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COMMENTS OF JAMES WEIL

ON CALIFORNIA'S NATURAL GAS INDUSTRY

Pursuant to the Assigned Commissioner's Ruling on Several Procedural Matters, dated March 17, 1998, I submit these written comments in response to the rulemaking. I represent myself as an individual gas customer of Pacific Gas and Electric Company (PG&E) in this proceeding. I do not act as agent or attorney for, or otherwise represent, any other person.

General Comments

After reading "Strategies for Natural Gas Reform: Exploring Options for Converging Energy Markets," prepared by the Division of Strategic Planning (DSP), I am left wondering what specific facts led the Commission to open this rulemaking. Thinking back to the genesis of electric restructuring, I recall the importance of the energy crisis in the early 1970's, the National Energy Act in 1978, the resurgence of cogeneration and demand‑side management (DSM) technologies, speculation about retail wheeling, and the opportunities for deregulation of the generation function suggested by vigorous responses to utility requests for privately‑financed capacity and energy. The Commission's rulemaking and investigation into electric restructuring seemed timely and inevitable. I do not feel the same comfort about this proceeding. Deregulation of the natural gas production function, which in some ways parallels the electric generation function, began more than 10 years ago. Opportunities for deregulation of gas transmission and distribution functions seem reduced in scope, as is true for electric utilities. I am not sure just what ills we are trying to cure.

I support reliance on competition in markets where workable competition or the potential for competition exists. However, I encourage the Commission to review carefully real‑world competition and potential competition. Introduction of the "let the market decide" policy has not come without cost and aggravation.

California now has more pipeline capacity than it needs, but the historical growth of capital‑intensive industries has been irregular. Asset growth is "lumpy," as major projects are completed one at a time, not in a smooth pattern of development. The Commission should adopt policies that will thrive in overcapacity and undercapacity regimes.

Responses to Selected Questions

Attachment A to the Order Instituting Rulemaking lists 26 questions for comment. I will respond to 11 of them.

1. Policies and Priorities

In my judgment, the Commission should adopt three priorities for reform of natural gas regulation in California.

First, regulatory policies should depend on careful assessments of real‑world market conditions, regular reporting of market conditions, and close scrutiny of market power and conflicts of interest. The foundation for future regulation should be objective facts, not dogmatic philosophy. Gas transmission and distribution may have natural characteristics that do not lead directly to competitive outcomes. Unbundling will isolate some services that are more competitive than others, but the Commission cannot assume that all services are amenable to economic deregulation. Development of the necessary factual basis for reform may require evidentiary hearings, and the timing of market assessment may not be ideal. PG&E's Gas Accord will soon become effective. It may be best to allow gas markets to respond and adapt to the Gas Accord before assessing market behavior, especially in northern California.

Second, opportunities for unbundling and rebundling of gas services should underlie any future regulatory reforms. Unbundling will promote customer choice among service options, enhance economic efficiency in the use of assets, and create opportunity for new entrants in gas service markets. Unbundling should also lead to rates and prices based on embedded costs. Bundled utility gas service requires complicated cost allocation steps in order to determine fair and reasonable rate distinctions among customer classes. The Commission has reasonably adopted equal percent of marginal cost (EPMC) policies to accomplish those cost allocations. However, when services and costs are unbundled, it becomes easier to set rates based on embedded costs associated with each service element. Most customers accept embedded cost principles because embedded cost calculations are straightforward and seem fair to customer classes. Conversely, EPMC calculations are notoriously sensitive to input assumptions and consequently encourage contentious Commission proceedings. In my opinion, one of the benefits of PG&E's Gas Accord is that it insulates customers from the effects of EPMC cost allocations.

Third, the Commission must maintain adequate protections for residential and small commercial customers. I agree with DSP's conclusion that unbundling of gas service will cause high transaction costs for small customers. High transaction costs lead to a preference for bundled service. Small customers can benefit from unbundled service options, but many customers will pursue rebundled service from marketers and brokers. Even in industrial markets, few large customers procure their own gas directly. Reasonable protections against abuses by marketers and brokers are necessary. Telephone industry problems with slamming and high rates, and potential electric industry problems with provider capability should warn the Commission of the need for consumer protections.

3. Synergy Between Gas and Electric Service

Gas and electric services to small customers are parallel in some ways. Customer choice should affect both services, and consumer protections and public purpose programs are necessary for both services. I expect that time‑of‑use metering will be less important for gas service because storage and balancing can buffer hourly spikes in supply and demand. Exercise of market power and anti‑competitive behavior will affect both gas and electric service, but in more complicated ways. On the gas side, I anticipate that market power for transmission service will be an important issue. On the electric side, operation of the transmission system is entrusted to the independent system operator, but market power for generation service may become an important issue.

5. How to Proceed

As I stated above, the Commission should begin by reviewing factual information about current markets, participants and market transactions. It is absolutely necessary that regulatory reforms begin on solid ground. I suspect that the procedural schedule set forth in Attachment B to the Order Instituting Rulemaking is overly optimistic.

8. Competition in Residential and Small Commercial Markets

I do not agree entirely with DSP's assessment of the causes for low acceptance of core aggregation services. High transaction costs and limited unbundling opportunity are surely important, but the present restriction to 10% of total core demand is meaningless until that level of penetration is reached. I suspect that core preference for bundled service, driven by high transaction costs, reduces the appeal of core aggregation. Generally thin margins in gas transmission markets may discourage market entry by new core aggregators.

10. Prospects for Unbundling

I agree with DSP that revenue cycle services can be unbundled.

The procurement function should be separated into two parts. First, there is the business function of aggregating loads and finding suppliers. This will require very little effort if the Commission creates an independent procurement operator. Second, there is the price risk associated with procurement. This risk can be substantial, especially during winter months. Some customers may be willing to retain the price risk, and others will want to pay a procurement operator to assume the price risk. Because the risks of the business function and the procurement price are so disparate, the two should be unbundled.

I agree that storage service can be unbundled, but the mechanics of unbundling can be complex. Storage is an important element of balancing service, which every customer requires. If the distribution utility manages system balancing and operates storage service and/or other hub services, conflicts of interest can arise. The boundaries between balancing, storage and parking and lending services are indistinct.

I would hope that public purpose programs can be unbundled, and their costs be assigned to all services in the form of a tax. The disconnection between public purpose expenditures and cost causation should remove public purpose programs from conventional cost allocations. 

15. Reconsideration of Marginal Cost Ratemaking

I agree that the Commission should take another look at marginal cost ratemaking. See the second priority in my response to Question 1.

16. Potential Anti‑Competitive Behavior

As new pipelines are built throughout North America, gas transportation will increasingly occur across a continental pipeline network. This will encourage competition among gas producing basins, but it may not create workable competition among pipelines. I anticipate that individual pipelines may still control transportation prices in their own corridors. There will be little direct competition among pipelines, and basin price differentials may dominate transportation cost differentials. Opportunities for anti‑competitive behavior could persist for many years.

19. Eliminating the Utility Procurement Function

See my response to Question 10.

21. Utility Backstop Service

I believe the distribution utility should retain the obligation to provide procurement service, but it should include only the business function that I identify in my response to Question 10. The customer should bear the procurement price risk, or pay a fair price to the distribution utility or a competitive marketer or broker to insure against that risk.

23. Consumer Protections

Consumer protections are necessary. See the third priority in my response to Question 1.

26. Public Purpose Programs Covered by a Surcharge

I support inclusion of reasonable costs to provide for baseline rates, low-income assistance, and WMDVBE programs. To this list I would add intervenor compensation costs, which are small in comparison to utility revenue requirements or even utility regulatory affairs budgets. Assignment of compensation costs to all customers would save utilities the stress and acrimony of litigating compensation awards. I would accept inclusion of reasonable costs for DSM and research, development and demonstration programs. I oppose inclusion of costs for low‑emission vehicles and especially economic development subsidies. However, I understand that the law requires ratepayer support of certain of these costs.

Do hazardous waste costs belong in this proceeding? In general, I believe that shareholders should pay such costs because hazardous waste cleanup is an investment‑related risk. Shareholders are compensated for hazardous waste risks in their return on equity. I recognize that the Commission has reviewed ratemaking treatment for hazardous waste costs in other proceedings.

Dated March 23, 1998, at San Rafael, California.
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