Executive Summary



Why A Long-Term Strategy For California’s Natural Gas Industry

This report is based on the anticipated evolution of energy markets.  The genesis of this strategy is the emerging synergy between the natural gas and electric industries and competitive markets which will spawn innovative products and services at potentially lower prices for all Californians.  



Notwithstanding the significant benefits brought by past reforms in natural gas, all customers do not have adequate choices.  With opportunities for customer choice greatly enhanced by California’s electric reforms, the Commission should now eliminate regulatory policies which artificially segregate and constrain customer choices in the natural gas industry.  Policies should be sufficiently flexible to accommodate nascent competition in combined electric and gas products and services and allow for the possible further convergence of competitive retail utility markets and other markets. 



Understanding the need to revisit current natural gas policies and analyze their appropriateness in a continuously changing market, the Commission stated its intent to develop a Natural Gas Strategy in its 1997 Business Plan.  The Commission directed the Division of Strategic Planning “to provide an analysis of the long-term regulatory outlook for the natural gas industry and how regulation can be redesigned to respond to that outlook.”�  To comply with the Commission’s mandate, the Division has reviewed the history, evaluated the current status, and considered future industry trends.  In addition to discussions with Commissioners and staff, we also have drawn upon the input and expertise of numerous industry stakeholders, including utilities, gas marketers, brokers, aggregators, and representatives of small and large gas consumers in identifying trends and problem areas.� 



Guiding Principles 

We recognized that caution must be exercised with any attempt to prescribe regulatory policies in anticipation of how future markets will develop.  Thus, we have developed principles to guide us in formulating strategies to address current and foreseeable challenges.  The following principles, similar to the Commission’s past reform strategies in the telecommunications and electric industries, are intended to provide such guidance: 

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.

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

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

Maintain supply reliability and ensure the safety of consumers’ natural gas services.  



Each principle has an attendant set of objectives which serves as the criteria upon which the Division evaluates options for the Natural Gas Strategy.  



To achieve these principles, the Division presents a four-prong strategy broadly defined as:  

Unbundling competitive and noncompetitive services 

Streamlining regulation for noncompetitive services

Mitigating the potential for anti-competitive behavior

Establishing appropriate consumer protections 



Overview of Options 

Unbundle Competitive and Noncompetitive Services

Chapter IV discusses unbundling and other reform actions to establish competitive gas retail markets.  We identify competitive and potentially competitive services that should be unbundled from the incumbent utility in order to provide opportunities for new entrants to compete to provide natural gas services so that customers may benefit from potentially lower prices resulting from that competition.  This separation is also a necessary precursor to the competitive re-bundling of individual electric and gas products and services to allow all consumers to re-bundle individual electric and gas service to create their own combined portfolios of energy services.  Other actions to address reform of utility transportation service also are offered. 



The Division discusses unbundling the following services from utility intrastate transportation rates:

Revenue cycle services, i.e., metering, after-meter services, billing collections;

Costs associated with gas procurement; 

Interstate pipeline demand charges from core rates;

Storage rates from core rates; and

Public purpose programs.



The Division also raises other actions for transportation reform:

Place the gas utilities at risk for the unbundled revenue cycle, storage, and gas transportation services.    

Provide for a secondary transportation market.

Tighten tolerances for balancing services.

Remove limits imposed by the Core Aggregation Transportation program.

Re-evaluate the gas transportation rate parity between utility electric generation customers (UEG) and cogeneration customers and 

Establish consistent rate design structures for electric generation customers.



Streamlining the Regulatory Framework

In Chapter V, we consider the need for reform of the Commission’s current ratemaking  processes and discuss alternative mechanisms.  This evaluation, in part, is based on the desire of the industry and the Commission to consider modifications to cost allocation methodologies and processes.  It also considers what is needed to streamline a burdensome regulatory process.  We address cost allocation issues in the context of the  ratesetting process.



The alternative regulatory models are:

Quadrennial Cost Allocation Model.  In this alternative, the Commission would conduct a cost allocation proceeding every four years for all gas utilities instead of every two years.  This would reduce the Commission’s and stakeholders’ workload.  Revenues would continue to be set using performance-based ratemaking methodologies or general rate case proceedings.



Simplified General Rate Case Model.  This proceeding would combine the revenue requirement and cost allocation proceedings into a single general rate case to be completed within one year.  Utilities would file a general rate case application every three to four years.  The utilities would continue to recover costs plus a rate of return.



Price-Cap Model.  This model, which is a form of incentive ratemaking, would require that utility rates be set annually and based on the prior year’s rates adjusted for such factors as inflation and utility productivity.  Cost allocation factors and rate design are established only once.  Rates would not be adjusted unless the utility’s rate of return fell below a predetermined floor.



Address the Potential To Exercise Anti-Competitive Behavior  

In Chapter VI, the Division explores changes to California’s natural gas market structure which would address the utility’s incentives and ability to engage in anti-competitive behavior.   



The market structure options we discuss are:

Option 1 - Open Access-Only.  In this option, the gas utility would continue to provide both gas procurement and transportation services. The Commission would establish and enforce policies and rules for gas transportation open access, information sharing, and affiliate transactions in order to prevent anti-competitive activities. San Diego Gas & Electric Company’s (SDG&E’s) retail and utility electric generation gas procurement functions would be separated to prevent unfair leveraging.�



Option 2 - Establishment of an Independent System Operator.  The gas utility would continue to provide gas procurement services.  An independent system operator would operate the utility-owned transmission system to ensure nondiscriminatory operation of the utility-owned transmission system.  Alternatively, the utility transmission system would be divested into a separate transmission company.  Prior to divestiture of generation assets, SDG&E’s retail gas procurement functions would be separated from its UEG activities.



Option 3 - Divestiture of Retail Energy Commodity.  This option retains the transportation reforms of open access, information sharing, and affiliate rules discussed in Option 1.  The utility’s procurement function would be eliminated when  the Commission determines that competition in gas procurement is sufficient to serve the core market.  A default provider should be established for a transition period to facilitate removal of the utility from the procurement function.  The gas utility would be required to divest all electric generation assets.   



Option 4 - Affiliate Prohibition in the Retail Energy Commodity.   This option includes all the points discussed in Option 3.  It also prohibits gas utility affiliates from owning electric generation or providing natural gas marketing services in California. This approach goes the farthest in eliminating incentives to engage in anti-competitive behavior.



Consumer Protection and Public Purpose Programs

Chapter VII discusses consumer protection and public purpose programs as two important elements of the restructured natural gas industry.  The establishment of similar consumer protection measures for natural gas and electric services will ensure that consumers  understand their rights, help to identify trends in consumer fraud, and promote effective and swift enforcement.  Also, we evaluate the utility’s role in administering and funding public purpose programs where markets are increasingly competitive. 



A Recommendation for California’s Natural Gas Strategy

In Chapter VIII, using the criteria established for each reform principle, we assess unbundling and other reforms, the alternative regulatory reform models, the market structure options and consumer protections.  Based on that assessment we provide a recommended strategy for California’s natural gas marketplace.  



The Division concludes that promoting competitive energy services markets requires the complete separation of competitive and partially-competitive services from noncompetitive utility services.  The Division recommends first unbundling competitive and partially-competitive services from noncompetitive services.  We believe that all the unbundling and reform actions presented in Chapter IV are foundational steps.  The Division also recommends that the Commission eliminate utility gas procurement services and require the complete divestiture of the gas utility’s electric generation facilities.  



The utility would continue to own and operate the transportation system to deliver natural gas to end-use customers.  All gas customers would purchase the gas commodity from the competitive market.  Storage, revenue cycle services, and interstate transportation would be provided by the utility in competition with other providers.  Competing retail service providers (RSPs) can re-bundle natural gas procurement, storage and revenue cycle services and even combine these services with electric services, which in turn, provides consumers with more meaningful choices and potentially lower prices.  Limiting the utility’s ownership and operational control to the transportation system, significantly reduces the utility’s incentive to engage in anti-competitive activity.  The Commission would monitor utility activities to assure against anti-competitive activity and enforce rules governing relationships with affiliates. 



Additionally, the Division proposes that rates for utility services should be set using a price-cap indexing mechanism which would improve and streamline the regulatory process.  Rates would be adjusted annually according to an index reflecting inflation and productivity factors.  This indexing mechanism is less susceptible to manipulation and uncertainty.     



We emphasize consumer education as a critical element for consumers to make informed decisions about their energy services.  Other consumer protection measures include registration of retail service providers and independent verification of a customer’s request to change service.  These consumer protection measures would be virtually the same as those established for the electricity market.  Finally, we recommend retaining essential public purpose programs but changing the administration and cost recovery for a majority of these programs to align them with the treatment of electric public purpose programs.

�Chapter I



A Vision for California’s Natural Gas Industry



The Commission oversees industries which are experiencing significant change.  The historic programs and regulatory tools created decades ago when monopolies were the sole providers of essential services are no longer always appropriate.  Increasingly, many firms compete to provide these services to California’s consumers.  That trend will continue and is likely to accelerate.� 



The Need For A Natural Gas Strategy

The Commission, in its 1997 Business Plan, recognized the need to articulate a long term vision for California’s natural gas industry as well as a strategy for achieving its vision.  The Commission directed the Division to:  

Gauge the effects of natural gas restructuring efforts to date,

Identify competitive issues at stake, and 

Clearly describe a plan and strategies for the future.  



In several Commission decisions since the 1997 Business Plan, the Commission has directed that the following issues also be addressed in the Natural Gas Strategy:  

In Decision (D.) 97-05-039, the Commission ordered electric utilities to unbundle revenue cycle services and noted that it is appropriate to consider unbundling of natural gas revenue cycle services.  

In D.97-06-108, the Commission directed the Natural Gas Strategy to examine the formula for allocating the costs of natural gas public purpose programs to customer groups.  



Further, in its decision on Southern California Gas’s Biennial Cost Allocation Proceeding (BCAP), D.97-04-082, the Commission directed staff to develop a procedural roadmap, following the release of the DSP report, that addresses specific issues.�  Appendix B contains all the BCAP issues to be addressed in the roadmap.  This report discusses the regulatory processes and the procedural context within which these issues can be addressed. 



As part of assessing the current conditions in the gas industry, the Division has reviewed the history, evaluated the current status, and considered future industry trends.  In identifying trends and problem areas, we have drawn upon the expertise of Commissioners, staff, numerous industry stakeholders, including utility, gas marketers, brokers, aggregators, and representatives of small and large gas consumers.�  Appendix A lists those who have contributed through discussion and other shared information to the development of the strategies presented in this report.



We note that the natural gas industry today is not characterized by the industry and regulatory conditions which motivated regulatory reform in other industries.  The early 1990’s brought dynamic growth in new advanced telecommunications technology.  In response, there was a clear need for regulatory policies which would support an advanced telecommunications infrastructure.�   For the electric industry, California’s electric rates had risen to approximately 50 percent above the national average.�  In contrast to the telecommunications and electric industries, high rates and technology are not driving the need for gas reform.  Rather, the impetus for natural gas reform is the need to bring all customers the price disciplines and innovations of competition, and to ensure that regulatory policies for the natural gas industry are best matched with the growth and development of a changing energy market.  We discuss this in more detail below.



Development of a Competitive Energy Market

For over a decade the Commission has been reforming natural gas regulation with an eye toward promoting consumer access to competitive natural gas commodity markets.  The introduction of competition in the gas industry has lowered prices, created new market niches and spawned dynamic growth in some segments of the natural gas industry.  Indeed, regulatory policies which rely on competition are becoming a nationwide trend.  According to the National Association of Regulatory Utility Commissioners, retail customer choice programs involving residential and small commercial customers are proposed or  implemented as pilot or state-wide programs in twenty states and the District of Columbia.�  All customer classes in California, including residential and small commercial customers, have had this opportunity since 1990.�  The Commission should take the next steps toward promoting meaningful choices for all consumers, particularly residential and small commercial customers.



With the momentous changes in California’s electric industry commencing in early 1998, the gas and electric industries are becoming inextricably intertwined as these markets simultaneously compete and complement one another.� In this environment, we believe that regulatory boundaries which distinguish one type of utility energy service from another are no longer appropriate.  The Commission, therefore, must not only provide a coherent and cohesive regulatory policy for the gas industry, but also recognize the significant role it has in developing a successful energy market.

  

Prior to electric restructuring, opportunities for consumers to choose their energy providers were limited to large consumers of natural gas and select natural gas services for small consumers.  However, the reform strategies for California’s electric industry will allow all consumers to purchase electricity from non-utility providers in addition to the opportunities that large consumers and, to a much more limited extent, small consumers currently have to purchase natural gas.  



Increased opportunities to sell retail gas and electric services will encourage a synergy to develop between the retail gas and electric markets.  As a commissioner at the Federal Energy Regulatory Commission, Commissioner Donald F. Santa, Jr. noted, “Retail choice will open a huge market to competition.  It has been estimated that the combined retail electric and natural gas market in the United States is worth over $260 billion.  It dwarfs all other retail consumer markets.  The contest for this market is likely to be intense, and consumers will be the beneficiaries of the innovation spurred by competition.” �  



Consumers are the direct beneficiaries of this synergy between gas and electricity in competitive markets.  By promoting a level playing field between gas and electric providers in the energy market, customers who fuel switch will benefit from gas and electric competition.  Furthermore, residential and small commercial customers, who initially may not discern a distinct difference between electric and gas services or value any identifiable difference, may appreciate more opportunities to choose electric and gas services with greater convenience as well as increased savings. 



The Possibility of Convergence 

Beyond this emerging competitive retail energy market, now is also the time to recognize  industry trends and how retail markets may develop over the long-term.  The synergy between gas and electric services and products may be a prelude to the convergence of retail energy markets with other retail markets.  



The impending obliteration of the business  boundaries between gas, electric and other energy industries will launch a series of convergent waves of change.  Executives, regulators, legislators, investors and, naturally, consumers must ride this wave over the next 10 to 15 years.  Even as the gas-electric wave turns from a freshet to an Amazon, the next convergence is beginning.  This next convergence will fuse energy, telecommunications and the internal, largely retail infrastructure of consumers.  However, before companies can make money by playing convergence they must master the transforming forces, anticipate the emerging value chain and position themselves to market to the convergent consumer.�



We see the convergence of retail energy markets with other markets occurring in the long-term.  It may occur in the offering of  numerous discretionary and necessary retail products and services such as telecommunications, energy, security, home entertainment, and Internet access.  In any case, convergence will occur only if consumers demand it and if regulatory policies allow sufficient flexibility for competitive markets to respond to this demand.  



The Report

This report is organized as follows.  Chapter II presents a short synopsis of regulatory reform to date and discusses current impediments and future challenges confronting the establishment of robust competitive markets.  Chapter III presents the principles and objectives governing the development and evaluation of the Division’s reform proposals.  Chapters IV, V, and VI discuss specific actions and options to achieve the objectives.  Chapter VII discusses the necessary safeguards to protect consumers from potential abuses that may arise and the treatment of public purpose programs.  And, Chapter VIII recommends a preferred strategy based on a comprehensive evaluation of the options.  �Chapter II



Present and Future Challenges



For over a  decade, the Commission has made important strides toward competitive gas markets.  However, there remain significant obstacles to achieving this goal for certain sectors.  These obstacles must be overcome in order to develop not only competitive gas but also emerging energy markets.  The major impediments are lack of meaningful customer choice for all customers, complex regulatory processes, potential anti-competitive behavior, and unbalanced incentives.



This chapter provides a brief review of the California natural gas market and the Commission’s industry reform efforts over the last decade, and presents the Division’s findings on several challenges now confronting the Commission.



The California Natural Gas Industry and Commission Gas Reform, 1985-1997

California’s current natural gas marketplace reflects many years of restructuring efforts at both the federal and state level.�  Deregulation efforts over the past thirteen years have resulted in a mixture of competitive and monopoly service options.  A highly competitive spot market has evolved for the gas commodity within the production basins that serve California, and at the California border.  We now have competition among interstate pipelines serving the California market, and alternatives for managing and hedging gas supply options, such as storage and “Hub” services.�



The fundamentals of existing competition in the California gas marketplace are unique.  On the gas commodity side, for example, the prices of gas from the various producing basins serving California are very different.  Natural gas from less-developed Canadian gas fields has emerged as an attractive alternative to Southwest basin gas which has long been the staple of California supplies.  The abundance of untapped supplies, in addition to capacity limits out of Canada, contribute to relatively low Canadian supply prices for many months of the year as those producers vigorously compete to move their individual supplies.  These conditions often result in large differentials between the Canadian price and the Southwest basin price offered to California.  Further, Canadian supplies serve mostly Northern California customers of Pacific Gas and Electric Company (PG&E) through its interstate transportation affiliate Pacific Gas Transmission Company (PGT); Southern California is largely limited to southwest production basin supplies transported by the El Paso and Transwestern pipeline systems, although it does receive some Canadian gas through PITCO and PG&E’s Line 401.



The competitive framework for gas transportation is also unusual.  The Commission’s policies over the last few years have reflected an increasing reliance on market forces to send accurate price signals to transporters and consumers, and to ensure that customers pay only for the services they use.  Certification of new or expansion interstate and intrastate capacity, for example, is now governed by market-driven policies at both the federal and state levels, which, in contrast with traditional regulatory policies, require no regulatory finding of need.  The Commission’s policy is that new facilities are priced incrementally from existing facilities; there is no guarantee for the owners of the new facilities that they will recover their construction and operating costs.  This market-oriented policy is intended to create a framework in which the new and expansion pipelines compete on the basis of their costs, and eliminate cross-subsidization of new pipelines by existing customers.�



At the same time, a “secondary”� market for interstate capacity provides shippers with multiple supply options, and provides the market as a whole with accurate price signals about the value of specific capacity paths.  The mix of market-oriented strategies and monopoly utility services present us today with surplus capacity and associated stranded cost issues.  Currently, for example, the total available interstate capacity to California exceeds average California gas demand by nearly two billion cubic feet per day.�



Present and Future Challenges

After a lengthy review of past and current industry concerns, the Division concludes that while there has been some progress in the past decade, the goal of providing all customers access to competitive gas markets remains elusive.  To achieve its  vision for the natural gas industry, the Division believes the following concerns must be resolved:



Lack of meaningful customer choice for all customers:  lack of comprehensive unbundling and artificial thresholds that unnecessarily prevent some customers from exercising choice;



Complicated regulatory process:  complex regulatory constructs result in a drain on industry resources and potentially improper allocation of costs;



Anti-competitive behavior:  market power can result in anti-competitive behavior; and



Unbalanced incentives.



These concerns, if not addressed, will impede progress toward an increasingly competitive market -- not only for gas but for the overall energy market - and all the benefits that competition can provide.  In order to foster competitive markets, the Commission needs to address regulatory obstacles to functioning markets, barriers to market entry, and the ability of utilities to exploit their market power to exclude competitors and to cross-subsidize competitive services with revenues from monopoly services.  These challenges facing the gas industry are broadly described below.



1)	Lack Of Meaningful Customer Choice For All Customers  

In terms of customer choice, a two-tiered system exists in today’s gas industry.  Unlike the restructuring of the electric industry, where all customers, independent of size, will be able to exercise competitive options at the same time, the gas industry’s restructuring efforts to date have focused mainly on noncore customers.



Noncore customers have choice because competitive or partially-competitive services are unbundled from the rates that the noncore pays for intrastate transportation services.  They may choose to directly purchase the individual components of gas service including the commodity, interstate transportation and storage, or alternatively choose to buy these services, as a bundled package, from marketers or utilities.  Charts II-1 to II-6 show that except for noncore customers in San Diego Gas and Electric Company’s (SDG&E’s) service area, the majority of noncore customers and over 95% of noncore volumes are supplied by non-utility service providers.  Noncore customers, however, do not have choice in all aspects of gas services.  For example, the market is still effectively precluded from offering choice in revenue-cycle type services such as billing, metering, and after-meter services.
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Choice for core customers is limited to selecting an alternative gas commodity supplier through the Core Aggregation Transportation program.  Core customers also lack choice with respect to revenue cycle services.  Unlike their noncore counterparts, core customers have limited or no choice in other components of gas services such as storage and interstate transportation, as these services are not unbundled from core rates.  They also can not choose the level of service reliability that they desire.  



In D.91-02-040, the Commission adopted rules for a Core Aggregation Transportation (CAT) program which allow core customers to participate in the competitive gas supply markets.  Under the program, core customers are permitted to consolidate their loads and purchase gas from a non-utility supplier of their choice.  However, rules limit customer participation including, (1)  constraining the program to 10% of the total retail core demand and, (2)  requiring a minimum aggregated volume of 250,000 therms per year and a one year commitment.�

 

Since 1991, the core aggregation transportation program has never reached the maximum limit of 10% of core demand.  Not only has participation in the CAT program failed to reach its limit, but it has declined, in some instances, in the six years since its inception. (See Chart II-7)  In 1996, in terms of volume, the core aggregation transportation program represents between three and six percent of total core load.
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		*By Volume

Aggregators have attributed the lack of CAT program success to low profit margins, high transaction costs, and a failure to unbundle competitive services.  Selling only one component, the gas commodity, provides limited profit margins.  If aggregators were able to provide other services in addition to just the gas commodity (e.g., interstate transportation services), greater profit opportunities would attract competing providers and enhance choices available to even small consumers.  High transaction costs are partly due to the extensive need for marketing.  Since customers are not typically aware of the availability of alternative procurement options, in order to attract customers, aggregators must make significant marketing efforts.  In sum, the low volumes used by core customers combined with the low profit margins do not justify the necessary marketing expenditures.  Customer reluctance is also high:  customers face significant transaction costs in terms of the time invested to compare alternatives to the utility gas supply.  If they perceive at the outset that there are insufficient potential savings from changing suppliers, customers may be unwilling to undertake such an analysis.



Another impediment to a successful CAT program is the lack of utility cooperation in operational and logistic issues, which can have significant anti-competitive ramifications. Major obstacles to a successful program include delayed utility responses to customer inquiries, slow access to customer information, and lagged utility billing information.



The lackluster results of the CAT program, especially in comparison with the choice enjoyed by noncore customers, suggest that the lack of comprehensive unbundling is an obstacle to enhancing customer choice for core customers.   It hinders meaningful customer choice in two ways.  First, without unbundling, core customers and competing service providers cannot directly access various gas services such as interstate transmission or storage.  Second, lack of unbundled services creates a barrier to entry for new firms who can provide substantive choice by marketing new and innovative bundled services for customers who do not wish to choose a provider for each gas service component.  Barriers to entry serve to entrench the incumbent utility’s market domination and potential horizontal market power.�  By unbundling competitive services from monopoly services, new entrants have a realistic opportunity to compete in the market unencumbered by costs for services which they can provide more efficiently than the utility.  Alternatively, customers will also have the opportunity to purchase unbundled services directly from the competitive market.  Only when meaningful customer choice is exercised among viable competing providers will competitive markets develop and flourish.



2)	Complex and Contentious Regulatory Processes Are Costly and Inefficient 

Currently, identification of utility costs, balancing account treatment, and allocation of utility costs among customer classes are addressed in separate – and often contentious -- Commission proceedings.  The level of utility costs has traditionally been determined in a general rate case proceeding (GRC) but is now typically determined through the more streamlined performance-based ratemaking (PBR) proceeding�.  Those costs are then allocated to the different customer classes in biennial cost allocation proceedings (BCAPs), which have become increasingly complex.�  Some question the appropriateness of these recurring proceedings given the drain on industry and Commission staff resources, and desire the establishment of a more appropriate regulatory mechanism for the dynamic energy market.



In BCAPs, base costs are allocated to customer classes using a long run marginal cost (LRMC) methodology.� � Other costs are allocated by Commission-established allocators or policies.�  At present, core customers pay between 68 % and 84 % and  noncore customers pay between 16 % and 32 % of total transportation costs, 

espectively.�  These cost allocations translate to the average transportation rates shown on Chart II-8.  Considering that a reduction in one customer group’s cost responsibility will result in an increase for some other customer group, it is not surprising that these proceedings are often very contentious.  Moreover, the utility is not equally at risk for all classes.  The utilities are fully compensated for the costs of serving core customers and are at varying degrees of risk for noncore revenues.  The contentious nature of BCAPs and the associated resource drain are compounded when policies are not consistently applied across utilities and over time.�  
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The ramifications of cost allocation extend beyond the weighty issue of equity among customer classes.  Inconsistent application of cost allocation policies across utilities and over time may create distortions in the marketplace and thwart competition.  Moreover, the fair and equitable allocation of direct, common and transition costs is critical to the establishment of fully competitive markets.  With the emergence of utility participation in both competitive and monopoly markets, the concern over cost shifting between customer classes is increased.



Improper allocation of costs in a rate or price structure provides inaccurate price signals to providers and customers, skews supply and demand, and creates unfair competitive advantages.  It also provides an advantage to those bearing proportionally less of the cost burden, to the detriment of those bearing more than their share.  Furthermore, customer choice is distorted.  In terms of new providers, an artificially high price for competitive services provided by the utility encourages unwarranted entry.  Similarly, an artificially low price will deter entry.  For vibrant competitive energy markets to thrive, any cross-subsidization of utility services offered in competitive markets by revenues from captive customers must be eliminated.  Until the structural separation of competitive services from monopoly services is achieved or without other regulatory reform, the Commission will necessarily be involved in resolving controversial cost allocation issues.



3)	Anti-competitive Behavior Tilts the Playing Field

Utilities have many opportunities, in the course of their normal business practices, to engage in behavior which puts them at an unfair advantage relative to their competitors, or creates otherwise unnecessary difficulties for other market participants.  Such behavior is anti-competitive because it diminishes the competitive force that other providers could bring to bear on the utility and the marketplace.  Anti-competitive behavior is often a manifestation of market power.  Traditional economic teachings typically define market power as the ability to influence prices.�   A vertically integrated entity, such as a combined gas and electric utility or stand-alone gas utility with affiliates in electric generation, for example, exercises its vertical market power when it uses its monopoly position at one level, such as transmission, to disadvantage competitors at another level of production, like downstream retail gas or electric generation markets.



The Division believes that retail core gas and electric generation markets are two potential areas in which the utility might exploit its market power.  The examples below provide some illustration of how this may occur if the utility unfairly controls customer information, access, or inputs to the detriment of non-utility competitors, or grants contracts, “sweetheart” deals, and preferential access to affiliates operating in competitive or related markets.�



Example:  Anti-competitive Behavior in the Retail Core Gas Market

In the normal course of fulfilling its responsibilities as the operator of the transmission and storage facilities, the utility has knowledge of all customers’ consumption, on a real-time and forecast basis for some large customers, as well as system constraints on transmission and storage facilities.  With this knowledge, there is the potential for the utility to abuse its position and to engage in anti-competitive practices.  For example, the utility could declare maintenance or operational constraints at a given point in the system which competing retail core marketers are using but which does not affect the utility’s own supply.  Although the actual service to the competitor’s customers may not necessarily be impacted, the competitor may incur additional costs through use of system balancing or utility Hub services, to ensure that result.�  Alternatively, with any given operational constraint or maintenance requirement, there may be multiple ways to solve the problem.  The utility may, at its discretion, choose a maintenance strategy which would not adversely impact its own supply but would have an adverse effect on its competitors.



Concerns regarding anti-competitive behavior in the retail gas market are not mere speculation.  Prior to 1990, the utility was allowed to compete with marketers to provide supplies to noncore customers.  However, in D.90-09-089, the Commission prohibited the utility from offering noncore procurement service except through core subscription, i.e., noncore customers could only buy gas from the utility through its core portfolio.�  This prohibition was driven by allegations regarding “the utility “bumping” and “trimming” noncore customers’ gas in order to permit the utility to sell its own supplies to the same customers”. �  Presumably, the utility  was suspected of using its own gas to fill up the transmission pipe first.



Example:  Anti-competitive Behavior in the Electric Generation Market

The above types of anti-competitive behavior may also have significant ramifications for new emerging energy markets.  Under electric restructuring, gas utilities – among others – can sell electric services to all Californians in competition with the incumbent electric utilities and other new entrants.  As opportunities evolve, the gas utilities’ incentives to affect interactions with competing electric providers will also increase.



To understand the gas utility’s incentives to exhibit anti-competitive behavior, we first must understand the multi-dimensional nature of the gas/electric nexus.  Fundamental to examining the relationship between gas and electricity is the recognition that they are simultaneously substitutes and complements.  Gas may be substituted for electricity in heating, cooking, and industrial processes.�  In these markets, the gas and electric utilities are competitors.  However, because gas is an input in the generation of electricity, gas and electricity are also complementary.�  Thus, when demand for electricity increases so does the demand for its inputs such as gas.  Additionally, since gas is the marginal fuel for electric generators for significant periods of time, electric prices will move in tandem with gas prices during these periods.  Beyond these basic relationships, the utility’s ability to maximize profits through various wholesale and retail services will also influence the utility’s incentives. 



Prior to electric restructuring, a stand-alone gas utility’s proclivity to increase gas costs to electric generators was dependent on the net impact of two countervailing forces.�  The gas utility has an incentive to increase the cost of inputs to electric generators because raising gas costs to generators would increase the price of electricity relative to gas, thus making gas more competitive.  However, this incentive to increase costs due to the substitution effect is tempered by the complementary effect.  Increases in gas prices to electric generators result in higher prices for all electric services, not just those which are substitutes for gas.  Higher electricity prices, in turn, result in lower electric production and hence less gas consumption and revenues.  However, under electric restructuring, the gas utility (either as a combined utility or a stand-alone utility with affiliates in electric generation) will now be competing with electric generators in the electric market (intra-fuel competition) in addition to competing with electric load which is a substitute for natural gas (interfuel competition).� As such electric restructuring has heightened the gas utility’s incentive to engage in anti-competitive behavior such as increasing gas costs to its competitors.�  



In addition to incentives to engage in anti-competitive conduct, the gas utility also has the ability to act upon those incentives.  There are various ways which a gas utility could potentially engage in anti-competitive behavior in the downstream electric market through operational control and knowledge and pricing of intrastate services.  First, the gas utility could use the same types of discretionary operational control and system knowledge that it could use in the gas retail market, as discussed in the above section, to increase the cost of gas supplies to competing electric generators.  Second, the utility’s knowledge of the overall transmission, storage and distribution system provides the utility and/or its affiliate an advantage in the commodity trading futures market.  For example, since the utility has information on customers’ usage (including which electric generation facilities or units are not producing) and also has early knowledge of system constraints, the utility or its affiliate could use this information to unfairly profit in the financial futures market.



Third, the utility could use pricing and service term discretion in addition to operational latitude to its advantage.  It may interpret tariff terms and conditions to favor affiliates.  The utility’s discretion in both providing and pricing Hub services has the potential to be anti-competitive since the service is negotiated on a case-by-case basis according to market conditions, subject to a maximum rate.  Since the utility is aware of non-affiliated generator’s consumption and imbalance status, the utility may utilize its discretion to charge a higher price (but lower than the maximum rate) for Hub services when the non-affiliated generator is in an imbalance situation.  Even without imbalance information, the utility may charge a higher price to non-affiliated generators because the requirements of similarly situated customers are narrowly defined; this potentially allows the utility to price discriminate in practice.



A potential consequence, if the gas utility engages in anti-competitive tactics during times of constrained electric transmission, is that the utility may be able to influence the price of electricity for all customers in its service territory.  If the gas utility increases costs to a non-affiliated generator so that it must bid a higher price into the PX, the merit order of generation (including which unit will be the marginal unit) -- and potentially the PX or market clearing price -- could be affected.  This is because gas is often the marginal fuel used by electric generators, i.e., the fuel used by the last electric generator willing to produce at the price at which the market clears.  To impact the electric market, the gas utility does not have to increase the price of its services or costs to all of its customers.  While the utility cannot unilaterally raise gas transportation prices since those rates are regulated by the Commission, the utility can potentially increase costs through its operational and pricing discretion for some competing gas-fired generators.  This alone is cause for concern.  A generator’s bid into the PX depends, in part, on its costs.  If a generator’s costs increase, so will its bid price.  Generation units are dispatched based on awarded least-cost bids to match total demand; if the utility raises the costs of gas to some competing generators, it may affect those generators’ bid price which in turn will impact their place in the dispatch order, and ultimately the market clearing price of electricity.



Finally, while the Electric Restructuring Preferred Policy Decision stated that the potential anti-competitive effects of the incumbent electric utility to favor its own generation affiliates would be ameliorated by direct access transactions, it is not clear that direct access transactions with non-affiliated gas-fired generators would be an effective mitigating force.  These non-affiliated gas-fired generators rely upon the gas utility, whose affiliates (for a stand-alone gas utility) or electric department (for a combined gas/electric utility) are their competitors in the electric market, for delivered gas service.  Indeed, if the gas utility through its operational or pricing discretion has the ability to influence gas costs to non-affiliated generators, direct access may not be a viable countervailing force, especially during periods when electric transmission is constrained.



4)	Inconsistent And Unbalanced Incentives

As regulation of partially-competitive gas utility services has evolved, the utility has occasionally been given incentives to market the same or similar services in very different ways.  In certain cases, for example, the utility has been placed at risk for a portion, but not all, of a specific service’s costs.  Not surprisingly, the marketing techniques of the utility have differed according to the different levels of risk associated with the service.  The result of such unbalanced incentives can be long litigated proceedings, as well as non-competitive outcomes.



One of the most significant sources of unbalanced incentives is the combination of the Commission’s “let the market decide” policy with traditional ratemaking.  A basic tenet of the “let the market decide” policy is that the utility is at risk for incremental or new investments.  While this concept is consistent with a more competitive gas market, the flaw of such a policy becomes evident when it is applied to services which compete with existing services for which the utility is not at risk.  In such cases, the utility has the incentive to maximize revenues from the service for which the utility is at risk to the detriment of services for which ratepayers are at risk.  



The Commission has adopted the “let the market decide” policy in at least three cases:  PG&E Line 401 Expansion, interconnect facilities at Wheeler ridge, and storage expansion.  Although some of the conflicting incentives associated with this policy application have been recently removed, certain legacies of this policy remain and continue to be a source of concern.  



For example, prior to the Gas Accord, PG&E had an incentive to favor the purchase of Canadian supplies flowing on PGT (a subsidiary of PG&E) and its own at risk Line 401 expansion facilities, over Southwest supplies flowing on its ratepayer-funded Line 300. By placing PG&E at risk for all intrastate transmission revenues, PG&E’s Gas Accord resolves a significant portion of this unbalanced incentive.  However, PG&E still has an incentive, albeit less strong, to favor supplies from Canada over the Southwest because it continues to own PGT and the dollar per unit recovery from gas flowing on its northern path intrastate pipelines is greater than from its southern path intrastate facilities.  So even during the months when it is cheaper to buy Southwest gas, PG&E may have an incentive to purchase Canadian gas.�



Conflicting incentives are also apparent in the case of SoCalGas’ storage facilities.  When the Commission unbundled storage for the noncore, it anticipated that unbundling would allow competition to flourish in this sector.�  The Commission placed  Southern California Gas Company (SoCalGas) at risk for new expansion facilities for the noncore and provided balancing account treatment for existing noncore facilities.  As a result the utility marketed its expansion capacity while all ratepayers continued to pay for unmarketed existing noncore facilities.  This unbalanced incentive was partially corrected in SoCalGas’ latest BCAP decision, D.97-04-082, when the Commission clarified that all marketed capacity goes first toward the existing noncore facilities.  However, the utility still has no incentive to market its existing noncore capacity as it continues to receive balancing account treatment.  Moreover, the utility is at risk for 25 percent of contract discounts which further reinforces its incentive not to compete in the marketplace.

�Chapter III



Principles and Objectives for the Natural Gas Strategy



This report describes a four-prong strategy that involves competition, market forces, reformed regulation, and consumer protections to ensure that all consumers have access and a	choice in selecting energy services.  Foremost in developing this strategy is the establishment of guiding principles and objectives which retain their relevance in markets undergoing constant change. 



Instituting Immediate Change While Taking Steps Toward A Vision

As noted in Chapter II, California’s natural gas industry today faces several immediate challenges toward fully realizing the benefits of competitive gas markets.  Although these challenges could be addressed independent of a gas strategy, the Commission has the opportunity to consider these issues as part of a comprehensive plan.  



The vision emanates from a growing synergy between the retail natural gas and electricity markets.  Taking a broader perspective, this synergy between gas and electricity serves as a prelude to the convergence of energy services with other retail services which can provide additional cost savings and convenience to California businesses and residents.  Mindful of this evolution, enduring principles and concomitant objectives which uphold the principles must be established to serve as a guide in developing a natural gas strategy that effectively addresses current challenges and supports future change.



Enduring Principles For Reform and Specific Objectives 



Throughout the Commission’s past restructuring efforts in the natural gas, telecommunications, and electric industries, certain principles resonate and remain constant.  Based on its review of past industry restructuring efforts by the CPUC, the Division summarizes the principles below.  In addition, we describe important objectives to effectuate the principles.  These objectives will serve as criteria upon which to evaluate whether the proposed reform options are grounded in the principles. 



Principle #1 -- Replace traditional regulation with competitive forces in those markets where competition or the potential for significant competition exists. 

When sufficient competition exists, market forces are a superior means of promoting efficiency and price regulation in comparison to regulatory mechanisms which attempt to mimic the same results.  In telecommunications and electricity, the Commission has made great efforts to substitute competitive disciplines for costly and ineffective regulations to the benefit of large and small consumers.  Market forces and consumer choice are desirable forces for imposing market discipline; consumers dissatisfied with prices or services should have the ability to seek new, more satisfactory, arrangements with other suppliers.  Increasing the number of suppliers competing to serve customers, provides incentives to explore and establish innovative new services and lower price.  Moreover, competition improves efficiency and may reduce consumer costs.  

	Objectives to Achieve Principle

Make the benefits of competition available to all consumers:  in telecommunications and electricity, this Commission has taken bold steps to provide all consumers, including residential and small commercial customers, the opportunity to benefit from market forces.  These benefits include lower prices and increased service choices.  We must do no less for the provision of natural gas service.

Identify and separate competitive or potentially competitive from non-competitive services:  to avoid the perils of cross subsidy that can occur when companies participate in the provision of both regulated monopoly and competitive services, unbundling rates for all services is a necessary step in replacing regulation with competition for the appropriate non-monopoly services.

Reduce or eliminate barriers to entry for competitors:  the benefits of competition are only fully achieved by a multitude of competitors vying to provide safe, inexpensive and innovative services to customers.  Unreasonable barriers to entry, in the form of stringent regulatory rules or operational requirements, limit the number of competitors necessary for truly competitive markets.  

Mitigate potential for anti-competitive behavior:  competition and the benefits we seek for all consumers in this industry are difficult when incumbent or new providers, in the search for market share that is promoted by market forces, use unfair market advantages to restrain trade and commerce for consumers and competitors.  The interest here is not to make sure all competitors have a “fair” share of the market but to ensure that anti-competitive behavior is not thwarting the development of competition and the benefits that will result for all consumers.



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

While efforts are made to promote and enhance access to competitive gas supplies for all customers, natural monopoly aspects of the gas industry are likely to remain for some time.  Despite the Commission’s recent efforts to encourage utilities to operate efficiently by replacing cost-of-service ratemaking with performance-based ratemaking, it is appropriate once again to evaluate the effectiveness of current ratemaking processes in protecting customers from poor service and monopoly rents.   Regulatory processes continue to be cumbersome, resource-intensive, and costly to all participants.  Thus, the Commission’s regulatory oversight should be evaluated for efficiency and effectiveness.

	Objectives to Achieve Principle 

Promote efficient utility operations and performance:  Efficient performance of monopolies in operations and investment promotes the provision of services in a least-cost manner.  This is particularly significant since the gas transportation system is a key component of numerous final products.

Provide a framework that allows for utility flexibility in investment and operational decision-making:  any regulatory framework must recognize that, even with monopoly services, utility service customers have unique and distinct service needs.  Systems adopted must allow utility flexibility in operating and expanding its system to meet the needs of its customers without overly sacrificing the protections customers will still need against unreasonable utility actions.

Encourage balanced shareholder and ratepayer incentives through appropriately established risk and reward mechanisms:  regulatory streamlining is best achieved by replacing intrusive regulatory oversight mechanisms with systems that balance interest with clear, forward-looking mechanisms that use economic incentives to promote utility attributes which society desires.

Provide a regulatory framework that avoids creating unnecessary market uncertainties:  cost-of-service regulation, as it has been designed over the last twenty years, has operated with a plethora of balancing accounts and “true-up” mechanisms and other regulatory systems that leave the customers of the gas utilities in the dark about the short- and long-term costs of utility services.  Investment decisions by customers of utility services can be overly skewed to the near-term largely because of regulatory uncertainty.

Allow for the evolution of future, competitive markets:  technological, regulatory and market advances will not stop with the unbundling effort planned to distinguish competitive and non-competitive services in the natural gas industry.  If other formerly regulated industries are any example, market forces will continue to push services toward those that can effectively be provided by competitive markets.  The system proposed to regulate currently monopoly services must also be equipped to progress as markets and the industry progresses.





Principle #3 -- Maintain a standard of consumer protection in both monopoly and competitive markets. 



While markets can maximize service and minimize costs, competition can also bring unscrupulous suppliers and providers.  Accustomed to the convenience and traditional protections of monopoly regulation, consumers will require protections and educational efforts.  Public purpose programs may need to be modified to comport with the services available in the competitive marketplace.  

	Objectives to Achieve Principle

Ensure that consumers have the information available to make informed choices and understand their rights:  in any industry restructuring, moving from the protections of regulation and monopoly utilities to a competitive market and multiple service providers is a major step.  In partnership with the industry and Legislature, the Commission should take steps to actively inform consumers, especially small consumers, of notable and noticeable changes.  

Maintain consumers right to privacy balanced with the informational needs of competing providers:  in a competitive market, timely and accurate information is critical to soliciting potential customers and serving existing customers.  Conversely, access to such information may pose problems for potential customers who wish to keep certain information confidential.  

Ensure that the benefits of public purpose programs remain available in the competitive market:  any significant modification to the regulatory framework for natural gas must recognize that, over the years, the State of California has, by regulation and statute, required utilities directly or indirectly to fund a range of “public purpose” programs intended to benefit the residents of California.  Working closely with the Legislature, methods for continuing or revising these programs in light of the structural industry changes anticipated must be considered.



Principle #4 -- Maintain supply reliability and ensure the safety of consumers’ services.  



Irrespective of the regulatory regime, the Commission, along with the Legislature and  other state and federal agencies, continues to have responsibility for the safety of natural gas supply and distribution in California.  This responsibility includes ensuring that natural gas supply and distribution are carried out consistent with safety standards.  Any strategy pursued by this Commission must continue to respect this regulatory objective.



Natural gas also will continue to be necessary for the health and comfort of California’s large and small consumers.  Any regulatory system proposed by the Commission must not compromise the reliability on which California consumers now depend.



	Objectives to Achieve Principle

Ensure compliance to safety standards related to customer-specific service and to California’s natural gas system as a whole:  to the extent competing providers are permitted to provide customer services, the safety of the traditional monopoly utility must not be undermined.  A number of options may be available for achieving this objective but, in any case, the regulatory system must ensure that the safety of gas services is not compromised.

Ensure existing availability of gas services throughout California:  natural gas is a necessity, important to the safety and comfort of most Californians.  In seeking the benefits it believes exist in moving away from a reliance on government regulations and controls, the Commission must not jeopardize the access residents now have to safe and reliable gas supplies.  



�Four-Prong Strategy to Achieve Our Principles and Objectives

To achieve the principles, the Division recommends a four-prong strategy broadly defined as:  

Unbundling competitive services, 

Streamlining regulation, 

Mitigating the potential for anti-competitive behavior, and

Establishing appropriate consumer protections



First, unbundling competitive services from noncompetitive services provides opportunities for new competing providers to enter the marketplace which, in turn, enhances customer choice; greater choice for customers gives innovative providers opportunities to compete on price and service terms, offering the benefits of innovation to all consumers.  Second, efficient regulatory processes must be instituted that protect consumers from the abuse of monopoly power and marketing practices and which ensure the appropriate use of Commission and stakeholder resources.  Third, for new entrants to be a viable force, they must have an equal opportunity to participate in the marketplace.  To ensure there is a level playing field, potential anti-competitive behavior must be eliminated or mitigated.  And, effective consumer protections must be established to prevent confusion and consumer fraud.  Consumer education, in particular, will help ensure that all consumers have the opportunity to reap the benefits of choice.  These four elements of a comprehensive Natural Gas Strategy are discussed in Chapters IV, V, VI and VII. �Chapter IV



Unbundling & Regulatory Reform Strategies



One of the principal goals of this document is to identify competitive and potentially competitive services that should be unbundled from monopoly services in order to promote a more dynamic California energy market.  This chapter lays the foundation for structural industry reform by identifying unbundling and other basic reforms necessary to promote a competitive natural gas marketplace.  It also discusses a ratemaking framework for how unbundled services would be priced.  These strategies are the building blocks for further reforms discussed later in the report, and can be achieved independent of other Commission actions.



Unbundling Defined

Essentially, unbundling is the separate identification of distinct utility service and product rate components.  What follows is a discussion of why unbundling certain services is important in allowing competitors also to provide these services, consistent with the goal of making California’s natural gas industry more competitive.  However, because these services are only “partially-competitive” they should continue to be offered by the utility under a regulatory framework until competition for each becomes more vigorous.



Why Unbundling is Necessary

The unbundling strategies outlined below are presented with three principal purposes in mind.  The first is to promote competition among providers of various natural gas services.  Unbundling competitive and partially-competitive services from core and noncore rates should provide increased flexibility and customer choice among service options, and at the same time match rates with products and services used.  In this way, the barriers to entry that currently exist in the core procurement market and that stand in the way of achieving true choice for all gas consumers, are removed.  Unbundling competitive utility services creates the opportunities to improve the utilization of upstream facilities, increase business transactions between industry participants, and minimize customer and regulatory costs.  These opportunities will be important in encouraging competitors to serve residential and small commercial markets, where smaller margins and load will force competitors to be both efficient and creative.  



Second, as new markets and services evolve in the gas industry, it will be important to ratepayers, utilities and this Commission that the utilities are positioned in the market with competitive and potentially competitive services clearly separated, or unbundled, from their monopoly functions.  From the consumer standpoint, this will reduce the potential for cross-subsidization of competitive services with ratepayer funds, which can result in rate increases.  From the utility standpoint, unbundling competitive services will offer the flexibility necessary for them to operate in a more market-oriented environment.



Third, this unbundling is a step toward the Commission’s goal of streamlining the regulatory process.  As services are unbundled and subject to competition, the need for and degree of traditional regulatory oversight will diminish.



For unbundling to be an effective force in promoting customer choice and competition, all costs associated with the service to be unbundled should be separated from the transportation revenue requirement; this includes a portion of associated common and shared costs.�  Otherwise, new entrants will not be able to compete against artificially low utility prices for competitive services, since new entrants will have to recover their shared and common costs in the price of their services.



The Division has identified eleven basic reforms necessary to establish a competitive natural gas services market for all customers.  Revenue cycle services, interstate pipeline demand charges, storage, procurement-related costs and public purpose programs should be completely unbundled from utility transportation rates.�  The utility should be at risk for these services, with the flexibility to respond to changing market conditions.�  Other gas transportation reforms, including providing a framework for a secondary capacity market to develop, tightening balancing services tolerances, eliminating the core aggregation transportation program restrictions, re-examining utility electric generator/cogenerator rate parity, and establishing consistent utility electric generation rate design, also will be important elements of the Commission’s natural gas framework.  Each of these reforms relies on the fundamental belief that competitive forces will provide better oversight of these respective services than traditional regulation.



Unbundling Reforms



Action 1:	Unbundle Revenue Cycle Services

Gas revenue cycle services (RCS) such as metering, billing, and after-meter services are not inherent monopolies.  Retail providers can offer billing options, remote meter reading technologies and after-meter services, and unbundling these services from utility rates will be important to the continued evolution of energy technology and competition for several reasons.�  First, unbundling RCS will increase value to consumers by providing the market with the opportunity to create innovative individual -- as well as combined -- gas and electric service offerings, and energy management technology and products.  Second, RCS unbundling allows retailers to offer important customer interface services and create and maintain a market presence.  In essence, RCS are an important component of the energy product and the ability to directly provide them may help to encourage and retain potential competitors.  Finally, consolidated billing and metering of gas and electric services can result in cost efficiencies and synergies in markets where lower volumes might otherwise provide less of an opportunity to profit from the sale of the commodity alone.  These efficiencies will encourage market entry, competition and a greater range of customer choice.



With these points in mind, the Commission should unbundle gas-related RCS with an eye toward the policies already underway in the electric restructuring proceeding.�  Consistent with those policies, the costs resulting from a customer electing to receive gas RCS from an alternative provider should be separately identified, and not included, in the utility’s transportation rates.  Regulatory treatment of the utilities’ RCS costs should be consistent across gas and electric services, in order to prevent cross-subsidization of those services when they are offered by combined utilities.�  The following discussion identifies services that could be unbundled, as well as issues raised in unbundling RCS for gas.



Billing and Collections Services:  If the market for the delivered product is to be truly competitive, access to certain customer information, and to the customers themselves, must be equal and universal for all competitors.  As in the electric industry, the Division envisions a market in which suppliers can provide the natural gas billing systems and services best suited to their purposes.�  Billing is critical to the realization of convergence since it is in the bill where different services will be joined from some consumers’ perspective.



Competing service providers should be allowed to present consolidated bills for the gas commodity as well as transportation, and to offer their customers the resultant savings.  Service providers who elect to use consolidated billing for the gas service should be responsible for all payments and surcharges to the utility, such as public purpose, balancing account or transition and stranded cost surcharges, regardless of whether payment of those charges is received from their end-use customers.  This will ensure that the utilities are not disadvantaged by the collection function being provided by the service provider.�  Finally, standard, clear information should be provided on the customer bill, so that customers can continue to educate themselves about the options available to them.  The Commission should establish minimum information and uniform standards for natural gas information provided on customers’ bills so they can make good use of this tool.  This information may be a transitional provision, but it is a significant one in a nascent marketplace.  It may be the most cost-effective means of ensuring adequate information for customers, which is fundamental to establishing a competitive marketplace.



Metering and After-Metering Services:  Services such as meter installation and maintenance, meter reading, re-charging lines, re-lighting pilot lights, service connection, customer premise gas line inspection and testing, and gas appliance testing and inspection are currently bundled in utility service.  In order to maximize cost efficiencies, gas metering and after-meter services unbundling should mirror, to the extent possible, the unbundling for meter services on the electric side.



There are still currently some limitations on customer choice due, in part, to metering constraints.  For example, some small commercial customers may be willing to accept service on a less-than-firm-basis if that service provides the opportunity to realize savings.  There are essentially three issues to consider.  First, the transaction cost of curtailing an individual customer’s service is very high at the small-customer level as it requires physically turning off service at the customer’s premises.�  Second, most meters currently installed by the utility must be read manually and do not indicate time-of-use consumption.  Third, the current technology in advanced metering capability, or automated meter reading (AMR) is relatively costly, and may not be economically available to all customers in the short term.



Until advanced gas meters are affordable and readily available, the Commission must address alternative means of ensuring access to competitive options for customers without AMR technology, as it has done in the electric restructuring proceeding.�  First, the Commission should establish a timetable for implementation.  Second, any metering system that is used by the utility or competing RSPs should comply with Commission-defined open architecture and communication standards, and be made available to all competitors on an equal basis.�  Finally, in the short term, the Commission should consider exploring the feasibility of using load profiling or other alternatives to AMR technology.  As was done in electric restructuring, a load profiling methodology would have to be developed.  Viable alternatives could shorten the timetable for making all customers “eligible” for competitive options.



In identifying the specific meter and after-metering services that should be unbundled, it is also important to recognize the differences between natural gas and electricity.  Unlike electricity, gas supplies can be pressurized and stored.  For these reasons, hourly pricing in the natural gas market may not be appropriate for most customers.  However, to the extent that electric generation will be priced on an hourly basis, hourly fluctuations in gas prices may evolve to reflect natural gas’ importance as an input into electric generation.  Otherwise, there may be a potential for inappropriate arbitrage opportunities.   For smaller customers, there do not appear to be advantages, however, to pricing natural gas in smaller increments than either the seasonal or monthly increments as it is currently done. As discussed below, the movement toward daily load balancing of gas supplies should be encouraged.  Developing price signals on a daily or weekly basis (depending upon the availability of appropriate metering) also appears to be necessary if we are going to allow small customers to choose the level of reliability that they desire.  Most curtailments do not extend over an entire monthly billing period but are instead limited to a daily or weekly duration. 



Natural gas is also a volatile fuel and poses potential hazards.  Currently, utilities provide metering and after-meter services in the interest of public safety; utility employees are specially trained to maintain the integrity of the physical distribution systems and to promote consumer safety.  The Commission has an interest in ensuring both consumer safety and system integrity.  With that in mind, in the process of introducing competition into metering and after-meter services, safety-related issues such as alternative provider qualifications, standards, licensing, liability and enforcement must be considered.  These concerns should not be an impediment to unbundling these services and subjecting them to competitive pressures; but they do need to be addressed as part of the Commission’s implementation of reform strategies. 



In general, revenue cycle unbundling for both gas and electric services should be consistent -- to the extent possible – in order to allow retail providers full comparability in competing in related energy markets.  However, recognizing that differences do exist between gas and electric services, industry participants in conjunction with the Commission’s Safety Division are best positioned to identify how gas revenue cycle services unbundling should differ from electric revenue cycle unbundling, the standards by which the gas industry should provide those services, and the specific safety issues that must be resolved to achieve the goals of this report.  Also recognizing that this could result in stranded costs and that the utility should have some incentive to minimize them, the Division proposes that the Commission establish a collaborative industry effort, led by the Commission’s Energy Division as well as the Safety Division, to advise the Commission in implementing this strategy.



Action 2:	Unbundle All Costs Associated with Procuring Gas

All costs related to the utility’s procurement function should be separated from its transportation rates.  All California gas utilities have identified some level of these costs in their brokerage fees.  The brokerage fee is designed to ensure that customers participating in the Core Aggregation Transportation Program do not double-pay for the costs associated with procuring the gas – once to the utility and once to their alternative service provider.  Completely separating these costs from transportation rates will ensure that utility procurement services are not subsidized by other utility services to the extent those services share resources.



Action 3:	Unbundle Interstate Pipeline Demand Charges

In D.95-07-048, the Commission ordered PG&E, SDG&E, and SoCalGas to unbundle interstate transportation costs and services from their core rates.  Providing marketers with access to market-based interstate transportation options allows them to compete against the utility, as well as offer customers potential savings and efficiencies.  In this decision, the Commission recognized that the cost associated with unbundling interstate pipeline demand charges from core rates is the biggest issue to be addressed in that effort, and specified that this unbundling should coincide with reductions in the utilities’ respective interstate capacity commitments in order to minimize stranded costs.�  The issue going forward, therefore, is not if these costs should be unbundled, but how the costs associated with the current assignment of interstate capacity to the core should be allocated.  The level of stranded costs will depend, in part, on the rate at which the utilities are able to broker their interstate capacity.



The Division has studied this issue generically for the three utilities and believes the analysis should be applied uniformly, but we acknowledge that it primarily affects SoCalGas – as of January, 1998 PG&E has virtually no excess pipeline capacity costs, and SDG&E’s limited interstate capacity costs were unbundled from core rates earlier this year.�  SoCalGas’ considerable excess pipeline capacity costs, by contrast, will continue through the middle of the next decade. �  



No one segment of the industry is responsible for the excess interstate capacity costs and all segments of the industry should share some portion of the remedy to resolve the problem.  Considering that the core has assumed the cost of promoting competition for noncore customers, the Commission should consider allocating to the noncore a portion of the costs of interstate capacity unbundling for core.  As the Commission said in D.95-07-048,

…Nor are we convinced that we should deny core customers competitive options on the basis that noncore customers may have to bear some of the associated costs. Core customers currently pay about 75% more for interstate transportation than noncore customers because core customers have not had opportunities, either individually or as a class, to take advantage of low-priced excess capacity in competitive markets. Each time we have improved competitive options for noncore customers or reduced noncore rates, core customers have shared in the associated stranded costs. As a matter of equity, we would not deny core customers the options available to the noncore or require other core customers to bear all of the associated risks.



Similarly, at a time when the Commission is relying on financial incentives to ensure the utilities act with ratepayers as well as shareholders in mind, the concept of full balancing account treatment for the core’s excess interstate capacity costs should be re-examined. Under these circumstances, it would be inequitable to allocate all of the risks of excess interstate capacity to ratepayers while allocating none to utility shareholders.�  The stranded cost recovery mechanism for these costs should recognize that, while the economic and market forces which contributed to the current excess interstate capacity problem were, to some degree, beyond the control of the utilities, these forces were even further out of the control of the utilities’ ratepayers.  Furthermore, the Commission has previously found in its natural gas restructuring efforts that while the Commission is charged with ensuring that gas utilities have a reasonable opportunity to recover their costs, the Commission is not charged with guaranteeing cost recovery.�



The following are three options that the Commission may wish to consider in the recovery of potential stranded costs resulting from unbundling interstate demand charges from core rates.



One way of looking at interstate pipeline demand charges is to compare them to long-term purchase power contracts.  Just as the electric utilities entered into long-term contracts under the guidelines of federal law (PURPA) with Qualifying Facilities (QFs) , the gas utilities entered into long-term contracts with interstate pipelines under Federal Energy Regulatory Commission (FERC) jurisdiction.  In our electric restructuring proceeding, we determined that the above-market portion of long-term QF contracts would be recovered from ratepayers over the life of the contract.  A similar treatment of the gas utilities’ interstate pipeline contracts could be consistent with our electric restructuring proceeding.  Just as the electric utilities are subject to reasonableness review in their administration of their QF contracts, the gas utilities should remain subject to a reasonableness or performance-based review for their marketing and brokering of their interstate capacity to minimize total costs to the ratepayer.  



An alternative option would be  to recover excess interstate capacity costs, to the extent they are not recovered through the utilities’ brokering efforts, from all utility gas customers, including throughput associated with existing, new, and/or discounted markets, through a volumetric surcharge.  Revenues received from this surcharge would be tracked to ensure that the utilities do not over-collect the balance to be amortized.  Utilities would be held responsible for any undercollections of the ITCS, in order to ensure that the surcharge is applied to all throughput volumes.  The “one-way” tracking component – essentially, the utility is held responsible for any undercollections of the ITCS but does not have the opportunity to over-collect it – would also be consistent with Commission policy and legislative mandate articulated in Assembly Bill 1890, regarding stranded cost recovery for electric restructuring.�



A third approach would be to assign, at the outset, some proportion of transition costs to utility shareholders.  This gives the utility a strong incentive to minimize these costs.  A proportional sharing of costs such as these has previously been used by the Commission in a number of proceedings.  In SoCalGas’ Global Settlement for instance, the Commission approved a sharing mechanism proposed by the parties to address stranded costs associated with the restructuring of SoCalGas’ PITCO and POPCO interstate pipelines. 



Once interstate capacity costs are unbundled and allocated, retailers competing with the utility for the residential and small commercial market will have available to them the full array of interstate transportation choices, including the utility’s brokered capacity. Until utility interstate capacity contracts expire or appreciate in value, all customers who use the utility’s transportation system would be responsible for a stranded cost surcharge based on the difference between the utility’s full as-billed rate paid to the pipeline and the total brokered capacity revenues. � �



Action 4:	Unbundle Storage from Core Rates

Storage rates are currently unbundled from noncore transportation rates, but core customers pay for storage services in their bundled gas rates.  This service has gradually evolved to become a multi-faceted natural gas management tool, and should be unbundled from core customers’ gas rates in order to provide all customers access to the benefits and flexibility this service now offers.�  While the Commission will need to examine storage requirements in order to ensure reliability during times of peak demand, aggregators should otherwise be able to purchase storage services based on their own needs.  This should assist the economics of marketing to the core customer, since retailers will be able to hedge price fluctuations with competitive storage services in lieu of additional capacity.  Furthermore, as an independent input into the final bundled gas product, storage costs -- as with other potentially competitive elements -- should be distinct, in order to allow potential storage users, whether they are retailers or end-use customers, to compare the value of storage to other available alternatives such as excess capacity and less-than-firm services or curtailment for those customers who have the capability of subscribing to such options.



Consistent with interstate charges, the Commission should require gas utilities to unbundle storage in a manner that facilitates a smooth transition.  SoCalGas should unbundle storage from core customers’ rates effective no later than January 1, 1999, which coincides with the time frame for unbundling interstate pipeline capacity.  SDG&E’s storage contract with SoCalGas expires on April 1, 1998, and should unbundle its storage from core rates by this date or as soon as it is feasible.  PG&E should also unbundle storage from core rates beginning April 1, 1998 or as soon as it is feasible, when its unbundled storage program for the noncore will begin.� 



Action 5:	At Risk and Pricing Flexibility for Unbundled Services



While unbundled “partially-competitive” services will continue to be offered by the utility and overseen by the Commission, the rate framework under which those services are offered will also need to change as retailers and other service providers step forward to compete with the utility for those markets.  The utility will need the same flexibility enjoyed by other retailers in order to tailor its products to meet changing market demands.  At the same time, the utility should be provided with the incentive to make sound business decisions that do not compromise service or cross-subsidize these partially-competitive ventures with its monopoly business.  



With this in mind, the Division believes that the utility should be placed at risk for the unbundled revenue cycle, brokerage fee, and storage services outlined above, as well as any other services the Commission unbundles in the future.  Essentially, at risk treatment of these services simply places the utility on a comparable basis as its potential competitors in these respective markets and for whom risk and flexibility are defining principles.  



Storage service is a good example of a service that can be governed more efficiently by these principles.  Although the utilities currently dominate the California storage market, competitive forces already exert considerable pressure.  Storage service often competes with various interstate and intrastate transportation services.  More important, facilities-based competition already exists in this market to a limited degree.�  Storage facilities owned and operated by independent storage providers will further strengthen this market’s competitiveness.  In order to meet these competitive pressures, utilities will need flexibility to quickly tailor their storage services and prices to all their customers’ needs.  Regulatory constraints should not limit the utilities’ ability to respond to the often volatile and increasing market demands.  By the year 2010, California demand for natural gas is forecast to increase approximately 18 percent.�  As demand grows, reliance on storage as an important component of the delivered gas product, will increase.  Storage will be an important tool, too, for retail service providers who have competed for their customer base and want to ensure reliable gas supplies for their customers.  Finally, the changes underway in California’s electric market could have a significant impact on storage use.  While electrons cannot be stored, gas can --- and storage may play a large role in helping owners of gas-fired generators manage the input price of their product.  Storage may be a way to leverage the differences between these energy sources, and at the same time become a convergence point between the two.



With these kinds of market opportunities in mind and in return for rate flexibility, utilities would be placed at risk for all unbundled costs.  As long as the utility remains in a dominant market position, partially-competitive service rates would be subject to Commission oversight of maximum and minimum, or recourse, rates.  If additional alternatives to these utility services develop, the Division anticipates a market for them that is truly competitive, with rates no longer subject to Commission regulation.



In addition to the unbundled partially-competitive services discussed earlier in this chapter, the Division also believes that this rate framework should apply to utility intrastate transportation services.  Traditionally, utility services have been considered, almost by definition, natural monopolies.  Barriers to entry, in the form of high capital, environmental, and regulatory costs are significant, economies of scale are high, and market participants often have imperfect or inadequate information to function adequately.  These characteristics are difficult to overcome.  This is not to say, though, that the Commission can not or should not foster more market-responsive gas intrastate transportation services.  As natural gas products and services evolve, transportation rate options will also need to be tailored to meet changing market demands.  Electric industry restructuring, too, should have a profound competitive impact on natural gas services as gas-fired electric generation plants compete with each other, as well as with the gas commodity itself.  Gas transportation utilities will need flexibility to serve and adapt to these evolving gas and electric markets.  Under the framework currently in place, SoCalGas and PG&E already have much of that flexibility in that, under the terms of their respective settlements, they are partially or wholly at risk for transportation revenues.�  The Division believes this framework best meets the needs of the market and streamlines the regulatory process for transportation services.  Utilities should be wholly at risk for their intrastate transportation services, subject to the time frame constraints under which they currently operate.  SoCalGas, for example, would at the end of its Global Settlement in 1999 be placed totally at risk for intrastate noncore revenue.�  In this way, all utilities will be well and equally positioned to pursue competitive, profitable ventures, and at the same time will not be able to subsidize those endeavors.



Let us be clear:  we are not suggesting that the natural monopoly characteristics of intrastate transportation are changed by the competitive pressures introduced by gas unbundling or by electric restructuring.  Transportation will continue to remain a natural monopoly, requiring the Commission’s oversight in establishing recourse and/or default rate frameworks and in enforcing equal, non-discriminatory access to the transportation system.  However, to the extent this strategy eliminates the need for pre-approval or transaction-level oversight and provides the utility with the flexibility, incentive and responsibility to respond to the market, it is consistent with our principles of streamlining regulation and encouraging market-oriented behavior.



Action 6:	Unbundle Public Purpose Programs

Over a period of many years, the Commission and the Legislature have mandated utility-administered programs to achieve certain objectives in the public interest.  These programs extend beyond the traditional utility functions of providing safe, reliable and reasonably-priced services.  Public purpose programs include low income assistance, energy efficiency and conservation measures, and research, development and demonstration projects.  Currently, the costs of these programs are bundled in natural gas rates. 



In D.97-02-014, the Commission stated its intent to identify the costs of natural gas public purpose programs and unbundle these costs into a separate rate component, similar to the treatment of public purpose programs in electric restructuring.  The Commission noted that a nonbypassable gas surcharge for public purpose programs would mitigate concerns regarding cross subsidies and promote a level playing field between competing electricity and gas suppliers.   In other words, unbundling these programs allows consumers to make direct cost comparisons between alternative providers.  Retailers other than the utility are responsible for payment of public purpose program charges to the utility, and for collecting those charges from their own customers.  This framework ensures that public purpose programs are competitively neutral, and that no provider is disadvantaged by having to offer them.



Unbundling also provides the Commission and the Legislature with the opportunity to evaluate the current administration of these programs and consider other means to provide them.  The Commission, in D.97-02-014, has already signaled its intent to establish new administrative frameworks for both electric and gas low-income assistance and energy efficiency programs.  These issues are discussed further in Chapter VII of this report.



Other Transportation Reforms



Action 7:	Provide for a Secondary Transportation Market

The idea of establishing a secondary market for existing intrastate transportation capacity holds considerable appeal.  As the interstate side has demonstrated, secondary capacity markets help establish a true “market” for the capacity commodity by bringing multiple buyers and sellers together to set accurate price signals and equalize supply and demand.  Releasing shippers compete both with each other, and with the pipeline to sell capacity into the market. 



Although the intrastate and interstate transportation capacity markets are similar in that they both exceed average California demand, they are different in at least one important respect.  At the time capacity brokering was implemented on the interstate pipelines, much of the interstate capacity to California was held under firm, long-term contracts by utilities and other customers who could then sell that capacity on the secondary market.  Much of California’s intrastate capacity, on the other hand, is not “held” under long-term contract, but is instead simply purchased by customers at the tariff rate.  Shippers do not “release” capacity under this type of contractual arrangement and, under current excess intrastate capacity conditions, have no incentive to sign up for long term contracts in order to do so.  



In the current market, therefore, mandated intrastate capacity brokering is not practical.  Over the long term, however, the existence of a secondary market for this commodity will maximize the efficient use of California’s transportation system and will send accurate price signals to the market should additional capacity be needed.  For example, when the provider is not using capacity on a particular path, the amount of unused capacity could be traded on an electronic bulletin board provided a demand exists for such capacity.  



Current efforts to establish a secondary market for capacity that is held under contractual arrangement with the utilities should be encouraged to grow.  Under PG&E’s Gas Accord, for example, PG&E will work with its customers to establish the mechanisms needed, including electronic bulletin boards, to facilitate capacity trading.  The Division believes the Commission can build upon this effort, and recommends that all California gas utilities provide such a market framework.  The Commission should also encourage industry participants to collaborate on the rules necessary for successful implementation of such a program, and report back to the Commission on its findings.  In this way, the structure will be available for use by the market when the conditions warrant.



Action 8:	Tighten Balancing Service Tolerances

D.90-09-089 formalized the rules by which the utilities would provide balancing and standby services to noncore customers.  These rules provided for a monthly balancing service tolerance of ten percent of customer nominations, and were designed to assure shippers’ service reliability in a time of tight pipeline capacity and gas supply markets.  



In a market where these facilities are no longer constrained, the wide monthly tolerance band is no longer required to ensure supply reliability.  On the contrary, in a market in which shippers can avail themselves of an entire array of supply management tools, liberal monthly supply balancing rules simply subsidize those shippers who are routinely out-of-balance.  Indeed, the Commission has already taken steps to tighten transportation balancing standards, in the context of PG&E’s Gas Accord.� The Commission can build upon this policy.  Gas commodity competition has resulted in a gas supply market that can shift many times in the course of a month.  Balancing services should be effectively “unbundled” from transportation rates altogether, by adopting tighter monthly, and daily balancing tolerances.  Balancing tolerances should accommodate only the small amount of supply variability that can occur in the course of shipping the actual gas molecules.�  Shippers should pay for any variability above that tolerance.  This action is consistent with the Commission’s effort to foster an environment in which customers pay for services they use.  Shippers whose deliveries and usage match should not have to pay for the load balancing flexibility they do not need.  



The Commission’s policy of allowing competitive balancing services should also be continued.  Marketers, end users, or producers should be able to provide supply-related load balancing services.



Action 9:	Remove Core Aggregation Transportation Program Limits

One of the fundamental conclusions of this report is that all customers, regardless of usage or size, should have meaningful competitive options available to them.  While the Core Aggregation Transportation Program currently provides small customers with theoretical choice, the program by its very definition runs contrary to this goal by distinguishing different rules under which different customer classes can exercise choice.  As discussed in Chapter II, only customers who can aggregate loads to meet a specific volume threshold may participate.  If the Commission is successful in fostering a competitive gas supply market for small-volume customers, however, competition among natural gas providers should not be a “program” at all.  Rather, competition among natural gas providers will be the standard.  The first step, therefore, is to eliminate the 250,000-therm aggregation minimum and the ten percent subscriber ceiling.



For procurement purposes, therefore, there should be no distinction between core and noncore customers, since that distinction will no longer serve any purpose in terms of allowing marketers sell gas to small-volume customers.�  The formal designation of and distinction between “core” and “noncore” customer classes forms the basis for many other ratemaking functions, however, primarily in the area of cost allocation.  The distinction in terms of cost allocation is addressed in Chapter V.  



Action 10:	Re-examine UEG/Cogenerator Rate Parity

In 1984 the Legislature approved Public Utility Code § 454.4,� which mandates that the Commission establish “rates for gas which is utilized in cogeneration technology projects not higher than the rates established for gas utilized as a fuel by an electric plant in the generation of electricity…”.�  Although cogenerators and UEG customers impose different costs on the system, both sets of customers are charged the same tariff rate through the implementation of the statute.  The parity calculation incorporates discounted contracts with UEG customers but not cogenerators.  Under previous gas and electric regulatory frameworks, this rate parity was deemed necessary to promote efficient and environmentally benign electric production and ensure a level playing field.  The Division believes these arguments are less compelling today.



First, cogeneration products and technologies have continually developed over the last twenty years.  It is now a mature industry no longer in need of promotion through special consideration.  Second, and most significantly, the parity rule may result in an unlevel playing field among cogenerators and new owners of utility-divested fossil-fuel generation assets.  Section 454.4 could be interpreted to require parity between cogenerators and these new generators.  By retaining the parity rule, new generators would bear the costs associated with cogenerators’ transportation rates.�  This is contrary to the vision of electric restructuring where producers compete and succeed based on their own cost efficiencies.  Ensuring a level playing field for all electric generators, including cogenerators, is necessary for an emerging energy market.  The Division does not believe cogenerator parity is the best way to achieve this goal.  The Commission should work with the Legislature to repeal § 454.4.



The cogenerator parity issue also raises another set of questions regarding the classification of electric generation customers.  With the potential variety in generators anticipated in the restructured electric industry, it will be necessary to re-examine cost allocation and rate design for these particular customers of gas transportation services.  The importance of rate design is discussed below in Action 11.



Action 11	Consistent Electric Generation Rate Design

Gas rate design for utility electric generation customers is currently inconsistent among gas utilities.  The combined utilities’ UEG rate structure includes demand charges and volumetric rates; stand-alone gas utility’s rate design for UEG customers is based just on volumetric rates.  All other noncore customers (of combined as well as stand-alone gas utilities) are also charged solely on a volumetric basis.�  



There are strong reasons to establish consistent gas rate design for electric generation customers of gas transportation services in the restructured electric industry.  During the electric restructuring transition period, all electric utilities are required to buy from and sell to the Power Exchange (PX).  Moreover, beginning in 1998 non-utility generators can compete in the retail electric market for the entire state of California, absent electric transportation constraints.  To ensure a level playing field in the soon-to-be competitive electric generation market, the Commission should consider a uniform default gas rate design structure for all electric generators in California, including cogenerators.  Electric generators served by a gas utility with a demand and volumetric rate design, for example, may have an advantage in that the demand charges are a sunk cost, and the marginal cost to generate electricity is based on a lower volumetric charge than is paid by a fellow generator paying for gas transportation based solely on higher volumetric rates.�  This raises the question of what is an appropriate rate structure should be.  This issue is best addressed by parties in hearings or workshops, where parties can debate the merits of various rate design options and their ability to achieve principles of cost causation, equity, and simplicity.



In addition to the issue of consistent rate design among the electric generators within the state, there is the issue of whether different transportation rate structures for gas and electricity will have different impacts on the location of gas-fired electric generation facilities.  Transmission rates under the electric Independent System Operator (ISO) will be “postage-stamp” rates; that is, the rate for transmitting electricity from the California/Oregon border to an end user in Orange County will be the same as the rate to transport electric generated in Orange County to the same end user.  Due to the postage stamp electric transmission rate, gas-fired generators may have an incentive to locate outside the state in order to avoid intrastate gas transportation costs.�  Establishing rates for both electric and gas transportation on the same cost basis, e.g., mileage-based, allows the electric generator to make an economically efficient decision with respect to location.  It also assists customers in making informed choice with respect to the converging energy market as both gas and electric transmission prices will be more reflective of their respective true costs.�

�Chapter V



Regulatory Streamlining & Incentive Regulation



Past programs and regulatory tools created when gas monopolies were the sole provider of services are no longer appropriate.  As it has accomplished in other industries, the Commission must re-examine current regulatory policies and mechanisms to reduce the regulatory burden on stakeholders and to better position industries for the future. These efforts should result in programs which provide incentives for utilities to operate more efficiently and improve their productivity, while maintaining safe and reliable utility services.





Why Regulatory Reform is Necessary

In general, regulatory streamlining is necessary to reduce the costly administrative burdens of regulation, to reform regulation to reflect increased energy competition, and ensure safe and reliable natural gas utility services at low rates.  Achieving these objectives requires revising current regulatory mechanisms that are costly and overly complicated.



The unbundling and other reform strategies outlined in Chapter IV are good first steps toward reforming the regulatory process and providing the utility with incentives.  Essentially, unbundling services and making them available to competition are the first two steps.  As discussed earlier in Chapters II and III, for unbundling to be an effective force in promoting competition, all costs including appropriate portions of shared and common cost associated  with competitive services should be separated from the revenue requirement.



It is also necessary to explicitly establish the regulatory framework for services that, while unbundled, will nevertheless require economic as well as public safety oversight and regulation by the Commission.  Only when these services are fully competitive could they be fully jettisoned from the regulated utility.



As described in Chapter II, the Commission currently sets gas utility rates through a series of often contentious proceedings.  Determination of a utility’s revenues and consideration of cost allocation are bifurcated:  revenue requirement is set in a GRC or PBR process, while cost allocation issues are addressed in a BCAP proceeding.  While these underlying issues will remain in the future gas marketplace, the process through which the Commission resolves them should be further examined and improved.  The biennial cost allocation process, in particular, imposes significant costs upon the industry.  This process essentially requires the Commission and industry participants to re-examine cost allocation issues every two years for each individual utility.  Long Run Marginal Cost policies, for example, are essentially developed and applied separately for PG&E, SoCalGas, and SDG&E every two years.�  Likewise, the application of the core/noncore distinction has also dominated BCAP hearing rooms.  



The current situation raises two issues.  First, the Commission will need to decide if the current cost allocation methodologies are appropriate for the current gas market, and for the future energy market that it hopes to foster.  For example, allocating costs based on a distinction between core and noncore customers developed for a market that existed over ten years ago may no longer be appropriate – especially in a market in which the Commission strives to remove all distinctions between customers in terms of access to competitive options.  Continual modification of the LRMC methodology, too, may indicate that the Commission should evaluate use of this model – and if it is appropriate, whether universal, consistent application of it is possible.  



Second, the cost allocation process itself should be re-evaluated.  Certainly, the “individualized” policy and methodology application presents a significant source of uncertainty to the marketplace.  It may also tilt the playing field between utilities.  As opportunities develop for unbundled utility services to compete with each other, differences between utility cost allocation and rate design policies could confer a competitive advantage between utilities.  Finally, experience with recent BCAPs indicates that the proceeding frequency may provide the Commission with the opportunity and incentive to defer hard regulatory decisions to subsequent proceedings.�  If instead decided expeditiously with the benefit of a fully-developed, up-to-date record, resolution of these issues would provide stakeholders with a stable framework under which they could conduct their business.



Three Options for Regulatory Reform

This chapter presents three ratemaking models or forums through which the Commission can address the appropriateness of existing LRMC methodology, core/noncore distinction, UEG/cogenerator parity, and uniform electric generation rate design.  To varying degrees, the three models all simplify and streamline regulatory processes, avoid creating unnecessary market uncertainties, and allow for the evolution of future, competitive markets.�  The Quadrennial Cost Allocation Model, the Simplified GRC Model, and the Price-Cap Model are described below in terms of the regulatory process, as well as the ratemaking mechanism itself.  All of the mechanisms allow some level of utility decision-making flexibility, encourage balanced shareholder and ratepayer incentives and promote increased efficiency and performance of utility operations.  They also envision initially establishing rates based on a thorough “bottoms-up” examination of each particular monopoly service costs.  Identifying services’ actual costs will help to realize the benefits of unbundling and avoid utility cross-subsidization of competitive services.  The differences between the options lie primarily in the ratemaking processes involved in initially setting, and adjusting, those mechanisms.



Option 1:	Quadrennial Cost Allocation Model



This option would establish concurrent cost allocation proceedings for all three gas utilities every four years, rather than the biennial cost allocation proceedings.  Initially, cost allocation proceedings were conducted annually; in 1990 the Commission changed to biennial cost allocation proceedings due in part to the complexity of the first ACAPs.�  Lengthening the frequency between these proceedings even further would reduce the workload on the Commission and industry participants as these issues would only be addressed once every four years, instead of two.  Additionally, examining the issues for all three utilities simultaneously would ensure policy consistency among utilities and reduce duplicative efforts.



While this option alleviates some strain on industry resources and helps to ensure policy consistency, it does not fully achieve all streamlining goals.  The separation of cost allocation and rate design from the revenue requirement determination proceeding will remain.  Parties will likely continue to contest at length how to perfect the LRMC methodology, other cost allocations, and rate design issues, resulting in continuation of complicated regulatory processes which burden parties and the Commission, and engender uncertainty in the marketplace.  Also, addressing these complex issues for all three utilities simultaneously places an extraordinary burden on staff resources – especially given the new rules under Senate Bill  (SB) 960 (Ch.96-0856).



Option 2:	Simplified General Rate Case Model



Another option is to consolidate the currently bifurcated revenue requirement and cost allocation proceedings into a single general rate case to be completed in one year. The simplified general rate case model would eliminate BCAPs, as rates would be developed in the GRC.  It also would eliminate all balancing accounts.�  Utilities would file a comprehensive general rate case proposal every three or four years.  Under this approach the Commission might first encourage parties to make use of the Commission’s alternate dispute resolution avenues and resources to settle some or all of the issues.  Absent an all-party settlement, the Commission would consider the proposals of the parties and identify the relevant factors leading to its adopted decision for just and reasonable rates.  From a regulatory process perspective, this model would provide increased certainty during the interim GRC period.  It also would reduce the regulatory burden on parties and staff by eliminating balancing accounts and BCAP proceedings.  The rate mechanism itself provides some limited incentives for productivity efficiencies because shareholders could benefit from any cost reductions, as well as bear the risk for any inefficiencies or revenue losses between rate cases.  Moreover, utility management faces the prospect that the Commission may discover inappropriate expenditures and accordingly adjust the revenue requirement downward. 



The incentive to increase efficiency by lowering costs is limited, however, because this model is based on the “cost-plus” approach of traditional GRC regulation which allows the utility to recover costs, plus a rate of return.  This model therefore lacks explicit efficiency incentives.  It also imparts additional risk on the utility by eliminating most balancing accounts.  Moreover, regulatory oversight of utility costs is difficult.  This option may not consistently prevent misrepresentation of reported costs, uneconomic expansion of utility rate base, or cross-subsidization of utility competitive or at risk services – all weaknesses of traditional, cost-of-service ratemaking.  The Commission should consider whether this traditional model can accommodate the current and future complexity of the natural gas industry.



Option 3:	Price-Cap Model



A price-cap model involves setting utility rates annually for the upcoming year by multiplying the prior year’s rates by an index factor which nets inflation against a productivity adjustment and any additional or exogenous factors.  The index serves to establish prices for monopoly services and caps rates for flexibly-priced services.  The mechanics of the price-cap include authorizing a one-time revenue requirement (also referred to as a start-up revenue requirement) upon which prices of individual services are based.  In this start-up revenue requirement phase, cost allocation issues such as LRMC methodology and rate design would need to be resolved in order to establish initial prices. Those prices are indexed annually based on inflation and expected productivity improvements, e.g., according to an agreed-upon index like the Gross National Product Price Index, reduced by a productivity adjustment.  Because adjustments in rates are based on the price-cap index, cost allocation factors and rate design issues are set only once, during the start-up revenue requirement proceeding.  The Commission would revisit the rate indexing mechanism only if the utility’s rate of return were to fall below a predetermined floor.  In this way, a price-cap model considerably simplifies the ratemaking and cost allocation process. 



Since January 1990, California’s telecommunications local exchange carriers (LECs) have operated under a price cap indexing mechanism coupled with sharing of excess earnings above a benchmarked rate of return.�  Each year the LECs file an advice letter which documents the application of the indexing mechanism and calculation of sharable earnings, if any.  Rates for monopoly services and rate caps for flexibly-priced services are determined annually by the application of the price cap indexing mechanism.



A similar framework could be employed for gas utilities.  Over time, the price-cap mechanism would de-link rates from utility-specific costs because rates and cost allocations, once established, would not require Commission review unless utility profits fall below a trigger level.  Pricing, service terms and conditions, and quality standards would all be explicitly identified.  As long as those standards are met, the utility would retain a share of its profits resulting from cost savings.  



There are many benefits to establishing a price cap model for the gas industry.  The increased earning potential under the mechanism itself motivates cost containment, efficiency, and technology investments for new and existing services.  As the Commission noted in 1989 when it approved this model for the LECs,� the mechanism is less susceptible to manipulation by the utilities or other parties, since its application is much more objective and relies much less on information which the utility controls.  The Commission further noted:



We conclude that the price cap framework for updating rate levels and limiting monopoly profits outperforms traditional rate-of return regulation in the areas of encouraging economic efficiency, technological advance, full utilization of the local exchange network, and maintenance of reasonable and stable rates, while making the regulatory process simpler, more efficient, and less easily manipulated.  It assures financial stability and prevents anti-competitive behavior at least as well as does traditional regulation.  Finally, it does not erode our ability to ensure universal service.  We conclude that the new regulatory framework which we have developed meets our regulatory goals in a reasonable manner that balances the interests of ratepayers and shareholders and, as a whole, is preferable to traditional rate-of-return regulation for Pacific and GTEC and should be adopted.�



Aside from the benefits of the mechanism itself, the price cap model also streamlines the regulatory process.  It simplifies ratemaking and provides consistent market incentives and regulatory certainty.  Significant reductions in regulatory process result from eliminating the review of numerous investments and operations, and cost allocation proceedings.  The price cap model could be less controversial and more efficient because ratemaking and cost allocation shifts from evaluation and control of utility’s operations to application of externally-controlled indices such as inflation and productivity.�  Mechanisms for monitoring and evaluating should be established.  There should also be a specific regulatory process established to address issues raised during the course of monitoring and compliance.  An emphasis on monitoring and evaluation will help determine if the utility is operating efficiently, and ensure that prices are not set artificially high.  For example, if the price-cap calculation included consideration of the utility’s productivity, a monitoring and evaluation program could include review of the utility’s productivity to determine if the utility has accurately set prices.      



There are inherent differences between the telecommunications and natural gas industries which may affect the development and application of the price cap index.  Historically, the gas industry has experienced low productivity relative to that of the telecommunications industry, in part because gas transportation is less technology-driven.  The gas utilities may have fewer opportunities to increase productivity than telecommunication LECs, and therefore could be at greater risk under a price-cap index than under regulatory mechanisms that guarantee earnings.  On the other hand, the inflation component of the price-cap index could also exceed gas utility productivity, resulting in ever-increasing rates and profits.  These factors simply illustrate the need to accurately establish the price-cap mechanism’s inflation and productivity levels for each industry.� �Chapter VI



Market Structure Options



With customer choice as our hallmark for change, Californians require a market structure which offers all consumers choice in energy services through irrepressible competition, preempts the exercise of market power, and provides flexibility for the evolution of a dynamic, integrated marketplace.  The Division believes change is required of today’s natural gas market structure; the level of change required will depend on the degree to which market power and conflicting-interest issues are resolved.





The Commission must focus on whether competing incentives and the ability to exercise market power could undermine competition in the gas market.  Unbundling the competitive and partially-competitive components of gas service is only part of the challenge.  If the Commission fails to address market power, which can result in higher prices, it risks more than just failing to enhance competition and providing choices to consumers for natural gas service.  It also misses the opportunity to provide consumers with meaningful choices in converging energy and other utility services.  Our analysis of various market structures and our conclusions are based primarily on the incumbent utilities’ ability and incentive to exercise market power.



As recognized in the Commission’s Electric Restructuring Preferred Policy Decision, 

Market power is the ability of a particular seller or group of sellers to maintain prices profitably above competitive levels for a significant period of time.�  The higher prices reduce economic efficiency because they do not reflect an accurate societal valuation of resources given actual resource supplies.  An equally important concern is that high prices stemming from market power abuse cause an inefficient transfer of wealth from the consumer to the producer.� 



As the Commission stated in the Electric Restructuring Preferred Policy Decision, the mere existence of market power can undermine the goals of competition and consumer choice.  The Division identifies four market structure options that encompass a range of methods for mitigating, or eliminating entirely, the utility’s potential to exercise market power in an anti-competitive manner.  We emphasize that each of these options articulates a long-term vision for California’s natural gas and energy marketplace; many of these options, including the Division’s recommended option, will require sufficient time for the Commission to deliberate, articulate implementation steps, and to educate market participants.  Each option is presented and analyzed below in the context of three factors:  Procurement Service (who provides it, and what the utility obligations would be); Transportation (how the service is provided, and by whom); and the Gas/Electric Nexus (what potential convergence conflicts, challenges or opportunities may arise).  



Each of these options is intended to be considered in addition to the Unbundling and Other Basic Reforms discussed in Chapter IV.  With those Chapter IV reforms, we hope to encourage competitors to enter into the market.  The market structure options outlined below are designed to provide a level playing field upon which competitors can participate.



Option 1:  Open Access-Only



This option retains the gas utility in both the procurement and transportation functions.  It envisions establishing and enforcing Open Access, Information Sharing and Affiliate Rules for transportation products and services offered by the utility in order to prevent anti-competitive behavior.  It also calls for separating SDG&E’s retail gas procurement functions from its UEG activities.�  These components are presented in greater detail below.



Procurement

The utility would continue to provide the bundled gas commodity, delivery and other services to core customers in competition with other retailers.  Under this approach, much of the current procurement framework remains unchanged.  The utility’s procurement practices continue to be governed by core procurement incentive mechanisms (CPIMs) as the Commission’s primary means of ensuring that utilities’ gas commodity rates generally are consistent with the market price.�    Utilities continue to serve as the default and reference price supplier for the market.  This option recognizes that, certainly over the short term at least, there may not be sufficient competitors to utility supply services to serve low-volume residential and small commercial customers.�  Moreover, customers who wish to remain with the utility would have the option to do so, which is an important element of customer choice.  From the supply perspective, this option retains the utilities’ ability to optimize their purchasing power on behalf of customers, and the efficiency of their distribution systems.



With the utility continuing to provide procurement services, the Commission will have to place additional emphasis on establishing appropriate benchmarks and in monitoring the interaction between CPIM gains and losses, and the results of the utilities’ affiliate ventures.  Specifically, as new competitive products and services evolve, the Commission will need to ensure that the utilities do not leverage potential CPIM penalties against greater rewards to them or their affiliates by manipulating procurement portfolio purchases.  Furthermore, at the outset, the utility will likely retain a significant share of the gas supply market.  Implementation of the unbundling and other reforms outlined in Chapter IV, however, will mitigate the utility’s horizontal market power as customers discover new options and services.  



Keeping the utility in the procurement business will also provide consumers with a regulated price reference, and ensure that the competition among retail service providers reflects competition at the least-cost source.  This role will be especially important to customers of PG&E.  Currently PG&E acquires Canadian gas supplies directly from producers in the Alberta basin on behalf of its core and core subscription customers.  California consumers therefore have access to gas supplies that reflect competition within the Canadian production basin instead of competition with Southwest gas at the California border, which, for many months during the year, is more expensive and will likely remain so over at least the near term.  While competition between merchants should, in theory, ensure that Canadian gas commodity prices reflect basin and not border prices, the often large differential between the two will provide a powerful incentive for retail service providers to compete with higher-priced Southwest gas at the California border.  Keeping the utility in the procurement function will mitigate this behavior.



Transportation

Option 1 has the utility retaining the operation and control of, and risk for, gas transmission services.  The Commission will need to take great care that the utility does not exercise its inherent market power over this service as it competes in the downstream procurement and electric generation markets.  Since a primary source of market power is derived from the utility’s discretion in operating its facilities, the rules regarding operational constraints, maintenance decision criteria, and nomination and curtailment procedures should be clearly defined.�  More important, the Commission should actively enforce these rules with clear and significant penalties for violation.  In this way, the utility loses the ability to use its operating discretion to unfairly benefit its own or its affiliates’ services, and customers can make supply portfolio decisions based on a clear understanding of those rules.  



The goal is not to compromise gas transportation system integrity or otherwise limit the utility’s ability to maximize system efficiency.  The goal is simply to ensure that all gas customers have equal, non-discriminatory access to the transportation system.   Option 1 relies upon Affiliate and Information Access rules to achieve that goal.



Affiliate Rules:  A first defense against anti-competitive behavior is to rely upon rules governing affiliate transactions.  The generic affiliate rules adopted by the Commission in the context of the Affiliate Transaction Proceeding, Rulemaking (R.) 97-04-011 and Investigation (I.) 97-04-12, in D.97-12-088, will form the foundation of these guidelines.  These rules will govern the definition of the energy utility affiliate, nondiscrimination and affiliate information-sharing standards, and standards for separating name, marketing, corporate support, facilities and other potential or previously shared resources.  Respondent utilities were ordered to file, in an advice letter with the Energy Division, a compliance plan demonstrating that adequate measures are in place to implement the rules adopted in D. 97-12-088.  However, there may be the potential for affiliate abuses specific to provision of gas and other energy services, that evolve in the context of further natural gas and electric industry restructuring.  To the extent that the Energy Division finds the compliance filing does not address industry specific affiliate abuses, a forum for establishing those rules should be established, in order to ensure that the playing field is level at the outset of these other market structure reforms. 



Information Access: Advantages accruing to the utility from access to system-wide transportation and storage information can be overcome by making that system information available to all market participants.  In this era of the information superhighway and technology advancements, there is no reason why system information cannot be disseminated to all customers on a real-time basis.  Indeed, one of  the fundamental tenets underlying perfectly competitive markets is that all participants have perfect information. For these reasons, the Division recommends Rule III.B. 1 of the adopted Affiliate rules be expanded now.  Rule III.B.1 requires, among other things,  that if the utility provides information to its affiliates, that information be provided to all similarly situated customers.  This rule should be extended to all customers.  In the collaborative process, parties should also identify and recommend protocols for universal and contemporaneous release of system wide information in a manner which does not violate customer-specific or private consumer information.�





Gas/Electric Nexus

In D.90-09-089 the Commission addressed ways of mitigating the utilities’ superior access to interstate capacity that gave them an advantage over marketers competing to serve the noncore market.  In that proceeding, SDG&E argued that it does not actually control the interstate capacity access since SDG&E itself is a customer of SoCalGas’ intrastate system, and that there are economies for SDG&E’s relatively smaller core in having a single procurement portfolio that includes the UEG.  For those reasons, SDG&E argued for and was ultimately exempted from the Commission’s finding that the utilities should be removed from serving noncore customers’ procurement needs.�



Seven years later, in an increasingly competitive energy market, there is good reason now to separate SDG&E’s retail gas and UEG gas procurement activities.�  As the competitive retail gas market evolves, UEG and retail core procurement objectives may diverge.  Obviously, low-cost purchases presumably will be the goal in either case, however, a scenario could arise in which the timing of purchases for retail gas or electric generation procurement could differ, according to the conditions of the respective gas and electric markets.  In times of high electricity demand it may be more profitable, for example, to use cheap gas stored on behalf of procurement customers for electric generation, if the potential profits of that generation are greater than any penalties incurred under SDG&E’s CPIM.  Furthermore, if the Pacific Enterprises/Enova merger is approved, SDG&E will no longer merely be a customer of SoCalGas’ intrastate system; it will be an affiliate.  The resulting potential ability and incentive to exercise market power is further reason to require SDG&E to separate its UEG and retail gas procurement functions.



Option 2:  Establish An Independent System Operator



The primary characteristic of this option is the application of the California electric market model to the market power concerns the Division identified for the gas industry in Chapter II.  That model relies upon an Independent System Operator (ISO) and Power Exchange (PX) to provide the framework to ensure arms-length transactions.  Considering that the natural gas equivalent of the PX already exists today in the form of vibrantly competitive gas commodity spot and futures markets, that element is not contemplated here.  Our analysis of this option focuses instead on the merits of establishing a gas transmission ISO.  The utility continues to provide procurement services to core customers, in competition with other marketers.



Procurement

As in Option 1, the utility would continue to provide procurement services to core customers in competition with other retailers.  Customers could choose to receive service from the utility, or from another retail service provider.  Utilities will continue to serve as the default and benchmark price supplier for the market, and CPIMs will continue to govern utility procurement efforts.



Transportation

This report would be remiss if it did not present the option of establishing an ISO to manage the operation of the intrastate pipeline transmission systems, similar to the ISO currently being established for California’s electric transmission system.  In general, an ISO serves to mitigate utility vertical market power and anti-competitive behavior because it is indifferent to the profit motivation of the utility system owner and, more importantly, it has no incentive or ability to use the operation of the transportation system or the information gained from that operation for profit-making purposes.�  Furthermore, an ISO is designed to ensure equal, non-discriminatory access to the transportation system because it is impartial in making all capacity available to all qualified users.



There are a number of differences, however, between the electric transmission regulatory framework and the California natural gas industry.  Applying an ISO framework to the gas industry could result in significant changes – changes inconsistent with the other goals of this strategy – to overall Commission natural gas policy.  The primary difference is that, in the electric industry, the ISO will be applied in the context of the existing, traditional, cost-of-service ratemaking framework in which the utility is not at risk for recovery of mainline transmission revenues.  In the California natural gas marketplace, the framework has tended toward the opposite:  under major Commission-approved settlements for SoCalGas and, more recently for PG&E, the utilities have taken on a significant share of the risk for revenue recovery for intrastate mainline transmission.�  The Division believes this trend is a natural and expected outcome of the Commission’s “let the market decide” policy.� 



Another way in which natural gas is different is that it can be stored and interrupted -- electrons, on the other hand, cannot.  Services such as storage, parking, loaning and wheeling, for example, offer gas shippers more options than are available to electric shippers in managing their transportation commitments.  This difference may give the Commission additional flexibility in addressing operational concerns.



With these differences in mind, the Division has studied three approaches to applying an ISO model to the California natural gas marketplace.  One approach would have the ISO operate the state’s gas transmission with all rates established on a traditional, cost-of-service basis, as is envisioned for the electric transmission ISO.  Under this scenario, the Commission would abandon its long-standing policy of treating incremental facilities, such as PG&E’s Line 401 and SoCalGas’ Wheeler Ridge interconnect, at utility risk.  Incremental ratemaking is the foundation of the Commission’s “let the market decide” policy, which itself forms the basis for many of the Commission’s efforts to encourage competitive forces in the industries it regulates.  The Commission would also continue to establish mechanisms to allocate capacity resulting from differently-priced capacity paths of the transportation network.�   Therefore, this approach is inconsistent with our principles of streamlining regulation and achieving market-responsive regulatory framework for transportation by offering the utility an opportunity to earn fair returns on those facilities while putting it at risk for stranded costs when they occur.



Another option, which would put the ISO more firmly into the California gas regulatory framework, has the ISO operate the transmission system with revenue recovery remaining at utility risk.  Depending on the ISO’s defined level of operational control, this model could require continued regulatory processes in order to accommodate the utilities’ capacity marketing and promotional efforts, and at the same time not compromise the operational authority of the ISO or the physical integrity of the system. While the ISO ensures that gas transmission is provided to all customers on a non-discriminatory basis, the utility would still have access to important, and potentially competition-sensitive information.  Such information could include knowledge of contract terms, quantities, and prices, since the utility would still own – and be at risk for – the transmission system and would have an incentive to actively market the capacity and offer discounts or flexible contract terms.  In that regard, and considering the utility would continue to provide procurement services under this option, the potential for utility anti-competitive behavior is not alleviated by this option.



The third approach goes a step further than the ISO model and separates both operation and ownership of intrastate natural gas transmission from the current utility structure.  Under this approach, called the TransCo model, the current utility gas transportation system would be separated into two distinct systems, each owned by a different entity:  an intrastate mainline transmission system (the TransCo), and the utility distribution system (the DisCo).  The DisCo role would remain unchanged and it would continue to be regulated by the Commission.  The TransCo would own and operate the intrastate gas transmission line, as well as invest in new capital additions.  Similar to the interstate pipelines, the TransCo would provide open-access and non-discriminatory service at rates consistent with the regulating entity’s ratemaking policies.  It also would not purchase and re-sell natural gas to retail markets.  The TransCo would be regulated, either by the Commission or by the FERC.  This model allows for potential efficiency and competitive gains, such as allowing the company to focus on its core competency and fostering potential facilities based competition.  This would also potentially eliminate cost allocation or operational subsidies between transmission and distribution.  However, it also raises several concerns, including 1) jurisdictional issues depending on how the system is divested and to whom, 2) potentially significant stranded costs if the assets are sold (not spun off), 3) anti-competitive issues if the assets are sold to current utility affiliates or to a company that has affiliates or direct interests in the downstream retail markets, 4) operational inefficiencies, 5) regulatory inefficiencies and 6) separation of the SoCalGas and SDG&E transmission and distribution systems.  For these reasons, the anti-competitive concerns are not adequately met by this model.



Gas/Electric Nexus

The proposal to separate SDG&E’s gas retail procurement from its UEG procurement also applies in this option.  Under Option 2, SDG&E would continue to provide procurement services, and without that separation the potential for anti-competitive behavior remains.



�Option 3: Divestiture of Retail Energy Commodity



This option retains the transportation reforms discussed above for Option 1 (Information Access and Affiliate Rules), but differs in that it envisions a gas marketplace in which the utility does not provide gas procurement or electric generation services.  The regulated utility would essentially become a transportation-only company.�  Any remaining electric generation assets would be divested and the regulated utility’s core procurement function would be eliminated.  The Commission would have to examine the traditional utility obligation to serve and supplier of last resort roles.�



Procurement

This option promotes a fully unbundled market in which marketers, aggregators and other retailers purchase and re-bundle gas supply and delivery services on behalf of all customers, with the utilities acting only as a common carrier of the transportation system. Under this scenario, the regulated utility is eventually prohibited from marketing natural gas, and core customers join the noncore market in being served by the competitive marketplace.  This scenario is based upon the acceptance that, if regulatory and market barriers are eliminated, market forces will be able to respond more effectively to customers than a regulated utility.



By removing the procurement function from the utility, the Commission is truly “leveling the playing field” and all competing marketers face similar risks and opportunities in serving all gas retail markets.  The utility will not have any incentive to engage in anti-competitive conduct since it no longer sells gas supplies, nor will it have the ability, through its transportation function, to affect access and availability to the gas commodity in order to advantage its own regulated or unregulated affiliate procurement services since it is constrained by Affiliate Rules.  In this way, this option is a significant step toward addressing the potential for unfair leverage by the utility of its monopoly over the gas transmission system.�  The Division believes this option enhances the potential benefits of emerging competition in the electric industry by increasing the opportunities for these energy industries to efficiently converge.



Criteria and Other Transition Issues

This option also raises several concerns.  First, not all gas consumers will wish to receive their gas service from competing non-utility suppliers.  In this sense, eliminating the regulated utility procurement function essentially removes a potentially important choice from the array of consumer options.  Second, on a peak day, the available pipeline capacity into and within California is insufficient to meet the state’s total gas demand.�  Traditionally, the difference has been met through a regulatory process in which the Commission defines supply reliability standards for each customer class.  This role will undoubtedly change in the context of a market governed by competition.  



In addition, the Commission should also ensure that the benefits to Northern California consumers of PG&E buying – and more importantly, pricing – gas supplies in the Canadian basin, are not lost.  While competition between merchants should, in theory, ensure low delivered gas prices, any procurement strategy should establish a framework that ensures lower Canadian prices continue to be reflected at the end-user level.  Finally, although much of our focus has centered on utility market power issues, the Commission should also carefully evaluate the potential for others to exercise market power.  Before the utility is removed from the procurement function, the Commission should be satisfied that it is not replacing a regulated dominant provider with an unregulated provider with market power.  No one competitor should have the ability to profitably maintain gas supply service prices above competitive levels for a significant period of time. 

For these and other reasons, this option does not envision eliminating the utility’s procurement service immediately.  Competition will not exist overnight.  There would be much work to be done to ensure that the market can and will meet the needs of every California natural gas consumer.  To that end, the Commission would have to work with the industry and stakeholders to implement the unbundling and other basic reforms outlined in Chapter IV, educate consumers and other stakeholders about the choices they will have available to them, define safety and technical standards, ensure supply reliability arrangements are in place, and evaluate market power potential before the utility procurement service is removed.



In these groundwork efforts, one important task will be defining the criteria by which the Commission can satisfy itself that the gas supply service market is sufficiently competitive to eliminate the utility supply option.  Acceptable market share, concentration, and product and service substitutes should all be clearly defined and considered along with other factors establishing the criteria. �  Other regulatory efforts to define competitive criteria may be instructive in this effort.  One example is the standard developed by the FERC in approving market-based rates for interstate transmission service.�  In that proceeding, the FERC adopted a general criteria of four to five good alternatives in the market, equivalent to a Herfindahl-Hirschman Index (HHI) of .18, as an indication of lack of market power.�  While the existence of an HHI of .18 for the California gas supply market may not necessarily be the correct criteria upon which to remove the utility from the procurement function, it is a good example of a clearly defined criteria and process necessary to this kind of evaluation.  Another example is the “competitive checklist” enforced by state commissions and the Federal Communications Commission that defines the conditions to be met before Bell Operating Companies may compete in the interLATA long distance market.�  This checklist identified specific measures of nondiscriminatory access to network elements, unbundling of local services, access to information and reciprocal compensation arrangements to be met before the Bell companies can provide interLATA service.  Regardless of the criteria established to implement this market structure, it will be incumbent upon the Commission to actively monitor the industry dynamics and developments after it is established.



Regulatory and Utility Obligations

The foundation of the utility’s traditional obligation to serve will be effectively dismantled for the gas supply service under Option 3.  Taking the utility out of the procurement function will require the Commission to closely examine -- and likely redefine -- the roles traditionally filled by the gas utility, including the obligation to serve and supplier of last resort.  Clearly defining these roles will be a particularly important first step in setting the context for resolving the transition issues.  With the utility no longer providing gas supply services, it is important to first identify – if possible – actual services associated with these general terms as they apply to the supply service.  



The obligation to serve, the Division believes, is most analogous to the utility role of providing service to all gas customers on a non-discriminatory basis; the utility is the default provider.  The role of the default provider is to ensure that at all times gas service remains available to anyone who pays for the service.�  Over the short-term, not all areas of California may equally attract competing retailers, nor will all natural gas consumers want the option of choice.�  To ensure the continuous availability of gas services during the transition to fully competitive procurement markets, it is logical to establish a default provider of nondiscriminatory, equal access gas services to all customers.  The default provider would serve any customer who chooses not to select an alternative, or for whom alternatives are not immediately available.  



The Division believes there are at least two ways to establish a default provider.  One alternative would be to establish an Independent Procurement Agent (IPA).  An IPA would be an independent, neutral body charged with purchasing natural gas commodity, transportation, storage and other services on behalf of customers who do not choose competitive supplies, or for whom competitive options are not available.  As a non-profit, public interest organization with no competing interests or affiliates, an IPA’s only mission would be to procure least-cost gas service for its customers.  Another alternative is to allow for-profit retail service providers to competitively bid to provide default service.�  Competing providers interested in providing default service would submit bids to the utility to provide that service at terms, conditions, rates, and/or criteria established by the Commission.�  In either case, the default provider would have the same access to interstate and intrastate transmission, storage and brokering rights, as well as pay the same surcharges, as any RSP competing in the market.�  A single default provider combining the three gas utilities’ markets would maximize operating and purchasing efficiencies, although a separate default provider for each of the three gas utilities could also be established in order to tailor purchasing activities to the respective utility’s transportation system.�



These default provider alternatives share some important potential benefits.  They are consistent with the Commission’s goal of encouraging competitive options within the gas services marketplace, since establishing a default provider separate from the utility does not preclude marketers and other retailers from competing to provide the same services.  Services provided by the default provider would have no inherent advantage over the same services provided by the market because the default provider would operate under the same market framework as other retail service providers.  In that regard, either alternative is similar to a complete market-oriented scenario in that it allows for dismantling the vertically integrated utility structure – that is, taking the procurement function out of utility hands.  In addition, either option helps to assist in the transition to a workably competitive procurement market for all customers.



These default provider alternatives also have some important differences.  An IPA provides customers with the option of purchasing gas services from an independent source driven not by profit but by public interest.  This public interest should ensure that the IPA buys and sells gas at the lowest possible price to the consumer, and would provide a price reference function to the rest of the market.  PG&E’s current customers, in particular, would be assured that the price they pay for Canadian gas reflects producer competition in the basin, and not competition with often higher-priced Southwest supplies at the California border.  On the other hand, the IPA assumes that market forces alone are not enough to ensure that gas customers receive the full benefits of competition in California’s unique market dynamics.  In addition, the IPA is an untested framework.  The source and amount of funds to establish and operate an IPA are unknown; in any case, those costs would be an additional procurement cost for those customers who elect to remain with the IPA.  Finally, and perhaps most important, the IPA framework does not provide accountability for failure or an economic incentive to operate efficiently.  



The bid model, by contrast, is a more market-oriented approach in that it relies on for-profit companies who are economically and financially accountable to their shareholders to provide efficient service.  By establishing rates and criteria for the winning bidder, the Commission could also ensure that this model preserves Canadian producing basin price competition for California supplies.  At the same time, however, as we discussed earlier in this report the Commission has generally been successful in ensuring utility procurement practices reflect competitive pricing.  Current market-driven utility commodity purchasing practices may therefore leave little room for potential profit.  Potential default providers interested in maximizing profit may therefore not be interested in providing that service.



The supplier of last resort role, by contrast, most closely describes what the Division has come to call the “backstop” function.  As the entity traditionally filling this role, the utility has been responsible for ensuring natural gas is available on demand by providing back-up supplies in the event of a supply shortage.  In the future, such supply shortages could result from a retailer who fails to adequately provide gas to their customers, or during periods of exceedingly high demand.  Because the utility has the responsibility to maintain transportation system integrity, it inevitably leads to them performing both a “load balancing” and “backstop supplier” function.�  



Without a mechanism to compensate the backstop supplier, marketers might not have the incentive to reliably provide gas supplies.  In order to ensure compensation to the backstop provider for stand-by gas services, the distribution utility could require competitive suppliers to provide, as a condition of receiving distribution service, the means to recover the backstop cost of procured gas.  The means could be equivalent to reserve requirements of one or more months of supply, in the form of specified storage or capacity levels, or posting of a bond or letter of credit, in addition to stiff financial penalties for being out-of-balance.� Further, the Commission could require the distribution company to adopt penalties or strike-out-rules; where, for example, if the RSP failed to deliver over a pre-determined period of time, the RSP would lose access to the transportation system.  Such rules would provide incentives to RSPs using the utility transportation systems to accurately manage their commodity supply and demand.  



Transportation

The goal of ensuring that the transportation component is available to all customers on a non-discriminatory basis, that it is offered under a regulatory framework flexible enough to meet the changing needs of the market, and that the information gleaned in its operation is not used to unfairly benefit the utility or affiliate business applies, regardless of whether the utility provides procurement services.  Under Option 3, the Information and Affiliate rules of Option 1 would therefore still apply as the means to promote transportation reform.  This, in conjunction with the measures proposed in the context of the Gas/Electric Nexus discussion, will further mitigate anti-competitive concerns.



Gas/Electric Nexus

It is necessary to examine the competitive role of gas utilities in the larger context of the vision of the future, where there is robust competition in the energy and other retail utility markets.  Option 3 achieves this vision by requiring a complete separation of competitive services from monopoly energy transportation functions.  The utility will no longer provide the downstream retail commodities of natural gas marketing or electric generation.  This is a natural progression and the ultimate unbundling exercise of a policy course upon which the Commission embarked over a decade ago, when it separated noncore procurement from transportation.�  The Commission took that initial step so that noncore consumers could reap the benefits of then-nascent competition in the gas commodity market.  



When combined utilities provide both gas transportation and electric generation services, the utility will continue to have the incentive to use the gas transportation function to advantage its own generation or disadvantage its competitors’ generation.�  The Division believes there are two primary ways in which the utility could use the transportation system to manipulate the electric generation market.  The most direct way would be to affect one or more competing generators’ input prices through its control of the gas transportation system by strategic marketing and offering of discounts, maintenance, or nomination scheduling.  The second way would be to affect the market-clearing price of electricity overall.  Gas-fired generation will likely be the marginal fuel source in the electric market and will therefore set the market-clearing, or PX-clearing, price.  Through its control of the gas transportation input to fossil-fuel generation, the utility could have the incentive to leverage the PX price against financial or contractual positions it has taken in the electric market.  It could also have the incentive to affect the PX price in order to control the value of its own generation facilities.  The utility will thus have both the ability and incentive to affect this price, through its control of the gas transportation input, in order to raise the market-clearing price for its fossil fuel, as well as non-fossil fuel electric generation.� �  



This option essentially results in a transport-only utility framework.�  The Division believes that it has two primary advantages.  First, by taking the utilities completely out of the generation business altogether, they will no longer have the incentive to manage transportation services in order to directly or indirectly maximize profits of downstream generation facilities.  This anti-competitive conduct harms not only the utility’s electric generation competitors but also may raise the market-clearing price to the detriment of California electric consumers.  The potential for higher California electric prices overall is especially troubling.  With this in mind, taking the utility out of the generation business will help ensure that the PX reflects electric prices driven by true market demand, and not indirect utility incentives.  Second, this option clearly defines the utility role and business which will allow the Commission and industry together to develop a streamlined regulatory framework.  Third, it would further mitigate horizontal market power concerns in the electric generation market.  This option is consistent with the Commission’s electric restructuring efforts in which all California electric utilities have already been provided with the incentive to divest their fossil-fuel generation facilities.  These efforts are well underway.�  The Commission has already concluded in the context of electric restructuring that the electric generation industry is a competitive market.�   This action would simply build upon those efforts to streamline the industry’s regulatory framework.  Last, and perhaps more important, it is a significant step toward separating competitive from monopoly functions, which is necessary to allow unfettered competition in the converging energy services industry.



This option also requires the consideration the costs and the feasibility associated with the divestiture of facilities with special safety or environmental concerns, such as nuclear and hydroelectric units.  Under current settlements, sunk costs will have been recovered by shareholders by 2001 for PG&E’s Diablo Canyon and Southern California Edison’s (Edison) Palo Verde units, and 2003 for Edison’s and SDG&E’s San Onofre Nuclear Generating Station (SONGS).  Post 2001 and 2003, respectively, ratepayers and shareholders share in any profits associated with the nuclear units.  If divestiture is in the form of a sale prior to 2001/2003 for those units, the issue of potential stranded cost is raised.  There are also national security and safety concerns which could also affect the sale of  nuclear units.�  However, if the divestiture were effectuated through a spin-off, the issue of stranded costs may be mitigated.�  Whether ratepayers would continue to share in the profits remains an open question.  Valuation of hydroelectric facilities would also be open to question.  To the extent that hydroelectric facilities are priced at market value, stranded costs would be recovered in the competition transition charge.  Hydroelectric units, like nuclear facilities, also raise concerns regarding appropriate buyers for these facilities.  For hydroelectric facilities, the environmental consequences of a sale to third-party must also be considered.



Option 4: Affiliate Prohibition in Providing the Retail Energy Commodity



Option 4 builds upon Option 3 outlined above, and goes one step further.  In addition to the strategies outlined in Option 3, utility affiliates would not participate in the retail energy commodity markets.  To this end, utility affiliates would not own electric generation resources, or market retail natural gas, in California.  This approach goes the furthest to remove both direct and indirect utility corporation incentives to engage in anti-competitive behavior.�



Procurement

The same procurement strategy applies to Option 4 as to Option 3.  The utility would no longer provide procurement services, subject to transitional implementation and criteria, as well as re-examination of traditional utility obligations.



Transportation

As in Options 1 and 3, Information Access and Affiliate Rules would govern the provision of transportation services in Option 4.  And, as in Option 3, this transportation strategy works with policies  proposed in the context of the gas/electric nexus to help mitigate potential market power concerns.

�

Gas/Electric Nexus

Option 3 goes a long way toward mitigating the potential for combined gas and electric utilities to exercise market power.  By preventing the combined utility from competing at the retail gas and electric generation level, the Commission would ensure that utilities do not directly compete in retail markets over whose production inputs the utility also controls.  Option 4 retains all of these elements of Option 3.  Under Option 3, however, affiliates of the utility would still be permitted to participate in downstream retail energy markets.  Option 4 would eliminate the remaining utility incentives for potential anti-competitive behavior resulting from utility affiliate ownership of generation facilities or gas retail activities, by banning gas utility and utility affiliates from owning generation or participating in retail gas marketing.



Regulatory policies must recognize certain corporate realities.  The utility is only one entity among many under the governance of a holding company whose fiduciary responsibility is to maximize shareholder value for the entire firm.  As a member of a larger corporate family, the utility’s activities fall under the auspices of its holding company.  To the extent that affiliates of the utility participate in downstream retail energy markets (even if the utility itself no longer participates in those markets), the holding company will have incentives for the utility to engage in anti-competitive behavior to the benefit of those affiliates.  Under a holding company structure with affiliates in retail energy businesses, the incentives and ability remain to engage in anti-competitive activity.  Therefore, to the extent it is possible to remove all incentives for the utility to engage in anti-competitive behavior the utility should not have any affiliates engaged in such businesses.



Prohibiting ownership of generation facilities by affiliates raises fundamental issues with regard to affiliate transaction rules and Commission jurisdiction.  First, the Division does not raise this option lightly or without consideration of other mitigation measures such as affiliate rules to address the concerns regarding affiliate ownership of generation plants.  Absent this option, the Commission’s efforts in the Affiliate OII/OIR must be enforced.  The Division believes, however, that although affiliate rules are designed to prevent such abuses, they will be difficult to enforce, because detecting rule violations requires resources that the Commission currently does not have.  There are numerous ways which the utility could finesse its operations to the benefit of its affiliated generators and, as quickly as one rule is constructed, the utility has the incentive to find a means to evade the rule.  Furthermore, the interpretation of these rules is likely to keep the Commission engaged in contentious proceedings as markets become increasingly competitive.  For affiliate rules to be an effective deterrent, the Commission must act quickly and decisively in order to effectively mitigate competitive harm.  Otherwise, delayed enforcement or insignificant penalties do little to alleviate or mitigate the damage to the competitive landscape.



In the coming years, the Division believes, utility affiliate issues will consume an ever-greater proportion of Commission and industry resources if a market structure is not established that removes utility incentives to engage in anti-competitive behavior through their affiliates.  By limiting its authority to the utility, the Commission provides the utility and/or holding company a means to evade regulation under the guise of a separate corporate entity which is governed by a parent company with the same incentives.  As the Commission has previously stated in recognizing that a corporate structure should not be a legal vehicle for avoiding regulation, “…(a) corporate combine consisting of a parent corporation and a subsidiary or subsidiaries may be considered as one operation for the purposes of regulation”.�  In the gas industry, the Commission originally asserted its jurisdiction over affiliates by prohibiting the establishment of new utility marketing affiliates in D.90-09-089.  In D.91-02-022 the Commission later limited its jurisdiction to the marketing affiliates and subsidiaries of the regulated utility.  



At the same time, the Division acknowledges that this same example may raise an important counter to this option.  After the Commission prohibited the utilities from marketing to noncore customers in 1990, the utilities began to establish marketing affiliates to serve those same customers.  Today, all of the gas utilities have affiliates that are active in retail gas marketing.  The Division is not aware that the activities of these affiliates has been advantaged to date by the corporate utility affiliation.�  This may be because the Commission does not currently have the monitoring resources to track abuses of this relationship, or that such abuses are difficult for the industry to identify – or that this relationship does not in fact impart a competitive advantage upon gas marketing affiliates of the utility.



Regardless, the Division realizes that there are legal concerns that must be resolved to implement this option.  Whether or not this option is adopted, the Commission must use its authority to address problems wherever they exist in the corporate structure.�Chapter VII



Consumer Protection and Public Purpose Programs 



Two important elements of the natural gas industry are broadly characterized as consumer protection and public purpose programs.  Consumer protection measures are critical in a changing industry with companies competing to provide services to consumers.  The level and extent to which consumer protections are necessary will be an issue. For the same reason, there is also a need for an evaluation of the utilities’ continued role in providing public purpose programs mandated by regulation and statute. 



Consumer Protections

While we anticipate that consumers will realize numerous benefits in having a wide range of choice in energy services, we recognize that consumers also could become confused by these choices and potentially fall prey to unscrupulous persons or businesses.  Therefore, the Commission should be informed on the need for consumer protections and institute and enforce protection measures where appropriate.� 



The establishment of consumer protections for gas industry reform should be consistent, where appropriate, with those protections established for California’s restructured electric and telecommunications industries for two reasons.  First, the recommended strategies for unbundling, market structure, and streamlining regulation are consonant with the policies adopted for electric restructuring.  Second, instituting comparable protections will help to: (1)  minimize confusion for customers, (2)  better identify trends in consumer abuse, and (3)  alleviate resource constraints on enforcement allowing for timely prevention and mediation.  



Not all consumers require the same degree of protection.  In restructuring the electric industry, the Commission and the California Legislature recognized that large consumers did not require many consumer protections because they have the resources and sophistication to gain sufficient knowledge about the choices available to them.  Specific protection programs target residential and small commercial customers, such as mandatory registration of non-utility electric service providers, third-party verification of customer service changes, and consumer education programs.  



Consumer Education

Consumers must understand the changes that will take place in the gas industry and how they will be affected by those changes so that they can make informed decisions.  Consumers should know their rights so they can seek recourse if they are dissatisfied with their service or are subjected to fraudulent actions.  Consumer education is essential to initiating this understanding before implementing the policy and market structure changes recommended in this report.   



As in electric restructuring, consumer education of natural gas reform should focus on residential and small commercial consumers.  Due to the electric restructuring consumer education program, customers are becoming more aware of their choices in utility services.  This growing awareness will help promote choices available to them for natural gas services and combined energy services..�   



Customer Information and Privacy Issues

In a competitive market, information about customers, such as energy consumption and time of usage, is extremely valuable to competing entities who wish to serve those customers.  Armed with this information, a competitor has a marketing advantage over other entities.  The Commission, in the Electric Restructuring Preferred Policy Decision, noted that providing utility-affiliated electric service providers preferential access to customer information is a particularly sensitive issue.�   In addition, while competitors want access to customer information in order to market their services to preferred customers, customers may be reluctant to have their information readily available.  For example, a manufacturer may not want to have its energy usage accessible by electric service providers because the release of such data could provide its competitors valuable information about its operations. 



The Commission, in the Electric Restructuring Preferred Policy Decision, ordered that customer-specific information should be made available to all competitors on terms that are fair to all providers and that affiliates should not have preferential treatment. �  The Commission, in D.97-05-040, directed the electric utilities to provide basic customer information upon the customer’s written authorization for release of information to designated electric service providers or to all providers.  Basic information includes the customer’s name, service and billing address, telephone number, account number and historic metered usage.  This information is to be provided in standard format and could be requested two times a year at no cost to the requesting party.  The Commission also required the utilities to offer all providers a non-confidential database containing customer-specific usage information with the customer’s identity removed.�  The utilities could seek cost recovery as a direct access implementation cost under § 376.�  Also, rules for accessing customer information, particularly related to utility affiliates’ access to customer information, must be established for natural gas. 



Registration

Pursuant to § 394(a), non-utility electric service providers who intend to serve residential and small commercial customers must register with the Commission.�  Senate Bill 477  expands registration to exclude public agencies offering electric service to residential and small commercial customers within its own jurisdiction or service territory of a local publicly-owned electric utility.  The investor-owned electric utilities are not required to register; however, unregulated affiliates and subsidiaries of these utilities must register.�  Registrants are to provide under oath, declaration, or affidavit, the following information:

Legal name and any other names under which the entity is doing business in the State.

Current telephone number.

Current address.

Agent for service of process.

State and date of incorporation, if any.

Number for a customer contact representative, or other personnel for receiving customer inquiries.

Brief description of the nature of the service being provided.

Disclosure of civil, criminal, or regulatory sanctions or penalties imposed within 10 years prior to registration.

Proof of financial viability.

Proof of technical and operational ability.



The Commission also has the authority to approve, deny, suspend, and revoke registration as well as adopt rules for standards of conduct for new entrants and penalties for violations.�    



Requiring all energy service providers, including those who offer natural gas services to residential and small commercial customers, to register with the Commission will enhance the Commission’s ability to protect energy consumers and monitor for market abuse trends.  We fully expect that many providers will serve customers with both natural gas and electricity.  So, it is logical to require the same registration requirement.  



As in the registration processes for non-utility electric service, instituting a registration process for natural gas service providers will likely require enabling legislation, particularly if a registration fee is to be charged to applicants.  A registration fee would cover processing, record maintenance, and information access costs. 



Independent Verification of Service Change 

As we have learned in the telecommunications industry, duplicitous entities have subjected customers to service changes without customer consent.  This is called “slamming.”  The Legislature has sought to protect consumers by requiring telephone carriers to employ a verification process when a customer intends to change their telephone service provider.  (See § 2889.5 (a).)        



The California Legislature mandated a similar verification process for residential and small commercial customers when customers are changing to a new electric service provider.  Electric corporations and any person, firm, corporation, or governmental entity are prevented from changing a customer’s service unless the transaction has been confirmed by a third-party verification company.  The third-party verification company must be independent from the entity that seeks to provide the customer with new service.  (See § 366(d) and  § 366(e).)  In D.97-05-040, the Commission stated that, “We do not intend to require registration of the independent third party verification companies, or get involved in who should have to pay these companies.”�



The Division believes a verification process for providers who will offer natural gas service to customers, particularly residential and small commercial customers, should be established.  



Written Notice and Disclosure

In the restructured electric industry, written notice of the prices, terms and conditions of service must be provided by the electric service provider to potential residential and small commercial customers.�  Customers also are provided notice describing the customer’s right to rescind the contract.   (See § 394 (b).)  



Rules for providing appropriate written notice and disclosure by natural gas providers analogous to the rules established in the electric industry should be established.  



Public Purpose Programs 

As competition and reliance on market forces become the axiom of the utility industry, there is a need for evaluation of the utilities’ continued role in providing public purpose programs.  The following section discusses the impact of the recommended strategy on public purpose programs and offers recommendations for their continued funding.  The recommendations rely on the treatment given similar electric public purpose programs by statute, especially the results of AB 1890 and SB 477 (Stats. 1997, ch. 275.)  Most of the recommendations require the Commission’s close coordination with the Legislature.  This will assure that energy consumers will continue to receive the benefits of these programs either as they are provided today or in another manner.



The Nonbypassable Natural Gas Surcharge

The recent reforms in California’s electric industry include changes to the administration and funding of electric public purpose programs.  The costs associated with low-income assistance programs, public interest research, demonstration and development (RD&D) programs, renewable resource programs, and energy efficiency programs are recovered through a legislatively mandated nonbypassable surcharge levied on electric distribution service starting January 1, 1998.  In recent decisions, the Commission has signaled its intent to pursue a nonbypassable gas surcharge for similar public purpose programs.  We discuss this in more detail below.       



In the Electric Restructuring Preferred Policy Decision, the Commission affirmed its commitment to ensure that public purpose programs continue.�   It stated that ratepayer funding for various programs should continue during the transition to a competitive market and favored the establishment of a nonbypassable surcharge to recover the costs of these programs from all ratepayers.  The Legislature in AB 1890 endorsed the Commission’s policy by imposing a nonbypassable surcharge on electric distribution service to recover the costs of low-income assistance, energy efficiency, renewables resources, and public interest RD&D.  In addition, it transferred the supervision of RD&D for purposes other than transmission and distribution functions to the California Energy Commission.�  AB 1890 also provided minimum funding levels for these programs for four years commencing January 1, 1998.  



In D.97-02-014, the Commission affirmed the establishment of a nonbypassable electric surcharge consistent with § 381.�  Section 381 provides that the separate rate component “shall be a nonbypassable element of the local distribution service and collected on the basis of usage.”  The Commission also supported the concept of a nonbypassable gas surcharge and noted that it would lessen concerns regarding cross-subsidies and promote a level playing field between electricity and gas providers in a competitive market.�  This surcharge, levied on all retail gas customers, would unbundle the costs of natural gas public purpose programs into a separate rate component.  The Commission directed the Energy Division to conduct a workshop and submit a report addressing the implementation of a gas surcharge mechanism.�  



The Energy Division held a workshop on March 6, 1997, and filed the Nonbypassable Gas Surcharge Workshop Report on March 31, 1997.  The report recommended the establishment of a gas surcharge for all retail gas customers except for wholesale, UEG and field gas customers.�  Recognizing that customers could avoid paying the surcharge by seeking service from municipal utilities and interstate pipelines, or by substituting fuels, or creating their own municipal utility, it recommended that the Commission pursue legislation with the California Legislature.  



The Commission, in D.97-06-108, adopted the Energy Division’s recommendation that the Commission pursue legislation for a gas surcharge with the California Legislature.  The gas surcharge would fund public purpose programs such as energy efficiency and low-income assistance programs.�  Application of a gas surcharge is deferred until the Commission has had an opportunity to coordinate with the Legislature.  It also clarified that wholesale and UEG customers should be exempt from the surcharge only to the extent that customers of these entities will be subject to their own nonbypassable public purpose program surcharge.  These customers should be looked at on a case-by-case basis, depending upon whether their customers are subject to a public purpose surcharge.  Funding levels for gas public purpose programs should be consistent with electric programs and, therefore, established at a minimum level set at 1996 authorized levels. 



The Division believes that the intent to establish a nonbypassable gas surcharge should continue to be pursued with the Legislature.  While it is not clear which public purpose programs would be included in the gas surcharge recovery mechanism, the Division believes that a surcharge, at a minimum, would recover the costs of low-income assistance, energy efficiency programs, and RD&D programs. 



We offer the following brief descriptions of the low-income assistance, energy efficiency, and RD&D programs.   



Low Income Assistance

Low-income electric and gas customers receive assistance through two utility-administered programs.  Pursuant to §§ 739.1 and 739.2, the Commission has established  the California Alternate Rates for Energy (CARE) program.  Under this program, low-income customers are eligible to receive gas and electric services at a discounted rate.  The cost of this program is not borne by any single class of customers.  By § 2790, the Commission also requires gas and electric utilities to perform home weatherization services for low-income customers in order to reduce the hardships low-income households may encounter.  Home weatherization services include conservation measures, energy education programs, attic insulation, weatherstripping, and caulking.



In the Electric Restructuring Preferred Policy Decision, the Commission endorsed consistent treatment of electric and gas assistance programs “to ensure that low-income residents receive comprehensive assistance in managing their energy use.”�  



Energy Efficiency

The Legislature has found that a principle goal of electric and natural gas utility resource planning and investment should be “to minimize the cost to society of the reliable energy services that are provided by natural gas and electricity, and to improve the environment and to encourage the diversity of energy sources through improvements in energy efficiency. . .”  (See § 701.1.)  The Commission has encouraged utility involvement in energy efficiency programs such as demand-side management activities and promoting energy efficient appliances.



Research, Development and Demonstration

Energy utilities have long supported the pursuit of advanced technologies and knowledge through RD&D projects.  RD&D projects produce benefits for both the monopoly utilities and the public interest.  Common goals include improving productivity, increasing efficiency, improving quality of service, lowering energy costs and meeting environmental challenges.  Certain RD&D projects, such as those which reduce the costs and improve the efficiency of utility operations, may have specific benefits for the regulated utility.  Other RD&D projects primarily provide benefits in the public interest such as low-emission vehicles and energy efficiency projects.   



Section 740.1 delineates guidelines for the Commission to consider when evaluating RD&D programs proposed by the electric and gas utilities.  In the Electric Restructuring  Preferred Policy decision, the Commission recognized a distinction between RD&D projects which benefit the competitive utility functions, the regulated utility functions, and the broader public interest.  It endorsed the concept of a surcharge to collect funds for public interest RD&D, and not for regulated, or competitive research functions.�  Similar program distinctions and funding mechanisms must be explored for the restructured natural gas industry.



Other Natural Gas Public Purpose Programs

In addition to the programs covered under the nonbypassable gas surcharge, there are other natural gas public purpose programs.  These programs promote low-emission vehicles, baseline rates, women, minority and disabled veterans’ business enterprises, and economic development.  DSP recommends that these programs be treated in a manner similar to corresponding electric public purpose programs.



Low-Emission Vehicles

Section 740.3 requires the Commission, in cooperation with other governmental agencies, the motor vehicle industry, and the regulated electrical and gas corporations “to evaluate and implement policies to promote the development of equipment and infrastructure needed to facilitate the use of electric and natural gas to fuel low-emission vehicles.”  The costs of this research should not be borne by ratepayers unless the programs are in the ratepayers’ interest.   



In the Electric Restructuring Preferred Policy Decision, the Commission stated that, “We must determine whether the authorized funding level will be collected within the bundled rate or through a surcharge.”  In a footnote, the Commission states that there should be comparable treatment of LEV costs for both electric and gas utilities.�   The Commission determined that utility customers could benefit directly from these programs due to their eligibility to participate in utility LEV programs.  Therefore, it concluded that the costs of the programs should continue to be collected by the regulated utility and identified as a line item on customer bills.  However, AB 1890 did not adopt a separate line item for LEV programs nor did it explicitly include the recovery of costs associated with LEV programs in the nonbypassable electric surcharge.  The Commission, in D.97-08-056, affirmed that the nonbypassable electric surcharge consists of costs associated with those public benefits addressed by § 381.  



We believe that the recovery of costs for LEV programs could be subsumed in the recovery of public interest RD&D.  It is apparent that further consideration by the Commission and Legislature is required in terms of the treatment of costs associated with LEV programs.     



Baseline Rates 

The baseline rates program provides residential customers with a minimum quantity of gas and electricity at the lowest possible cost available to the residential class as a whole.   Baseline quantities are designated daily amounts of energy that can be purchased at the lower baseline rate.  These quantities are established at levels sufficient to supply a significant portion of the reasonable energy needs of the average residential customer.  Separate baseline quantities are set for electric and gas supplies.  The baseline rate structure is comprised of two tiers.  Tier 1 is the baseline tier at which rates are set lower than those at Tier 2.  The Commission is authorized to establish baseline quantities and rates while assuring that “the rates are sufficient to enable the electrical corporation or gas corporation to recover a just and reasonable amount of revenue from residential customers as a class, while observing the principle that electric and gas services are necessities, for which a low affordable rate is desirable.”  (See § 739.)   



Currently, baseline rates for natural gas are calculated from the transportation component of residential rates.  This means that all residential customers including those who participate in the core aggregation transportation program receive baseline rates.  For residential electric customers, the Commission retained the baseline rate structure for the calculation of distribution rates and the Competition Transition Charge.�  Therefore, all residential electric customers receive baseline rates.     



The Commission, in its Electric Restructuring Preferred Policy Decision, raised the appropriateness of a baseline rate structure by noting that there are inherent conflicts between the types of innovative service offerings that could be provided in a competitive market and using a regulatory-mandated rate design approach.�  One argument for retaining baseline rates is that the program ensures a minimum amount of gas at a lower cost for all residential customers.  This concept of baseline rates mirrors the universal service program instituted in the telecommunications industry.  The premise of the universal service program is to ensure that all customers receive basic telecommunications services such as dial tone and access to 911 services.  However, it could be argued that the benefits of the current baseline rate program could be better achieved through the competitive service offerings of retail providers. 



Until the Legislature and the Commission have explored this issue further, the baseline rate structure should continue.



Women, Minority and Disabled Veteran’s Business Enterprises

In § 8281, California policy promotes greater economic opportunities for women, minority, and disabled veteran-owned business enterprises in order “to attain social and economic equality for those businesses and improve the functioning of the state economy.”�  The State provides that long-term goals be set for regulated utility procurement of technology, equipment, supplies, services, material and construction work from women, minority and disabled veteran business enterprises.  The Commission, by General Order (GO) 156, initiated the women, minority and disabled veteran’s business enterprises (WMDVBE) program in 1987, and established goals for utility procurement practices.  



The Commission, in its Electric Restructuring Preferred Policy Decision, stated that it would continue to apply the WMDVBE statutes and GO 156 pending other direction from the Legislature.   Until the Legislature directs otherwise, there is no reason to change the Commission’s current application of WMDVBE statues and policies as they apply to the operations of the regulated natural gas utilities. 



Economic Development 

The California Legislature endorses the encouragement of economic development by providing that the Commission authorize utility economic development activities.  According to § 740.4, utility economic development activities can include community marketing and development, technical assistance to support technology transfer, and industrial and commercial expansion and relocation assistance.  



The Commission, in its Electric Restructuring Preferred Policy Decision, stated that it would encourage the Legislature to review the need to continue funding of these programs.  However, the Commission affirmed that until this issue has been decided, existing guidelines to fund requests for utility economic development programs should continue.  We believe that the Legislature’s evaluation of gas and electric utility economic development programs should be considered in tandem.

�Chapter VIII



Assessment and Recommendation:  How Options Achieve Objectives



Chapters IV, V and VI and VIII discuss unbundling competitive services, streamlining regulation, mitigating potential anti-competitive behavior, and consumer protections and public purpose programs, respectively.  This chapter provides a broader look at these choices in the context of the criteria for change outlined in Chapter III, and describes a recommendation for California’s natural gas marketplace that will, the Division believes, achieve those objectives.





Summary

As discussed earlier, the Division believes the unbundling and other regulatory reforms presented in Chapter IV are the foundation for the subsequent market structure and streamlining reforms in Chapters V and VI, and the consumer protections of Chapter VII.  An assessment of these reforms is provided first.  This assessment is based on the principles and objectives described in Chapter III.  Tables VIII-1 and VIII-2 summarize the Division’s evaluation of the policies presented in this report.  The reader must bear in mind that the assessment of the market structure and streamlining options which follow are intended to be considered in addition to the unbundling and other reforms.  



There is one theme universal to all the reforms and options discussed in this report worth special attention.  That theme is the need for constant, active, Commission vigilance and monitoring not only of the utility services we propose to reform, but also of the industry dynamics in general.  From tightening balancing services to eliminating utility gas procurement services, the need for Commission enforcement of its rules and protection of California consumers will be greater than ever as the amount of industry competitors, service options, business opportunities and information increases.  Regardless of the path California’s natural gas industry takes, the Commission will need to refocus its regulation away from traditional approaches and toward consumer protections and market power monitoring.�

Table VIII-1

�Unbundling & Regulatory Reform Strategies�

Regulatory Reform and Incentive Regulation Options��

��

Option I:  Quadrennial Cost Allocation�

Option II:

 Simplified 

General Rate Case

�

Option III:

Price Cap��Replace traditional regulation with competitive forces where competitive potential exists�Reduces barriers to entry

Benefits of competition available to all customers

Mitigates potential anti-competitive behavior by rate design actions  

Rate flexibility provides some ability for anti-competitive behavior �Barriers to entry and potential for anti-competitive behavior unchanged�Barriers to entry and potential for anti-competitive behavior unchanged �Barriers to entry and potential for anti-competitive behavior unchanged��Reform regulation �Provides utility flexibility, risk and reward

Reduces regulatory burden�Benefits limited to consolidation of cost allocation proceedings for all gas utilities and lengthening of time between proceedings (from 2 years to 4 years)   �Somewhat increases utility flexibility, risk and reward 

Somewhat improves market certainty and regulatory burden  �Significantly increases utility flexibility, risk and reward

Provides for regulatory certainty��Maintain consumer protections �Comparable consumer information and rights to privacy

Potential efficiency improvement in public purpose programs �Comparable consumer protections and rights to privacy�Comparable consumer protections and rights to privacy�Comparable consumer protections and rights to privacy ��Maintain supply reliability

Ensure safety 

�Standards would be redefined; absent oversight, could be compromised�Comparable reliability, availability and safety standards�Comparable reliability, availability and safety standards�Comparable, although absent oversight, could be compromised��

�Table VIII-2

�

Market Structure Options���

Option I:

Rules Only�

Option II:

ISO/TransCo�

Option III:

Partial Retail Divestiture�

Option IV:

Complete Retail Divestiture��Replace traditional regulation with competitive forces where competitive potential exists�Modest improvement in mitigating potential anti-competitive behavior�ISO:  modest improvement in mitigating potential anti-competitive behavior.

TransCo:  potential improvement in mitigating anti-competitive behavior

�Reduces barriers to entry 

Benefits of competition available to all customers 

Significantly mitigates potential for anti-competitive behavior �Reduces barriers to entry 

Benefits of competition available to all customers 

Eliminates potential for anti-competitive behavior��Reform regulation �Comparable utility risk, reward and flexibility

Comparable potential for evolution of new markets and services�ISO:  Reduces utility flexibility; eliminates utility risk; may limit evolution of new markets & services 

TransCo:  utility focus is narrowed; may encourage facilities-based competition

�Comparable utility flexibility, risk and reward

Increased opportunity for evolving markets & services 

Reduces regulatory burden after initial implementation.�Comparable utility flexibility, risk and reward

Increased opportunity for evolving markets & services

Reduces regulatory burden after initial implementation��Maintain consumer protections �Need to educate consumers about service options

Redefines right to privacy; absent oversight, could be compromised

�Need to educate consumers about service options 

Need to educate consumers about ISO or TransCo  

Redefines right to privacy; absent oversight, could be compromised

�Need significant consumer education efforts on service options

Redefines consumer privacy; absent oversight, could be compromised�Need significant consumer education efforts 

Redefines consumer privacy; absent oversight, could be compromised��Maintain supply reliability

Ensure safety 

�Potentially redefines�Role of the ISO or TransCo needs to be defined�Redefines; absent oversight, could be compromised�Redefines; absent oversight, could be compromised.��

�Unbundling and Other Transmission Reform Strategies (Chapter IV)

As presented in Chapter IV, the Division believes that unbundling and transmission reforms are critical to the reform of California’s natural gas marketplace, regardless of the other market structure or regulatory reform recommendations contained in this report.  These unbundling proposals focus primarily on achieving our principles of replacing traditional regulation with competitive forces in markets where competition or the potential for it exists, and streamlining ratemaking regulation for non-competitive utility functions.  The unbundling strategies and removal of the core aggregation transportation program limits are crucial first steps for the expansion of customer choice for all California gas consumers.  These strategies will be particularly important in achieving our objective of reducing barriers to entry for competitors, by reducing restrictions and broadening the range of services that potential competitors can provide to the market.  This, in turn, should help make the benefits of competition available to all consumers, and foster an environment that nurtures the evolution of competitive, innovative products and services.  Indeed, many of the services we have identified – revenue cycle services, procurement-related costs, interstate pipeline demand charges, storage, balancing, and secondary transmission service – already offer significant competitive potential.



The unbundling and other reforms address other objectives as well.  Unbundling revenue cycle services, for example, will be an important opportunity to ensure that the safety of gas services is not compromised.  And, as gas supply competition for all customers develops, reliability standards and the Commission’s role in establishing them will need to be re-examined.  Finally, the strategies relating specifically to transmission, including establishing a secondary market and consistent rate design, tightening balancing tolerances, and re-examining UEG-cogenerator rate parity will help to mitigate anti-competitive behavior in the transmission market, regardless of its structure.  Many of these strategies will also reduce regulatory burdens, balance utility risk and reward, and provide a framework within which the utility can exercise the flexibility demanded by a continually evolving energy marketplace.





Streamlining Options - (Chapter V)



Option 1 – Quadrennial Cost Allocation Model

Concurrent cost allocation proceedings every four years for all gas utilities

Continued PBR/GRC ratesetting model 



The varied ratemaking frameworks under which California’s three gas utilities currently operate do not uniformly provide utilities with incentives to balance shareholder and ratepayer interests.  Under the Quadrennial Cost Allocation Model, current ratemaking mechanisms themselves remain unchanged – it is only the cost allocation process that is modified.  And, while the four-year framework of this option provides the industry with some increased certainty and alleviates some pressure on industry resources to litigate these issues once every two years, we believe the Commission should seriously consider other ratemaking alternatives in order to allow those valuable industry resources to focus instead on developing new, innovative energy products and services.  The current regulatory framework for cost allocation, even once every four years, is an inadequate response to the changes now occurring in the industry.



Option 2 – Simplified General Rate Case Model

Consolidate revenue requirement and cost allocation proceedings

Eliminate balancing accounts and BCAP proceedings

Three to four-year rate case cycle 



The simplified GRC model contemplated in Option 2 provides marked improvements over the status quo in terms of the regulatory process.  This option would substantially reduce regulatory burdens by eliminating BCAP proceedings as well as balancing account provisions.  Although this option still envisions the Commission processing a significant utility rate filing once every three to four years, those rates would apply until the next rate case without exception.  With rates firmly established over this interval, the Commission would provide some level of rate certainty and stability to the market and, at the same time, provide a framework that allows for a small degree of utility flexibility in investment and operational decision-making.  Together, these provisions would contribute to a business environment in which new and innovative markets can flourish.



On the other hand, we believe that the ratemaking mechanism itself falls short of our other streamlining objectives.  Specifically, a general rate case model – even a simplified one – does not achieve our objectives of maximizing balanced shareholder and ratepayer incentives through risk and reward mechanisms and maximizing utility flexibility in investment and operational decision-making.  In establishing base rates, the emphasis in a GRC focuses on costs and utility assets, not productivity or efficiency.  Utility risk and flexibility last only as long as the rate case cycle.  While the regulatory process is streamlined under this option, the regulatory mechanism itself does not achieve our objectives for reform.



Option 3 – Price Cap Model

Establish initial rates and cost allocation

Rates adjusted annually by pre-determined index factor



The price cap model envisioned in Option 3 goes the furthest to streamline both the regulatory process and the ratemaking mechanism.  Essentially, this framework elicits the most desirable utility behavior because the mechanism incorporates significant incentives for efficiency and innovation once initial rates are set.  Under this model, utility investments are at their risk and the utility has the ability to respond to market conditions as those conditions change and as the market itself evolves.  Consistent with our principle of maintaining a standard of consumer protection in both monopoly and competitive markets, emphasis on establishing appropriate monitoring and evaluation mechanisms should be considered in tandem with establishing the price-cap mechanism itself.  Furthermore, a process to consider issues raised in monitoring and evaluation should be instituted to ensure that the utility is operating efficiently and that prices are not set artificially high.  



The price cap model is all-encompassing.  Just and reasonable rates reflecting set base revenues and cost allocation are established clearly at the outset.  Shortfalls as well as windfalls accrue to the utility.  Because this framework applies over a longer period of time, it provides the most certainty and stability to the market.  And, with utility filings limited to annual indexing, this option significantly reduces the burden on industry and Commission resources.  



Market Structure Options (Chapter VI)

Option 1-- Open Access 

Gas utility provides both gas procurement and transportation services.

Commission establishes and enforces Information Access and Affiliate Rules for transmission products and services offered by the utility in order to prevent anti-competitive behavior.  

SDG&E’s retail gas procurement functions are separated from its UEG activities.



Under the market structure contemplated in Option 1, utilities continue to provide procurement services in competition with other retail service providers.  As part of their continued role in providing procurement services, the utility’s traditional role and obligation as the supplier of last resort in providing default and backstop services, are unchanged.  In that way, Option 1 is consistent with the objectives of maintaining reliability and service standards for California gas consumers. 



Option 1 also goes part way toward achieving our objectives of mitigating anti-competitive behavior, making the benefits of competition available to all customers, and allowing for the evolution of future competitive markets.  Essentially, Option 1 relies on further transmission reform to achieve these objectives.  Open access, information and affiliate rules, if carefully constructed and actively enforced, will remove much of the utility’s ability to exercise market power because such rules will prevent discriminatory treatment through operation, marketing and information access related to the transmission system.



This option does not remove utility incentives to exercise market power because the utility still remains in a position of ownership interest in electric generation and the procurement function and may use its control over gas transportation to advantage these interests.  The utility also will likely retain much of its horizontal market power in providing procurement services by virtue of its continued presence in that market; utility name recognition and existing customer relationships can be difficult market barriers for other RSPs to overcome.



Retaining the regulated utility procurement function also falls short of our objective to separate competitive or potentially competitive services from their monopoly counterparts.  As a result, it will result in continued economic regulation and oversight to ensure the utility is not cross-subsidizing its competitive business with regulated, ratepayer-funded services.  In the end, this option requires continued Commission economic regulation over a service that has the potential to be guided, we believe, more efficiently by the market.  



Option 2 – ISO

Gas utility provides gas procurement services.

Commission establishes a gas ISO or, as an alternative, a TransCo to operate utility-owned transmission in order to prevent anti-competitive behavior.  

SDG&E’s retail gas procurement functions are separated from its UEG activities.



Options 1 and 2 provide essentially the same market structure:  the utility continues to provide procurement services in competition with other RSPs, the SDG&E-specific issues are resolved, and anti-competitive behavior is addressed through transmission-focused alternatives.  While Option 1 relies on establishment and enforcement of transmission rules to eliminate the utility’s ability to exercise market power, Option 2 envisions establishing a gas transmission ISO to achieve that same outcome.  The overall assessment of Option 2 is very similar to our analysis of Option 1.  The utility’s continued role as provider of last resort maintains traditional gas supply reliability and availability standards, which meets the objectives of not compromising current supply reliability and availability.  But while this option mitigates the utility’s ability to exercise market power, the incentive to exercise market power remains.  The utility retains its sizeable market share in providing procurement services.  Because the utility procurement function is not separated from its monopoly functions, traditional regulatory oversight of this function will continue.



Overall market structure aside, we have also evaluated the specific merits of a gas ISO, considering its ability to resolve the gas industry’s challenges given the current and future regulatory framework for intrastate transmission, its ability to ensure nondiscriminatory access, and the economic and regulatory costs involved.  Considering that an ISO is an additional quasi-regulatory player with whom market participants must interact, it runs contrary to our objectives of simplifying the California gas marketplace and streamlining the regulatory framework by reducing regulatory burdens.  The costs associated with establishing the ISO are also unknown – but in any case will likely increase the overall gas costs for Californians.�  Just as important, establishing an ISO would be inconsistent with California’s long-standing “let the market decide” policy for natural gas.  As we discussed in Chapter IV, we believe this policy, and its underlying belief that transmission rates should be value-driven, is the correct path to follow.  Furthermore, establishing an ISO runs contrary to our objective of providing a framework that allows for utility flexibility, investment and operational decision-making.  Because the utility will not have that flexibility, this option could dampen the evolution of future innovative transmission products and services.  



While the TransCo model provides a better competitive transmission framework in some respects, it has other drawbacks.  The potential jurisdictional and stranded costs associated with this option are inconsistent with our objective of streamlining the regulatory framework.  More important, this model may not even address the anti-competitive issues it is intended to mitigate.  We believe the Commission has better options.  Equal, non-discriminatory access to the transmission system can be more efficiently assured through one of the other options.



Option 3: -- Divestiture of Retail Energy Commodity

Utility does not compete to provide gas procurement or electric generation services.  A default provider helps speed the transition to a fully competitive procurement market.

Re-examination of the traditional utility obligation-to-serve and supplier-of-last-resort roles is necessary, in addition to establishing market-evaluation criteria.

The regulated gas utility becomes a transportation-only company, governed by Information Access and Affiliate rules to mitigate anti-competitive behavior



The market structure presented in Option 3 goes one step further than Options 1 and 2 toward replacing traditional regulation with competitive forces where that potential exists.  This option minimizes the regulated utility’s ability to exercise market power through Open Access/Operational, Information and Affiliate Rules, and also removes much of the incentive to exercise market power by eliminating the downstream retail gas procurement and electric generation functions from the utility’s purview.  Essentially, it eliminates the regulated gas utility’s involvement with the retail energy commodity.�  At it’s heart, the market structure contemplated in Option 3 focuses on core competencies.  The regulated gas utilities’ skill, experience, and business strategy will focus on the area in which it has enormous and unique expertise:  natural gas transportation.  The utility’s operational, maintenance, and marketing expertise and efficiency in providing transmission and distribution services, is preserved.  In this way, Option 3 is consistent with our objectives of separating the utility monopoly from competitive business and mitigating anti-competitive behavior.  To the extent that utility presence in the procurement market discourages potential competitors, this option also helps reduce barriers to entry for this market.



With the potential for anti-competitive behavior reduced, the industry and the Commission can focus resources on evolving competitive energy markets.  And, while the Commission and the industry in general will need to monitor and enforce the rules governing the remaining utility services, those efforts can be more focused and concentrated.  The need to create regulatory constructs and expend industry resources to monitor utility actions for cross-subsidization, for example, is substantially lessened.  

With the utility out of the procurement function, the provider-of-last-resort definition and traditional utility role in maintaining acceptable reliability, availability and safety standards, will need to be redefined.  We do not believe that the utility necessarily needs to provide procurement services in order to maintain acceptable standards.  Indeed, as competition promotes efficiencies, quality and innovation in providing gas retail services, we believe gas consumers will see improvements in service quality, reliability, and safety standards under Option 3.



Option 4 – Affiliate Prohibition in the Retail Energy Commodity

Utility does not compete to provide gas procurement or any generation services.  A default provider helps speed the transition to a fully competitive gas procurement market.

Utility affiliates do not own generation facilities or market gas in California.

Re-examination of the traditional utility obligation-to-serve and supplier-of-last-resort roles is necessary, in addition to establishing market-evaluation criteria.

The regulated gas utility becomes a transportation-only company, governed by Information Access and Affiliate rules to mitigate anti-competitive behavior



Even the most far-reaching option can’t remove all the incentives to exercise market power.  Utility affiliates’ interests will increasingly compete, directly and via financial mechanisms, in markets whose inputs the utility will continue to control.  Affiliate rules, monitoring, and complaint processes are one means of addressing that potential.  Option 4, however, provides an even more thorough framework for eliminating direct utility incentives to engage in anti-competitive behavior.  It contains all the elements of Option 3, plus goes one step further.  The utility would have no direct or indirect incentive to use its ownership and control of transmission and distribution facilities in order to affect the retail gas market or the market-clearing price of electricity through its affiliates.  As a result, Option 4 goes the furthest in providing a market framework that maximizes efficiency of the utility system and industry resources, streamlines regulatory oversight, and nurtures the development of new and innovative markets.  At the same time, however, it could also place the Commission in a position of preventing a competitor from entering the same market that the Commission hopes to nurture, and may be unnecessary if adherence to affiliate rules can be actively monitored and enforced.



Consumer Protection and Public Purpose Programs

The strategies raised in Chapter VII for ensuring continued consumer protection and public purpose programs will be essential as competition and customer choice evolve in California’s natural gas industry.  Without appropriate consumer protections, both customers and legitimate competitors seeking to serve those customers are disadvantaged.  Consumer protections such as education and appropriate disclosure of services prevent customers from becoming confused about their service options.  With the efforts underway in electric restructuring, consumers are more likely to understand their choices for natural gas services and combined energy services.  Also, lack of understandable information about customer service choices is a barrier to entry for potential competitors; educating customers can help remove that barrier.  Finally, Chapter VII outlines specific strategies for administration of public purpose programs and their costs, consistent with our objective to ensure that the benefits of these programs remain available in a competitive market.  To a great degree, comparable treatment of gas and electric public purpose programs has already been achieved with electric restructuring.  In so doing, administrative and funding efficiencies are preserved.

�

A Recommendation for California’s Natural Gas Market

In order to fully maximize the benefits of previous natural gas and electric industry reform in California, we believe the challenge is clear.  The Commission must promote competition in the natural gas market and establish a regulatory framework where participants can focus their resources on providing high quality, innovative customer products and services – not on avoiding regulatory constructs and anti-competitive behavior or participating in Commission proceedings.  We have presented and evaluated a number of options for achieving that goal, bearing in mind that any recommended strategy must also maintain consistency, stability, consumer protections and gas supply safety and reliability.�  



We believe all of the unbundling and other reforms presented in Chapter IV lay the groundwork for our recommended strategy by identifying some of those potentially competitive markets.  The price cap model described as Option 3 in Chapter V will ensure that utilities in these new and evolving markets operate under a stable, simple regulatory structure that protects consumers and also provides utilities with ample opportunities for risk and return.  Next, as described in Option 3 of Chapter VI, the Commission and industry should work toward eliminating the regulated gas utilities’ participation in providing retail gas supply services, with the assistance of a default provider, as a workably competitive market develops.  The Commission should also complete the gas utilities’ divestiture of electric generation facilities begun under electric restructuring.  The Division believes that extending this ban on retail energy business to utility affiliates as discussed in Option 4 is premature at this time.  Information Access and Affiliate rules should adequately control the utility’s ability and incentive to exercise market power.�  The Division believes that this market structure, based on the utility’s gas transportation core competency, provides the best opportunity to establish a true level playing field for those markets.  Finally, the success of these options greatly depends on an effective consumer education program that helps consumers understand their options and choices, as well as their rights, in the emerging energy marketplace.  Funding and administrative mechanisms of public purpose programs may change in this marketplace, but the Division believes they will continue to provide significant benefits to consumers regardless of the market structure or regulatory framework.  Taken together, DSP believes this overall Natural Gas Strategy will ensure that the benefits of California’s natural gas industry reforms will reach all California gas consumers.  Finally, it will capitalize on the Commission’s electric restructuring efforts by removing unnecessary impediments to developing convergence in electric and natural gas markets and provide a framework for future convergence opportunities to benefit California’s economy and infrastructure.
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During the course of its research, the Division of Strategic Planning had discussions with representatives of these organizations:



California Cogeneration Council



California Industrial Group



California Manufacturers Association



Canadian Association of Petroleum Producers



Canadian Consulate General



El Paso Natural Gas Company and Mojave Pipeline Company



Enron Corporation



Hagler-Bailly, Inc.



Kern River Gas Transmission Company



CPUC, Office of Ratepayers Advocates



Pacific Gas Transmission Company



Pacific Gas and Electric Company



Pacific Gas and Electric Company’s “Gas Accord’s Core Procurement Advisory Group”



San Diego Gas & Electric Company



Southern California Utility Power Pool/Imperial Irrigation District/

Los Angeles Department of Water and Power (SCUPP/IID/LADWP)



Southern California Edison Company



Southern California Gas Company



Wild Goose Gas Storage Company



The Utility Reform Network



Transwestern Pipeline Company



Utilicorp United Company

�ISSUES DEFERRED FROM  

1997 SoCalGas/ SDG&E BCAP DECISION (D.97-04-082)



Long Run Marginal Costs (LRMC)- Related Issues:

Uncertainty with using a forward-looking approach  e.g. volatility associated with demand forecast and inadequate resources to review demand forecasts.



Confusing results with a least cost plan when the system is mixed with competition and regulation.



A system design criteria which has low probability of occurrence and assigns significant costs to the core, and is likely to accommodate both core and noncore needs during non-design criteria periods.



Scaling which reduces the marginal costs signals and indicates that the difference between marginal costs revenues  and embedded costs should probably be considered a transition cost and not recovered on a marginal cost basis.



Other Cost Allocations and Rate Design Issues:

The appropriateness of maintaining a core reservation for interstate capacity



Transition Cost Policy



A study of SoCalGas’ storage operations including the cost effectiveness of withdrawal reservations, a definition of firm  injection service, and a study of load balancing injection capacity.



An analysis of the full cost and cost allocation ramifications of three alternative reliability standards.



A customer classification study for core deaveraging for SoCalGas



Consideration of Global Settlement undercollections, if any, for SDG&E



A review of potential real-time pricing schedules for SDG&E



�

Generation Resource Mix
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� CPUC 1997 Business Plan, January 23, 1997.

� This document represents the analysis and recommendations of the Division of Strategic Planning and does not incorporate legal analysis.

� SDG&E filed on December 19, 1997 in A.97-12-039 to divest all of their electric generation facilities.  Separation of their UEG and retail gas procurement activities is, therefore, only necessary until divestiture of their generation facilities is complete.

�  Vision 2000: A Report On Our Progress Toward Change,  California Public Utilities Commission, San Francisco, CA, January 10, 1996, Chapter 1, page 1.

� D.97-04-082, Ordering Paragraph 5, p. 183.

� This document does not incorporate legal analysis.

� See Enhancing California’s Competitive Strength:  A Strategy For Telecommunications Infrastructure, California Public Utilities Commission, November 1993.

� See California’s Electric Services Industry:  Perspectives On The Past, Strategies For The Future, California Public Utilities Commission, Division of Strategic Planning, February 1993.

� “Resolution on Federal Legislation Mandating Retail Natural Gas Unbundling Programs,”  1997 Report Of The Committee On Gas, NARUC, p. 34.  The American Gas Association estimates approximately 13.3 million households – one-fourth of all residential natural gas customers nationwide – will have the opportunity to select their natural gas supplier by the year 2000.  See the American Gas Association web site (www.aga.com, The Dynamics of Competition in the Natural Gas Industry).



� See Decision (D.) 91-02-040.

� The Commission opened Order Instituting Rulemaking (R.) 94-04-031 and Order Instituting Investigation (I.) 94-04-032 to consider restructuring of California’s electric industry. This proceeding is commonly referred to as “electric restructuring.”  In D.95-12-063, as modified by D.96-01-009, [Electric Restructuring Preferred Policy Decision], the Commission adopted policies to reform the electric industry.  Subsequently, the Governor and the California Legislature affirmed and expanded upon the Commission’s reform policies by enacting Assembly Bill 1890, (Stats. 1996, ch.854.) 

� Donald F. Santa, Jr., “Toward a Common Energy Future:  Electric Power and Natural Gas Restructuring,” The National Regulatory Research Institute Quarterly Bulletin, Winter 1996-1997, Volume 17, Number 4,  p. 473.

� Vinod K. Dar, “The Next Convergence:  Energy, Telecommunications and Internal Infrastructure,” Public Utilities Fortnightly, March 15, 1997, p. 24

� Several documents were instrumental in understanding the history of the Commission’s natural gas reform efforts and are useful reviews for the uninitiated.  The Commission Advisory & Compliance Division’s (now Energy Division) “Natural Gas Primer,” a short summary of the industry’s history, is a useful starting point.  In addition, the Fuels Branch of the Division of Ratepayer Advocates, now Office of Ratepayer Advocates, completed a briefing paper on the history of natural gas (“The Regulation of Natural Gas, Volumes I and II”) in October of 1992.  Finally, Resource, PG&E’s encyclopedia of energy utility terms, has some valuable historical information on federal laws and regulations.

� “Hub” services are generally considered to be short-term, less-than-firm services provided by the utility or pipeline that a shipper can use to manage its gas supply flows, including “parking” its gas on the utility system for a short term, or, conversely “borrowing” gas from the utility system.  “Wheeling” is another Hub service in which a shipper contracts to move gas via displacement or exchange over the utility system.

� The market-oriented policy for expansions is often referred to as the “let the market decide” policy.

� A secondary market is essentially a market in which “original” customers of the utility or pipeline are empowered to broker that original service to other potential customers.

� The total interstate capacity to California is 6.9 billion cubic feet per day.  See 1996 California Gas Report.

� Under PG&E’s Gas Accord, the 10% limit is lifted and 250,000 aggregated minimum is lowered to 120,000 therms per year for core aggregators in PG&E’s service territory.  The Gas Accord is a comprehensive rate and service settlement between PG&E and its customers.  The settlement term extends to December 31, 2002.  It was approved by the Commission in D.97-08-055. 

� As identified in the Electric Restructuring Preferred Policy Decision, horizontal market power is derived from barriers to entry or few market participants.

� Southern California Gas Company (SoCalGas) and SDG&E have base rate PBRs approved in D.97-07-054 and D.93-06-092, respectively.  PG&E currently operates under a GRC framework.  PG&E  filed a new GRC in December 1997.  

� The issues listed in Appendix B are an indication of magnitude and complexity of issues addressed in BCAPs.  

� Base costs generally include operations and maintenance expense, depreciation, taxes, and return on investment.

� LRMC methodology is a multi-step process.  Based on certain reliability criteria and other conditions, a resource plan is developed.  The resource plan and other methodologies form the basis for determining the unit marginal cost associated with each function (e.g. storage).  The unit marginal cost is the cost associated with the last unit of production.  The unit marginal cost is applied to the sales determinant for each customer class across all functions to obtain the total marginal cost revenues for each class.  The marginal cost  revenues across classes are added to obtain the total system marginal cost revenues which are scaled to the actual revenue requirement determined in the GRC or PBR.

� Other costs are typically comprised of  balancing account costs, transition costs (e.g.,  Interstate Transition Costs Surcharge), and interstate demand charges.

� Based on revenue allocations in D.97-04-082 for SoCalGas and SDG&E and D.97-08-055 for PG&E.

� This does not mean the Commission should not change policies as conditions warrant, but rather a given policy should be adhered to until conditions differ.

�  F. M. Scherer, Industrial Market Structure and Economic Performance (Chicago, Rand McNally College Publishing Company, 1970) p. 10. 

� The reader should bear in mind, though, that manifestation of anti-competitive behavior will not necessarily be limited to the examples provided in this report.  The Division does not presume to be as imaginative as the market.

� The utility currently has the responsibility to balance the system so that supply meets demand such that individual requirements are satisfied.  If the difference between actual consumption and supplies nominated into the utility system exceeds a given threshold, the aggregator would be assessed a penalty for being out of balance.  (However, under existing curtailment rules when demand exceeds supply, core customers are given priority over noncore customers; therefore noncore requirements may not be met.  It should be noted that there has been limited curtailment in recent years.).

� SDG&E was and is still permitted to procure gas for its noncore customers without requiring them to go through the core subscription program.  37 CPUC 2d at 630

� 37 CPUC 2d  93.  It should be noted that the lack of access to firm interstate capacity at that time also contributed to a dysfunctional noncore procurement market.  37 CPUC 2d at 630

� The timeframe for which they are substitutes varies.  For heating or cooking purposes, gas and electric are substitutes in the long run, i.e., the next time the customer buys a new stove.  For industrial processes such as electricity production, gas and electricity are almost instantaneously substitutable, i.e., depending on the relative prices, the generator may choose to buy instead of produce electricity via gas-fired generation or vice versa.

� In 1995, 31% of electricity used in California was gas-fired generation.  (CEC statistics, Total Production By Resource Type In Millions of kWh).

� The utility’s ability to act on these incentives in a systematic fashion affecting all customers is constrained by regulatory oversight by the Commission.

� Although the stand-alone utility with energy affiliates is not directly competing with other generators, the incentive to engage in anti-competitive behavior for a stand-alone utility with electric affiliates is the same as the combined utility.  For the purposes of discussing the impact of anti-competitive behavior of the gas utility on the electric market, therefore, “gas utility” refers to both combined gas/electric utilities and stand-alone gas utilities with electric affiliates.

� During the transition period when utilities are recovering stranded electric generation costs through the Competition Transition Charge, (CTC), the combined-utility or stand-alone gas utility with electric generation facilities subject to CTC has less incentive to increase input production costs, e.g. gas, cost since this will raise the market clearing price of electricity.  Higher electric prices would reduce its ability to recover CTC.  Some parties have even alleged that there will be incentive to reduce the market clearing price so that the utility can ensure CTC recovery or deter entry.  Additionally, the utility’s incentive to engage in anti-competitive behavior may be limited to some extent by the ISO contracts and fixed payments for nuclear electric generation.  However, the precise nature of ISO contracts are unknown at this time.  More generally, the incentive to raise gas costs is dampened when the utility cannot meet the entire electric demand and when electric transmission is unconstrained.

� The incentive to purchase Canadian gas when it is the higher-priced alternative may be limited, however, by the penalties of the procurement incentive mechanism for exceeding the market benchmark price.

� The Commission adopted this policy in D.93-02-013.

� The transportation revenue requirement also includes storage and revenue cycle costs.

� Interstate pipeline demand charges and storage are already unbundled from noncore rates, and “procurement-support costs”  currently are included, to some degree, in each utility’s brokerage fee.  

� Utilities would not be at risk for public purpose programs.

� After-meter services may include re-lighting pilot lights, service connections, and gas line inspection and testing.

� D.97-05-039 sets forth the basic framework for unbundling electric revenue cycle services.

� Comparable components of billing, for example, should be unbundled for both gas and electric services.

� See D. 97-05-039, pp. 9-10.

� This is a service that the competitor also could elect to have provided by the utility.  Any framework that is established to accommodate this should prevent ratepayers from subsidizing utility competitive ventures, and the utility subsidizing other retail service providers’ billing costs.  This framework should apply across utility industries, in recognition of convergence opportunities.

� This is also true for large-volume users, but it might be cost-effective to physically curtail those customers if such action were ever necessary.

� See D.97-05-039, pp. 10-17.

� A workshop could be held with all interested parties to discuss development of open architecture and communication standards for metering equipment and functions.  A similar workshop in the Commission’s electric restructuring proceeding provided valuable information and led to the adoption of interim metering standards.  See D.97-12-048.

� PG&E has unbundled its interstate pipeline demand charges; SoCalGas and SDG&E were instructed to unbundle interstate charges by 1/1/99, when PITCO/POPCO transition charges are eliminated and capacity reductions on El Paso and Transwestern are realized.  

� SDG&E’s latest BCAP decision, D.97-04-082, authorized SDG&E to unbundle costs associated with its 10 million cubic feet per day of El Paso capacity.  To the extent that mechanism is inconsistent with any overall Commission-approved mechanism, the recovery mechanism discussed in SDG&E’s BCAP should be modified to maintain consistency across utilities.

� Although the level of these stranded costs cannot be quantified at this time, the Division estimates that SoCalGas’ interstate demand charges for capacity assigned to the core will be nearly $150 million in 1998.  These costs include contribution to risk-sharing surcharges to Transwestern and El Paso pipelines, respectively, as part of long-term rate settlements reached with those companies.  The total cost associated with SoCalGas’ core reservation on these pipelines can be expected to change as the surcharges expire and the base rates of these settlements increase over time.

� The Commission has historically allowed full recovery of the costs associated with unbundling interstate capacity costs from noncore rates through the ITCS, which is assessed on an equal cents per therm basis on all noncore throughput. Any shortfall in recovering the ITCS balance is tracked in the ITCS balancing account. The utilities are therefore fully insulated from having to maximize the throughput and revenues associated with brokering their excess capacity.

� See D.90-01-015, in SoCalGas BCAP application (A).89-04-021.

� The majority of unrecovered CTC balances as of January 1, 2002 are the responsibility of the utilities; however, if the CTC balance is fully recovered before that date, the CTC is no longer applied.

�Those customers who remain with the utility would be charged for their capacity at the market price.  In addition, they would pay the same stranded cost surcharge that is paid by the other core customers who elect to purchase their interstate capacity needs from non-utility sources.

� The full as-billed rate is the FERC-approved maximum tariff rate.

� Currently, storage has three primary functions.  First, it provides a reliability function.  The utility typically uses supplies from storage to supplement flowing supplies to meet its own procurement customers’ requirements during peak periods, typically in winter months.  Second, storage provides a hedge against price fluctuations.  To reduce the overall cost of gas supplies, utilities or a customer can purchase low priced gas at times of relatively low demand and store this cheaper gas for use when prices are higher.  Third, storage is used by the utility to balance its transportation customers’ demand and supply on the system.

� Under the Gas Accord, PG&E retains balancing account treatment for the Noncore Storage Program through March, 1998. Beginning April 1, 1998, balancing account treatment will be eliminated, putting PG&E at risk for recovery of noncore storage revenues.

�In D.97-06-091, the Commission approved the Certificate of Public Convenience and Necessity for Wild Goose Storage Incorporated. Wild Goose is a new entrant in the storage services market whose facilities are solely at the risk of their investors.

� See the 1996 California Gas Report

�The Commission approved SoCalGas’ Global Settlement in D.94-07-064.  For the term of the settlement (through July, 1999), SoCalGas is at risk for noncore revenues.  To the extent that noncore revenues exceed noncore costs, excluding Enhanced Oil Recovery (EOR) and unbundled storage costs, shareholders retain the difference up to an annual cap; 87.5 percent of the excess is returned to ratepayers the following year.  During and after the Global Settlement period, SoCalGas is at risk for all shortfalls due to noncore discounts under Expedited Application Docket (EAD) contracts.  Under PG&E’s Gas Accord approved by the Commission in D.97-08-055, PG&E is at risk for all intrastate transmission system revenues.  Under the Accord, PG&E will set tariff rates for its Northern, Southern, and California transmission paths based on embedded costs and is allowed to discount those rates at PG&E’s discretion subject to the discounting rule.  The revenue shortfalls/gains accrue entirely to PG&E.  PG&E has also taken on risk for its existing EAD contracts.

� To the extent that the integration of utility transmission and distribution systems precludes this end, transmission and distribution systems should also be unbundled.   

� More recently in D.97-11-070, the Commission adopted strict daily imbalance standby procurement penalties for the months of  November through March, when the mismatch between gas deliveries and usage tends to be the greatest.

� To remove the tolerance band entirely, however, could result in windfall earnings to the utility as individual imbalances would invoke penalties even though the system as a whole is at or near balance.

� For marketers that do sell to the traditional “core” market in PG&E’s service territory, there is a provision in the Pacific Gas Transmission Company general rate case settlement at FERC that requires the benefits of lower interstate transmission rates on PGT be passed on to PG&E core customers through 2002.

� Unless otherwise noted, all section references are to the California Public Utilities Code.

� This requirement applies to the amount of gas that is used to generate electricity as efficiently as the electric utility. 

� Cogenerators’ transportation rates have historically been higher than UEG rates.

� One of the primary reasons for maintaining a demand and volumetric rate structure for combined utilities was to prevent the combined utility from maximizing profits “by selling as much gas as possible to its affiliated electric department even if such sales result in turning back cheaper purchase power.” (40 CPUC 2d, p.393). The Commission later eliminated this rationale (41 CPUC 2d p.694), however the rate structure was maintained.

� Arguably, different rate structures may not have a significant impact since it is likely the electric dispatch price will have to include some of the gas transportation demand charges and not just the volumetric rate since over the long run these costs must be recovered.  Moreover, cost differences between gas utilities may be a more significant factor than rate structure. 

� This may occur independent of rate structure.  Even if the electric transmission rate were mileage-based, a gas-fired generator may find it advantageous to locate at the California border for other reasons.

� Without concurrent rate design changes in electric transmission, mileage-based rates for gas transmission will have a limited impact.  Because the FERC has jurisdiction through the ISO over electric transmission rate design, this is an area in which the Commission would have to work closely with the FERC.

� D.92-12-058 established the major components of a long run marginal cost methodology for natural gas services, however, in practice the “fine-tuning” of this methodology has dominated every BCAP proceeding since.

� The phrase “…to/in the next BCAP” is commonly found in many Commission decisions.  BCAPs have progressed to be so complex that the two-year interval is almost over before the decision is issued and the next BCAP filing is made.

� These ratemaking models apply to all gas utility services except for the cost of the gas commodity itself.

� See D.90-09-089.

� All balancing accounts except those recording stranded or transition cost recovery would be eliminated.

� See D.89-10-031.

� Id. at p. 216

� Id. at p. 216a

� The major difference between the price cap contemplated in this option and the PBR mechanism adopted for SoCalGas, for example, is that the PBR mechanism does not resolve ongoing allocation issues.  SoCalGas is required to file in its 1998 BCAP to address program review, throughput, rate design and balancing account issues.  The pricing option contemplated herein would not entertain a recurring throughput and rate design analysis and is therefore more effective in streamlining the regulatory process.

� SoCalGas’ current PBR mechanism provides another example.  In D. 97-07-054 the Commission adopted a revenue indexing and sharing PBR mechanism for SoCalGas, for base rates from January 1, 1998 through December 31, 2002.  The Commission modified the simple inflation minus productivity index to reflect SoCalGas’ declining rate base; application of the simplified index would overstate revenues necessary to support a normal rate of return.  The price cap mechanism should also reflect this modification.

� cf. Department of Justice (DOJ)/Federal Trade Commission (FTC) Horizontal Merger Guidelines.

� D.95-12-063, as modified by D.96-01-009, p.90.

� In A.97-12-039, SDG&E filed to divest all of its electric generation facilities.  Separation of UEG and retail gas procurement activities is, therefore, only necessary until divestiture of its generation facilities is complete.

� The CPIM benchmark is generally based on a weighted average of specific spot-market indices.

� The Division’s research and discussions with core aggregators indicates that, for many, their more immediate focus is on large-volume core gas users.

� Parties we interviewed expressed particular concern about the utility’s discretion in defining receipt point windows and exercising system over-nomination declarations.  

� Efforts to develop uniform information-sharing and operational standards are ongoing in other states and at the federal level.  The Gas Industry Standards Board (GISB), for example, is a collaborative process to establish such standards for interstate gas pipelines.

� The other gas utilities are permitted to sell gas to noncore customers only through core subscription.

� In A.97-12-039, SDG&E filed to divest all of its electric generation facilities.  Separation of UEG and retail gas procurement activities is, therefore, only necessary until divestiture of its generation facilities is complete.

� An ISO has no incentive, for example, to declare unscheduled maintenance on a line segment that leads to a competitor’s gas-fired generator on a peak load day, or to use the gas nomination information to anticipate a competing gas merchant’s business strategies.  

� SoCalGas’ Global Settlement approved in D.94-07-064, and PG&E’s Gas Accord approved in D.97-08-055.

� We believe putting utilities at risk for their transmission systems is a natural trend -- Chapter IV recommends that all utility mainline transmission capacity be owned and operated at utility risk, regardless of the market structure options discussed here.  We note here that the “let the market decide”  policy would be inconsistent with an ISO.

� On the electric side, congestion pricing for peak-load transmission demand is such a mechanism.

�Separating SDG&E’s retail gas procurement from its UEG procurement activities is a moot issue in Option 3 since the utility would no longer provide procurement services or fossil-fuel generation.

� The Division recognizes there may be legal issues associated with the development of Option 3.  This report has not focused on the legal ramifications of the policy options presented herein, although those issues would certainly need to be resolved.

� The Division recognizes that the market power concerns and issues raised here and in Option 4 are, for the most part, theoretical.  As the market develops, instances of market power may not be limited to the specific concerns we present here.  Conversely, and perhaps more important, we note that provision of gas transportation services will still be regulated by this Commission.  If anything, the market power concerns raised in this report serve to illustrate how important gas transportation services will be to the emerging energy marketplace.  Although the regulatory framework for gas transportation may change, the Commission will still actively ensure those services are provided on a non-discriminatory basis at reasonable rates.  

� Total pipeline capacity into Southern California in 1996 for example, was 4,030 MMcf/d ( million cubic feet per day).  Extreme peak day demand forecast for that period was 4,388 MMcf/d (1996 California Gas Report, pp. 75, 82).  Note that the available pipeline capacity is sufficient to serve, and in excess of, California’s average demand.

� The relevant product market should be articulated by the Commission.

� 75 FERC, ¶ 61,076, Alternatives to Traditional Cost-of-Service Ratemaking for Natural Gas Pipelines, Docket No. RM95-6-000.

� An HHI is calculated by summing the squares of each seller’s market share.  For example, if there are two sellers, each with a 50% market share, then the HHI would equal (.50)2 + (.50)2 = .25 + .25 = .50.  The lower the HHI, the lower the market concentration.

� This checklist was established in the context of the Telecommunications Act of 1996.

� We point out here that there could be different types of default service.  For example, the role of serving customers who simply elect not to choose a retail service provider is different from the role of standing ready to serve lower-margin or otherwise higher-cost customers.  Compensation for the different default provider roles could be identified separately.

� D.97-05-040, pp. 5, 48-49 identifies that the LDC is obligated to provide electricity and distribution to all customers and that customers have a right to return to the default provider.

� The idea of competitively-provided default services is also being discussed in other states.  Nevada, for example, recently passed legislation that permits the Nevada Public Utilities Commission to put the electric default supplier function up for bid.  The Oregon Public Utilities Commission is also currently considering a proposal by Portland General Electric to put its Standard Offer, or default service, out to bid.

� The default provider itself would not be regulated by the Commission.

� The relatively inexpensive capacity on PGT currently held by PG&E on behalf of its core customers would be available to any RSP who serves that market, consistent with the current PGT settlement at FERC.

� Consolidating the purchasing for all three utilities’ customers into one default provider raises monopsony power concerns.

� The utility currently is able to keep the system and markets whole by withdrawing stored gas, increasing gas flows from interconnected systems, reducing line pack, and requesting large customers to curtail gas consumption.

� The imbalance penalties discussed in Chapter IV could apply, or additional penalties could be imposed.

� See D.85-12-102

� For the purposes of the Gas/Electric Nexus discussion, a combined utility refers to both a combined gas and electric utility as well as a stand-alone gas utility which owns or whose affiliates own electric generation facilities.

� The utility’s incentive to exercise market power in the short term is mitigated by its desire to recover the Competition Transition Charge, fixed prices for nuclear generation, and potentially the electric ISO contracts and PBRs for hydroelectric and geothermal facilities.  As discussed earlier in this chapter, the Division proposes these options for the long term, beyond the transition periods of the CTC or fixed contracts for nuclear generation.

� Appendix C shows the three California electric utilities’ generation resource mix based on capacity.

� To the extent the electric utilities continue to provide electric supply services, the utilities are not completely “transport-only”.

� PG&E initially filed in A.96-11-020 to divest approximately 50 percent of its fossil-fuel generation, and is considering filing additional applications to completely divest those assets.  Edison’s sales of ten plants will be finalized after ISO and PX are deemed functional.

� The Commission’s Electric Restructuring Preferred Policy Decision relied upon this premise.

� Electric Power Alert has reported that FERC Chairman Murkowski is contemplating regulatory reforms including lifting the prohibition on foreign ownership of nuclear facilities. Electric Power Alert October 13, 1997

� The Air Touch spin-off from Pacific Telesis is an example of such a divestiture.

� Similar to Option 3, there may be legal issues associated with the development of Option 4.  This report has not focused on the legal ramifications of the policy options presented herein, although those issues would certainly need to be resolved.

� 52 CPUC pp.689

� This is an area which the Commission could request to hear from parties with direct industry experience.

� While agencies and avenues may exist in California for consumers to be compensated for unreasonable behavior, the Commission has an obligation, to the extent it can anticipate such behavior based on its experiences in other industries, to be prepared for such activities.

� Section 392 requires the electrical corporations to devise and implement a consumer education program in  conjunction with the Commission.  In D.97-08-064, the Commission adopted the utilities’ proposal for a joint, statewide consumer education program.   

� D.95-12-063, as modified by D.96-01-009, pp. 71, 108.

� Id., Ordering Paragraph 20, at p. 224.

� The Commission specified the details of releasing information in D.97-10-031.  The Commission’s rules are consistent with the customer confidentiality provisions in § 394.4 (a).

� Similarly, pursuant to the Federal Communication Commission’s rules on Customer Proprietary Network Information (CPNI), the incumbent local exchange carrier cannot release CPNI to a third party unless the customer has provided written consent to release such information. The incumbent local exchange carrier must make aggregate CPNI available to competing carriers on the same terms and conditions as it provides the information to its own operation.  Aggregate CPNI is information that summarizes CPNI without identifying customer-specific information. Similar and consistent provisions are promulgated in § 2891.

CPNI includes number of lines, class of service, network service (Centrex, call waiting, etc.), usage and billing data (including calling patterns, number and length of calls, telephone numbers called, total billed revenue, etc.).  Note, the Telecommunications Act of 1996 also established CPNI rules for all telecommunications carriers.  Some of the FCC’s CPNI requirements have been superseded by the Telecommunications Act of 1996.

� Pursuant to § 10130, a registration process has also been established for telecommunications corporations who intend to operate in California and do not have monopoly or market power in a relevant market as determined by the Commission.  Prior to determining if a corporation is eligible for registration status, the Commission must verify the corporation’s financial viability, and verify that the officers have no history of committing fraud.  The corporation must also obtain a performance bond to cover taxes, fees, or deposits, or both, collected from its customers.  The Commission may also exempt corporations from registration status as well as cancel, revoke or suspend registration under certain circumstances. 

� The investor-owned electric utilities are defined as electrical corporations pursuant to § 218.

� See § 394.25.

� D.97-05-040, Conclusion of Law 36, p.87.

� In the telecommunications industry, prior to an agreement between a competitive local carrier and a customer, the customer must be informed of all rates and charges for desired services and any other rates or charges that will appear on the customer’s first bill.  Competitive local exchange carriers must also provide written information to new customers on all material terms and conditions that could affect what the customer pays for telecommunications services. Potential customers who are denied service must be given the reason for denial in writing.





� Id.,  at pp. 145-168.

� The California Energy Commission is also known as the California Energy Resources Conservation and Development Commission.  

� Also, in D.97-02-014, the Commission established new administrative structures for low-income assistance and energy efficiency programs consisting of independent boards, and administrative entities selected through a competitive bidding process.  In recognition that energy efficiency and low-income assistance programs have different goals, the Commission established separate administrative structures for these programs.  See D.97-02-014, Conclusion of Law 3, p.85.  Furthermore, it advanced its belief that the new structure should apply to both electric and gas programs.  During the transition to this new structure, SDG&E, SoCalGas, and PG&E will continue to administer the programs until the new administrative system is operational.  Per D.97-02-014, the new administrative structures were applicable to SDG&E, Edison, PG&E and SoCalGas.  Later, in D.97-04-044, the Commission clarified that SoCalGas has the option of continuing to operate its own energy efficiency and low-income programs until a gas surcharge is implemented.  It strongly encourages SoCalGas to work with the independent boards and administrators to coordinate the planning and delivery of services.

� See D.97-02-014, p. 84; Finding of Fact 25.

� Senate Bill 678 (Stats. 1996, Chapter 285) also required a Commission report on similar issues related to low-income public policy programs.

� These customers are subject to their own nonbypassable public purpose surcharge.

� Pursuant to § 381, the electric nonbypassable surcharge for public purpose programs recovers costs associated with energy efficiency and conservation activities, public interest RD&D, low-income assistance programs, and the operation and development of renewable resource technologies.  This Report does not discuss public purpose programs associated with renewable resource technologies since there are no comparable programs in the gas industry. 

� D.95-12-063, as modified by D.96-01-009, Footnote 68, p. 164.

� Id., Conclusion of Law 88, at p. 215

� Id.,  at p. 173.

� See D.97-08-056,  p. 42.

� Id.,  at pp. 162-163.

� Id.,  at p.168.

�The Commission has authorized approximately $300 million to establish and run the California electric ISO and Power Exchange.

� Energy utilities would, however, still market retail electric services, according to the framework being established in the Commission’s Electric Restructuring Proceeding.

� This report is not a Commission Order.  Naturally, if the Commission wanted to implement the policy changes recommended herein, or to implement any other policy changes for the natural gas industry, it would do so based on a developed record that reflects due process rights of the industry and interested participants.  

� However, Option 4 is available for consideration now, as in the future, should this prove not to be the case.
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