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On January 21, 1998, the Public Utilities Commission of the State of California (“Commission”) issued an order instituting a rulemaking to assess and revise the regulatory structure governing California’s natural gas industry (“Rulemaking”).  The Rulemaking invited interested parties to submit comments concerning the restructuring of California’s natural gas industry.  mc2 Inc. (“mc2”) hereby submits the following comments in response to some of the Commission’s questions in Attachment A of the Rulemaking.

INTRODUCTION


mc2 is the retail energy sales unit of Chicago-based MidCon Corp. with its principal place of business located at 701 East 22nd Street, Lombard, Illinois 60148-5072.  MidCon Corp. is a Delaware Corporation and is a wholly owned subsidiary of KN Energy, Inc., headquartered in Lakewood, Colorado.  KN Energy, Inc., through its subsidiaries, sells, stores or delivers about seventeen percent of the natural gas consumed in the United States annually. mc2 sells natural gas to end-users in several midwestern and eastern states. mc2 currently sells electricity to end-users in Pennsylvania


mc2 is committed to efforts to introduce competition and choice into the energy industry.  mc2 looks forward to working with the Commission as it investigates the unbundling of natural gas services.  Today, most California industrial and some commercial customers already purchase natural gas directly from non-utility suppliers.  However, many commercial and most residential customers still purchase a bundled product from the gas distribution utility.  The benefits of competition are being denied to these customers.  In order for the California gas market to be truly competitive, these customers need the benefits of deregulation.  Today’s customers want increased choice in their service offerings and expect savings from their exercise of choice.

General Questions:

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

Any investigation into the unbundling of natural gas services should include small commercial and residential customers.  The benefits of a competitive natural gas industry should be extended to all customers.  With this ideal as the target, mc2 offers the following seven recommendations.

FIRST RECOMMENDATION:

UNBUNDLING OF NATURAL GAS SERVICES

SHOULD BE COMPLETE
A complete unbundling of natural gas distribution company services and the establishment of cost-based rates for those services is needed. At a minimum, these component services should include: gas procurement; firm transportation; interruptible transportation; upstream storage; on-system storage; balancing; peaking; back-up; emergency; billing; and metering. Full unbundling of services and rates will bring greater efficiencies to the market. First, customers will select only those services that they desire from the distribution company and may opt to acquire other services from marketers and suppliers. Second, full unbundling will give marketers the maximum opportunity to manage their gas procurement activities as well as their transportation and storage assets. The greater the cost savings that marketers are able to achieve in these areas, the lower the prices they are able to offer to business and residential customers.

SECOND RECOMMENDATION:

FAIR AND WORKABLE CAPACITY RELEASE

The establishment of a fair and workable capacity release mechanism, not only for upstream pipeline and storage capacity, but also for LDC assets as well as on-system storage and peaking facilities is needed. To the extent that upstream capacity constraints exist for all or part of an LDC service area, the only way a marketer can serve customers is to have access to the upstream capacity acquired on behalf of these customers by the LDC. mc2 recommends a capacity release mechanism that allows for voluntary assumption of upstream capacity by a marketer, up to the limit of the capacity that has been allocated
 to that marketer’s aggregated customer load. Mandatory assignment of capacity limits flexibility and may add burdensome costs to a marketer that make it difficult to provide the customer savings that competition would otherwise engender. 

mc2 further recommends that marketers be allowed to select specific transportation paths to serve their customers, rather than being assigned a pro rata “slice-of-the-system”. A slice-of-the-system approach to capacity release makes it more difficult for a marketer to employ its expertise in midstream asset management.  A slice-of-the-system approach, however, might be palatable if all assigned capacity were priced at the system-average cost and if marketers are allowed to freely trade their capacity allotments.  Stranded cost recovery should only be permitted after a showing of mitigation efforts.

THIRD RECOMMENDATION:

CUSTOMERS SHOULD HAVE THE RIGHT TO RECEIVE

ONE BILL FROM THE NATURAL GAS SUPPLIER

The Commission should provide flexible customer billing options. For marketers, unbundling should represent more than just the ability to supply a customer with the commodity. It should also mean the ability to communicate directly with that customer through the billing envelope, the bill itself and any billing inserts. One of the primary goals of unbundling and competition in both the natural gas and electric industries is to greatly expand the range of choices available to customers. The concept of expanded choice should not be limited to just product and pricing options.  Choice should be broad enough to include any service option customers want, including receiving one bill from the customer’s provider of choice for both commodity and distribution services.  

Customers should have the option of receiving two bills (one from the LDC, one from the gas supplier) or a single, consolidated bill from either the LDC or the supplier. From a customer perspective, single billing is a critical issue because experience, marketing studies and common sense suggest that many customers strongly value services that simplify and streamline their affairs. Anybody who regularly uses a general credit card (such as Visa or Master Card) has some familiarity with the notion that receiving one bill each month for a number of purchases is better than receiving several bills or a score of bills. From a marketer perspective, single billing is a critical issue because billing represents a pivotal opportunity to offer customers additional products and services. Moreover, the monthly bill is typically the only regular communication that a company has with its customers. 

FOURTH RECOMMENDATION:

UNNECESSARY ADMINISTRATIVE HURDLES

MUST BE ELIMINATED

Unnecessary administrative hurdles should be eliminated so that the process of switching customers to transportation is simple and free of burdensome paperwork. mc2 fully understands the need to protect customer privacy, the need to prevent unauthorized conveyance of competitively sensitive customer information, and the need to stop unauthorized switching of service. There are, however, several means of addressing this potential abuse while nonetheless maintaining simple hassle free administration.  Written authorization with original customer signatures with  the document forwarded to the LDC is the most cumbersome and least efficient method of customer sign up.  A voice verification system which is subject to audit represents a far more effective and fair approach.  A third-party verification system can be implemented which eliminates the need to handle paper and obtain written authorization from a customer before switching service.  Additionally, a sensible and streamlined procedure for obtaining customer load and usage information is needed. Again, voice verification could be a means of obtaining any necessary customer consent to the dissemination of  customer usage information.  Customer information should be transmitted to marketers electronically, rather than on paper.

FIFTH RECOMMENDATION:

COMPETITION SHOULD BE FAIR

AND ENFORCED BY STANDARDS OF CONDUCT

Reform of the natural gas industry in California must address business relationships between utilities and their unregulated affiliates that could negatively impact the competitive marketplace.  mc2 recommends that complete separation between the utility and its marketing affiliate is required. At a minimum, this means that the marketing affiliate and the utility must have separate operating employees and operate in reasonably separate facilities, including separate computer systems, phone systems and office supplies. This degree of separation will help prevent the utility and the marketing affiliate from exercising undue market power. If separation is not required, there is too much danger of a utility conferring preferential treatment on its affiliate and improperly sharing information.

SIXTH RECOMMENDATION:

THE MARKET SHOULD BE THE ULTIMATE REGULATOR
The Commission should not impose excessive or unwarranted regulation on competitive suppliers.  Nevertheless, mc2 believes it is reasonable to require marketers to demonstrate financial fitness before entering the retail market. However, the transition towards market competition in the natural gas industry has to reflect a belief that the “invisible hand” of competition will not only lead to reasonable prices and a reasonable balance between supply and demand, but that it will also ensure high quality customer service and supply reliability. Marketer transactions with customers are governed by enforceable, arms-length contracts, which are freely negotiated in the open marketplace and governed by state and federal laws. There is no compelling reason to extend regulatory concepts to businesses which are not monopolies and which offer services subject to the competitive rigors of the marketplace. There is no need or basis for service reliability standards and review procedures for competitive gas suppliers because a robust, competitive market should effectively and efficiently determine who survives as reliable suppliers. 

SEVENTH RECOMMENDATION:

EFFICIENT TRANSFER OF INFORMATION

BETWEEN UTILITIES AND MARKETERS

The Commission should establish procedures that allow for smooth and efficient transfer of information electronically between marketers and utilities. The types of information that need to be communicated include initiation of service, termination of service, customer-usage and data for billing purposes. mc2 recommends that the information content of electronic messages, as well as information formats and transmission protocols, be standardized.  Furthermore, administrative processing fees must be justified by the utility seeking to impose them and must be based on the incremental cost of providing particular services, offset by the administrative cost savings the utility experiences as a result of no longer having to provide the same types and levels of service to transportation customers.

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

The reform categories specified in the report are a good starting point.  mc2’s experience in other gas unbundling collaboratives, however, indicates that certain topics generate enough controversy or involve sufficient technical detail that they should be elevated in status to main categories. Among these areas are capacity release, supply-reliability, electronic information exchange, customer protections and market power safeguards. Working groups could be formed to address each of these topics. 

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

The converging marketplace described in the report—a blending of the natural gas and electric markets with other retail markets—is a fair assessment of utility industry trends. In setting the ground rules for natural gas unbundling, mc2 believes that the Commission should make it as easy as possible for this inevitable convergence to take place. 

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

mc2 believes that the Commission should proceed as expeditiously as possible in implementing the report’s strategies. The Commission should set November 1, 1998 as the date when fully unbundled rates are in place for small commercial and residential customers.  Choice should begin on this date as well.

mc2 believes that some activities of this collaborative can be handled by the exchange of documents, while others will require work group meetings and discussions. Assuming the safeguards that the Commission has adopted for the electric industry would be a model, the refinement and application of affiliate-conduct and information-access rules to the natural gas industry could be handled on paper. mc2 believes capacity release, supply reliability, customer protections and electronic information exchange will likely best be resolved through a meeting-intensive process. The initial meetings could occur after the April 6th hearing.

Questions on Competitive Issues:

8.
Are there ways to enhance competition, particularly for the small commercial and residential market, beyond those discussed in the staff paper? Discuss in detail.
Competition can be enhanced for small commercial and residential customers by allowing flexible and efficient customer aggregation. For purposes of nominating and balancing, marketers should be allowed to aggregate both daily-metered and non-daily-metered customers. Marketers should be able to aggregate their entire load at a LDC-wide level.   Another approach would be to have aggregation pools coincide with separate LDC service areas.  Marketers should be allowed flexibility in trading imbalances among themselves before penalties and cash-outs are calculated.  This would reduce the cost exposure to serve smaller customers by helping marketers to avoid paying penalties and being subjected to unfavorable cash-outs. In addition, nomination deadlines at the LDC should be as close as practicably possible to the nomination deadlines of the serving pipelines. If the pipeline permits the LDC to make intra-day nominations, marketers should also be allowed to make intra-day nominations.

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

With regard to small commercial and residential customers, each of California’s major natural gas utilities have a market share that approaches 100%
.  This should cause great concern about the potential for market power abuses by California utilities. One of the key measures by which to gauge the effectiveness of competition will be the market share of California utilities. If market share steadily declines, this is a sign that competition is working. On the other hand, if utility market share remains dominant, restructuring will not have resulted in a competitive marketplace. Strong affiliate-conduct and information-access rules are vital for the retail marketplace to develop. 

Questions on Unbundling and Other Reforms:

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

The unbundling reforms suggested in this chapter are a good start for promoting vibrant competition.  mc2 has a specific concern, however, about the recommendation concerning storage.  There are different types of storage that have distinctly different purposes and competitive implications. While interstate transportation and storage can be used as a competitive alternative to intrastate seasonal storage, interstate transportation and storage are not a viable substitute for the intrastate storage used to provide daily balancing and load-following. mc2 is concerned that if utilities are given complete pricing flexibility for these latter two types of storage, they will have an unreasonably strong temptation to use this flexibility in an anti-competitive fashion by selectively granting rate discounts to their retail marketing affiliates. If downward pricing flexibility is granted for all three types of storage, mc2 believes that in addition to affiliate-conduct rules, utilities should have a detailed reporting requirement for each storage discount granted to a retail marketing affiliate.

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

The best assurance of supply-reliability is a requirement that prospective marketers demonstrate financial fitness by undergoing a reasonable credit check. The Commission could determine the appropriate financial fitness standards.  Another assurance of supply reliability is strict balancing requirements accompanied by financial penalties for non-performance. The balancing requirements as well as the penalties should be graduated so that the more out-of-balance a supplier is (after imbalance trading), the stiffer the penalties that are paid. Another assurance of supply reliability—although not the preferred approach in mc2’s view—would be a licensing process that mainly focuses on creditworthiness but which also considers the business experience and expertise of a prospective marketer. mc2 believes that unfounded concerns about supply-reliability could result in unnecessary costs of doing business, such as expensive bonding requirements or mandated levels of capacity and supply reserves.  These costs reduce the economic ability of marketers to serve the small commercial and residential markets. 

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

As a day-to-day example of the kinds of anti-competitive behavior that results from vertical integration, mc2 can point to the following problems it has had with a LDC:

· The LDC furnished its unregulated marketing affiliate with valuable customer and account information, including usage data, credit information, account numbers, addresses and service classifications, and proposed to remedy this transgression by simply not providing such information in the future to its affiliate, without making the already-released information available to other marketers (Principle violated: A utility shall make available customer information—e.g., energy usage data, incoming sales leads, market information from providing distribution service—upon request from a supplier and shall make available such information to non-affiliates upon the same terms and conditions and at the same time as made available to any affiliates).
· The LDC established a joint sales force so that the same individuals were making sales calls for both the LDC and its unregulated affiliate (Principle violated: A utility shall not engage in joint advertising, promotional sales or marketing activities with any affiliate, communicate with customers or prospective customers on behalf of its affiliate, nor give the appearance of doing so).
· LDC customer service personnel were actively discouraging customers from considering gas service from a company other than the LDC affiliate. Statements from potential customers indicated that during conversations with LDC customer service personnel regarding transportation service, these LDC representatives were pointing out the numerous administrative fees involved in transportation and suggesting that these fees would be add-ons to any price quoted by the marketer. This considerable effort by LDC personnel to cast aspersions on marketer services occurred despite assurances from the LDC that it would communicate only neutral information to customers concerning transportation services and marketers (Principle violated: A utility shall not state or provide any opinion regarding the reliability, experience, qualifications, financial capability, managerial capability, operational capability, customer service record, consumer practices or market share of any supplier. Requests for such information shall be referred to the Commission.).
· Meters were required to be installed for transportation customers while no meter was required by the LDC to service the load as sales.  Projections based on customer usage and long applied algorithms preclude the need for costly meters.  Additionally, the type of meter installed at a customer’s facility (and the accompanying monthly customer charge) appeared in many cases to bear no relationship to customer usage. Some customers with a MDCG below 30 therms and annual consumption below 5,000 therms had a meter capable of flowing 10 therms per hour and were incurring a monthly customer charge of $50, while numerous customers with a MDCQ over 100 therms and annual consumption over 10,000 therms were fitted with smaller meters and were incurring a monthly charge of $11.05. Requests by a marketer to appropriately adjust the meter size (and the monthly charge) were handled in a time-consuming, costly and inefficient manner that involved filling out assorted forms, visiting the customer’s facility and waiting for a follow-up confirmation visit by an LDC inspector (Principle violated: A utility shall offer and supply all terms, conditions and services in a uniform and non-discriminatory manner and shall not grant any affiliate or non-affiliate any preference or advantage).
· Even with the required telephone line in place at the time contract paperwork was submitted by mc2, the LDC would take upwards of 8 weeks to install the telemetric device to the customer’s meter, and then would refuse to allow grouping of customers until telemetric devices were installed on all customer meters, thus requiring manually balance hundreds of customer accounts on an account-by-account basis (Principle violated: A utility shall process all requests for any product, service or information in the same manner, within the same period of time, and in a fully comparable manner with no preference or advantage given to any affiliate or non-affiliate.).

· The LDC arbitrarily limited customer groups or pools to 50 accounts, a number small enough to severely undermine the aggregation benefits of grouping (Principle violated: a utility shall not impose arbitrary business restrictions on non-affiliated marketers.).

· The LDC would only allow the transfers of excess storage balances, even though there were no valid operational reasons not to allow a broader transfer of storage balances, even though such transfers were merely paper transactions involving no actual movement of gas and leaving the overall storage inventory unaffected (Principle violated: a utility shall not impose arbitrary business restrictions on non-affiliated marketers.).

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

See response to question #9.

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

The LDC remaining in the merchant function is an impediment to fair and open competition.  The best way to remove this impediment is to set a date-certain for the LDC to exit the merchant function.  mc2 believes that there should be a bright-line demarcation such that regulated monopoly entities are not allowed to offer competitive services.  mc2 is concerned with the recommendation that the Commission will wait to see if competition can really take hold before requiring the LDC to exit the merchant function. mc2 believes that if a date certain is not set for the LDC cease being a supplier of the natural gas commodity, and if the Commission decides instead to see what happens if the LDC is allowed to weigh-in as a competitor, robust competition will not develop. 

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

It is mc2’s understanding that in the emerging competitive marketplace, the provider-of-last-resort is synonymous with the default provider. The default provider is the entity which serves two kinds of customers: (1) those customers who have chosen a competitive supplier and then later decide they want to return to utility service; (2) those customers who have chosen a competitive supplier and then are dropped by that supplier and not picked up by another competitive supplier. This  default service needs to be distinguished from standard offer service, which is the service provided to customers who—from the advent of competition—have not chosen to leave the utility for a competitive supplier. In the early stages of the emerging energy marketplace, there is no choice but to allow the utility to continue in its roles as both the default provider and the provider of standard offer service. These are both functions, however, that can and should be put out for competitive bid on an expedited basis. 

mc2 understands the “backstop provider” to refer to the utility’s role as the ultimate guarantor of reliable distribution service. In a physical sense, it may not be possible to separate this backstop role from the ordinary day-to-day role of operating and balancing the distribution system.   However, because competitive suppliers will need access to pipeline and storage capacity to serve customers who migrate from sales to transport service, the amount of pipeline and storage capacity remaining under utility control should not be more than is needed to provide system balancing and on-system peak load shaving. Moreover, mc2 believes that reasonable credit checks on prospective suppliers and reasonably strict but graduated imbalance penalties are the most appropriate means to ensure the reliability of gas supply.  mc2 is not in favor of expensive bonding requirements or mandated levels of capacity and supply reserves as a result of unwarranted concerns about supply reliability.

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

See response to question #21.

CONCLUSION


mc2 thanks the Commission for the opportunity to comment on the  restructuring of California’s natural gas industry.  mc2 looks forward to working with the Commission in creating a competitive market for the benefit of all of California’s consumers.







Respectfully submitted,







Emmitt C. House







An Attorney for mc2 Inc.

Emmitt C. House, Esq.

701 East 22nd Street

Lombard, IL 60148-5072

(630) 691-2731

Fax: (630) 691-3827

Date at Lombard, Il this 20th day of March, 1998

� Based on a reasonable allocation methodology such as peak-day or peak-season.


� This can be seen in the charts on pages 16 through 18 of the Staff Report.
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