiliate Prohibitions (Gas utility exits gas merchant role, and affiliates are also prohibited from selling gas or electric “commodities” in California)

	For the reasons explained at length in the Market Structure Options section of the SoCalGas testimony, Option 1 (Open Access) is the option that will best serve the public interest.  The other options entail major changes without even minimal evidence (1) that existing structure, antitrust rules and regulatory constraints are inadequate to induce competitive behavior and (2) that the proposed new structures would not open up new avenues of potential anti-competitive behavior (for example, by fostering concentrated gas procurement markets shielded from competition from utility affiliates or from a market-based utility default procurement option.). 



	There are also legal impediments to the creation of a gas ISO and to forced divestiture of utility plant.  In the case of gas, there is no statutory authority for the Commission, unlike the situation for electricity under AB 1890.  Furthermore, any action that would take utility property without just compensation would be unlawful.  AB 1890 resolved the “taking” issue on the electric side by providing for recovery of utility stranded utility investment and financial obligations.



Q.18.	Does the gas utility’s access to, and use of, financial market tools (such as derivatives, hedging, etc.) raise anti-competitive issues?  If so, how?  And, how should these concerns be resolved? 



A.18.	The use of financial market tools is an important element in managing risk and reducing the cost of gas for any entity that wants to offer competitive, market-based procurement service.  Every market participant, including marketers, brokers and ESP’s already use, or will soon learn the necessity of and advantage of, utilizing these financial market instruments.  It is an essential part of the utilities’ ability to operate procurement services subject to mechanisms like SDG&E’s gas procurement PBR or SoCalGas’ GCIM.  So long as the gas utilities retain a default procurement service that involves them actively managing the portfolio, the utilities will require this flexibility to offer default gas supply service to customers at a true market price.



	The Companies do not believe that the mere use of financial market instruments by gas utilities raises any anti-competitive issues or concerns.  It is the sharing of information about the status financial positions in the futures market between a gas utility and any of its energy-related affiliates that is a reasonable concern.  However, this concern has already been fully resolved for the Companies by the affiliate transaction rules adopted in D.97-12-048 and by the PE/ENOVA merger mitigation measures, especially Condition 15.





Q.19.	Respond to the report’s discussion on the implications of eliminating the utility procurement function.  Are there other implications not raised in the report? 



A.19.	The principal implication of eliminating the utility, procurement function, as discussed in the report is the elimination of any assurance that smaller core gas customers will benefit – rather than be harmed - from regulatory change.��The operation of SoCalGas’ and SDG&E’s core procurement functions for the past several years under the gas procurement PBR/GCIM mechanisms has provided all core customers with access to gas at or below market prices.��It is very uncertain whether, if there is no market-based default supply option available, competition by gas marketers will provide smaller consumers with gas prices as low as they have received from the Companies in the past four or five years.



	The Companies are considering whether there are other approaches to utility default procurement service that might be preferable to the current utility core procurement service.  However, the Companies believe that transfer of such a function to a governmental or non-profit entity (such as an Independent Procurement Agent or “IPA”)is not desirable because it may cost consumers too much and puts costs and incentives outside market discipline.



	 



Q.20.	Respond to the criteria and other transitional measures presented in the report for eliminating the utility procurement function.  What are specific criteria that should be used?  Are the transitional mechanisms discussed in the report appropriate or adequate? 



A.20.	The Commission should assure that adequate interest is demonstrated by marketers to serve small commercial, residential and especially low-income customers before denying customers a utility default gas procurement service.  A logical progression would be to have utilities exit the default gas procurement function in a specific market segment once marketers’ market share reaches a threshold level with a sufficient number of competitors participating. 



	Another transitional issue would arise if regulation changed such that the utilities ended up serving a much smaller pool of core customers with characteristics (load profile, seasonality, creditworthiness) that made them cost more than average to serve.  In this case, changes to the core procurement PBR/GCIM market price benchmark (or related deadbands) would have to be made to reflect the customer mix being served. 





Q.21.	What should be the utility’s role in the emerging energy marketplace with respect to the provider-of-last-resort and backstop provider? 



A.21.	The Companies propose that they should have a role as a default gas provider until it is demonstrated that the marketplace will provide equal access to benefits to all gas consumers.��On the topic of backstop provider, the Companies propose that appropriate daily and monthly balancing rules be established, with necessary incentives in place to insure compliance.  The incentives should not just be set so that the utility is somehow made whole, or to approximate the actual cost of provider backstop and stand-by service, but rather should be sufficient to induce compliance.  The Companies are not suggesting or proposing that the utilities profit from revenues from any such charges that are incurred by customers. 





Q.22.	Is a default provider necessary?  What are the relative merits of the default provider alternatives described for Option 3 in Chapter VI? 



A.22.	A default procurement service is necessary and appropriate at this time and until it is demonstrated that the market will provide competitive procurement service to core customers.  The gas utilities are best placed to offer that default service to customers at the lowest cost.  SoCalGas and SDG&E are considering whether there are any changes that should be made in how they provide this default procurement service.





Questions on Consumer Protection and Public Purpose Programs:



Q.23.	In Chapter VII, the report emphasizes the need to have consumer protections which are similar to those of the electric industry.  Is this necessary?   Why or why not? Are there other protections that should be considered? 



A.23.	Generally, consumer protections on the gas side should be similar to those on the electric side.  The Companies propose three enhancements over what has been adopted to date on the electric side:  a pre-registration background check by the Commission; posting of a bond by gas marketers; and a registration fee adequate to cover all related administrative costs.  The Companies believe much less money should be spent on consumer education on the gas side than on the electric side.





Q.24.	Are there other state agencies or other entities better positioned to ensure consumer protection and monitor for customer fraud and other marketing abuses? 



A.24.	The PUC is best positioned to administer consumer protection measures for both gas and electricity.





Q.25.	The report emphasizes the need to treat the administration and funding of gas public purpose programs similar to electric public purpose programs.  Is this necessary?  Why, or why not? 



A.25.	Administration of these programs should be similar.  Unlike electricity funding levels for many public purpose programs , gas funding levels are not required by statute to be at least 1996 levels.  Where the Commission has already set a different gas funding level since 1996, this level should be taken into consideration.  A non-bypassable gas surcharge, similar to that in electric restructuring, for public purpose programs is appropriate and necessary.  To prevent unfair competitive advantage over the gas utilities and their customers, the nonbypassable gas surcharge should not be bypassable by customers taking service from municipal utilities, interstate pipelines or alternate fuels.





Q.26.	What public purpose programs should be included in a nonbypassable natural gas surcharge? 



A.26.	SoCalGas believes the nonbypassable natural gas surcharge should fund the same type of gas programs as the surcharge for electric programs.  These programs include, but are not necessarily limited to, CARE, DAP, DSM, and public goods RD&D, emerging renewable technologies, and other projects that improve the environment.  Current treatment of NGV programs outside a surcharge should be continued until their conclusion.
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