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I.

INTRODUCTION

Pursuant to the California Public Utilities Commission’s (the “Commission”) Order Instituting Rulemaking  (OIR) filed in this proceeding on January 21, 1998, and the Administrative Law Judge’s Ruling dated February 10, 1998, Natural Gas Clearinghouse (“Clearinghouse”),Destec Energy, Inc. (“Destec”) and Electric Clearinghouse, Inc. (“ECI”) (hereinafter collectively “NGC”) hereby respectfully submit their comments on the issues raised by the “Green Book”
 and responses to the rulemaking questions posed in the OIR with respect to reforms to the regulated market for natural gas. 

Clearinghouse, Destec and ECI are wholly-owned subsidiaries of NGC Corporation, a multi-commodity energy company. Clearinghouse is a leading marketer of natural gas in North America.  Clearinghouse aggregates natural gas supplies from producing areas in North America, arranges transportation and sells natural gas, along with related services to customers.   As a pioneer and innovator in the field of natural gas marketing, NGC has long advocated competitive mechanisms that allow free market forces to bring efficient and least-cost energy and energy services to the marketplace.  As one of the largest independent marketer of power, ECI has seen the convergence of power and gas sales up close, and knows how one can complement or displace the other depending on market needs.  And as a user of gas and seller of power, Destec’s interests mirror those of both a consumer and a convergence-market energy seller.  As non-utility-affiliated entities, the NGC companies know well the dangers of affiliate preference and abuse in the marketplace.   As a corporate family, the NGC companies illustrate how the competitive natural gas and electric markets can come together to produce greater customer choice and increased efficiencies.

NGC has found that the interests of consumers are best served by vigorous competition that sets commodity prices based on value rather than through regulation.  Thus, NGC commends the efforts of this Commission to reform California’s natural gas industry so that all consumers will reap the benefits of true marketplace competition.  In this regard, NGC offers its full support to Commissioner Knight’s intent “to expand the scale, scope and vigor of competition in the natural gas industry.”  Successful implementation of these objectives will bring natural gas in step with this Commission’s reforms in the electric and telecommunications industries.  This will, in turn, bring about the natural convergence of these markets to allow the full development of market efficiencies among, and not just within, each of these markets.  

With these objectives in mind, NGC submits its comments, offering the perspective of a company that can share a wide range of experience with a variety of energy products and services.  This variety is unique, and requires a balanced approach to the issues raised in the Commission’s OIR and Green Book, a balance not unlike the balance of consumer and supplier interests the Commission must arrive at in assessing these comments and those of others in this proceeding.  

Additionally, NGC has experience in the transition from regulation to competition on both the federal and state levels.  NGC looks forward to sharing this experience with the Commission to help develop reforms that emphasize open market policies.  The policies discussed in the Green Book will, when implemented, extend the benefits of full competition to all California natural gas consumers and promote the natural synergy that will develop in competitive electric and natural gas markets.  Our specific recommendations follow with the answers to the Commissions questions are attached as Appendix A.

II

SPECIFIC RECOMMENDATIONS AS TO MARKET STRUCTURE, UNBUNDLING AND REGULATORY REFORMS

A. Summary Of Recommendations


NGC’s comments focus on those areas where its experience can illuminate broader market issues and mechanisms that promote competition and thus bode well for consumers.  

Of all the market structure options described in the “Green Book,” the “Open Access – Only” option goes the furthest toward achieving open entry, maximum market efficiency and a full range of customer choices.  Under this option, California’s gas utilities may retain their procurement and transportation functions, thereby increasing the range of products and services available to consumers.  As the Green Book states, this option envisions establishing full open access, along with information-sharing and affiliate rules.  New affiliate rules should strengthen and complement those already in place to govern transportation products and services offered by the utilities.  In particular, full separation of the merchant function and very strong penalties should be the cornerstones of rules intended to keep anti-competitive behavior in check.  

NGC joins the Green Book’s recommendation that the utilities retain operational control and risk for gas transmission services.  With strong affiliate-transaction rules and divestiture of Local Distribution Company (LDC) owned power generation assets, the incentive for abuse will be substantially reduced, and there will be no immediate need to create an independent system operator to manage California’s gas distribution system.  Appropriate, enforceable rules governing affiliate transactions and additional rules regarding information access – both with strong penalties for noncompliance ( are the proper methods for dealing with potential control abuses, at least initially.
  In this manner, California’s natural gas consumers will have the widest range of options available to them in a competitive market.  In turn, competition, with all market participants engaged, can flourish with the least amount of transitional disruption and the greatest consumer benefit.  

B. Unbundling/Regulatory Reform Measures


A freely operating competitive gas commodity market is vastly superior to a highly regulated market.  To replace regulation, however, the Commission must cultivate a viable and liquid commodity market.  In this regard, it is essential that a number of specific regulatory reforms be made.  


Many of the reforms suggested in the Green Book have already been started in PG&E’s recently implemented Gas Accord.  The Gas Accord took essential first steps toward creating a more competitive natural gas industry in California.  For instance, it unbundled and expanded intrastate transmission service options, initiated intrastate capacity brokering, fostered the development of a secondary market, and adopted new balancing rules.  It also allows discounted rates by PG&E in unregulated, untariffed transactions, and fixed rates  on mainline and local transmission rates for a five-year period.  Notwithstanding these initial steps toward a competitive market, further steps need to be taken in order to achieve full competition in a manner that allows convergence of gas, electricity and perhaps telecommunications in California.  We discuss the most important of these steps below.

1. Unbundling Costs Associated With Gas Procurement


The Green Book suggests that “all costs related to the utilities’ procurement function should be separated from its transportation rates.”  NGC agrees.  In the new market, it is imperative that customers who do not take service from the utilities are not paying twice for procurement (or other) services, once to their suppliers and a second time in their transmission rates.  Separating the costs associated with procurement from transportation rates is an essential predicate to this goal.  

2. Unbundling Interstate Pipeline Demand Charges/And Upstream Capacity Issues


The Interstate Transition Cost Surcharge (ITCS) Mechanism was established in 1991 to account for stranded costs associated with the utilities’ liability for upstream interstate capacity.  The next year, this Commission ordered the utilities to eliminate ITCS as existing liabilities ended (Decision 92-05-025, p. 42).  In 1995, California utilities were ordered to unbundle interstate transportation costs and services from their core rates (Decision 95-07-048).  The Green Book examines several options to fully implement this policy.  

While PG&E’s long term interstate pipeline commitments have been significantly reduced, 
  in contrast, SoCal Gas has considerable transition costs related to its contractual commitments on El Paso and Transwestern that extend until the year 2006.  These above-market costs presently add more than 14¢ per MMBtu to SoCal Gas’s non-core rates.  Up until now, SoCal Gas has been successful in shielding its shareholders from the burden of these above-market costs.  This cannot go on forever.  At some point, and particularly in the transition to a competitive market, the utility must be held responsible for the costs of services procured in excess of customer needs.  The time is now for this shield to be removed so that a reasonable transition can be made to a more competitive market.  

At the interstate pipeline level, the FERC agreed to compensate pipelines fully for prudently incurred, non-mitigatable transition costs related to unbundling.  As a practical matter, the pipelines’ customers challenged the prudence of many proposed transition costs, and in the end – after considerable regulatory expenditures – the parties settled at some percentage split, or “sharing” of those costs.  

NGC suggests that California avoid repeating what was a lengthy, expensive and, in the end, unnecessary process.  Given the over-subscription of firm transportation into California by the LDCs, the LDCs’ customers can, and likely would if given the opportunity, mount a credible challenge to the prudence of long-term upstream capacity contracts.  In turn, the LDCs are likely to dispute those claims, and the parties and this Commission will invest significant resources to reach a reasonable compromise.  Instead of being a catalyst for this colossal waste of resources, NGC suggests that the Commission order a ratio for sharing upstream capacity costs between the shareholders and the ratepayers.  An appropriate sharing mechanism would be to require the utilities (and their shareholders) to share 25% of any shortfall between the market value of capacity and the contract price.

Beyond the pragmatic reasons for adopting this sharing approach, there are good policy reasons for doing so.  Assigning some portion of transition costs to utility shareholders “gives the utility a strong incentive to minimize these costs.”  (Green Book, p. 47)  Without this incentive, the utility could simply hold onto capacity in excess of its legitimate needs.  

There is precedent in California for this approach.  In the “Global Settlement,” SoCal Gas’s PITCO and POPCO restructuring costs were made the subject of a sharing mechanism.  There is no reason why similar treatment should not be extended to these costs in what should be the final transition to a fully competitive market.  

In addition to this sharing mechanism, NGC suggests that the Commission provide an additional incentive for utility efficiency, one that will further level the playing field and also help stimulate economic activity within the State.  In this regard, the Commission should give a credit for the existing ITCS – or, put more simply, an exemption – to those customers who do not use the upstream capacity of the utilities.  This is appropriate because it matches rates with the products and services a customer actually receives.  If the customer arranges its own supply and upstream transportation arrangements, it does not use the utility’s contracted capacity.   It does, however, reduce those transition costs by virtue of being a market for upstream capacity that might otherwise be stranded by the utility ( in essence, mitigating stranded costs.

Such a credit would also promote additional competition by allowing the potential construction of new capacity, whether distribution or transmission, in situations where market economics would support it.  It would do so without hindering this potential by imposing additional, unwarranted transition costs, or requiring some customers to pay twice for the same service.
  

3. Providing For A Healthy Secondary Transportation Market 


As the Green Book correctly observes, “secondary capacity markets help establish a true market” by bringing buyers and sellers together in a way that sets more accurate price signals and equalizes supply and demand.  (Green Book, p. 53)  It is news to no one that an excess of interstate transportation capacity to the California market exists today.  That capacity is held under firm, long-term contracts by those who can and do sell it in a secondary market at rates that reflect the market demand for such capacity, yet are capped by the maximum interstate transportation rate.  

In contrast, intrastate capacity on the SoCal Gas system is only available to end users through a natural gas service agreement.  By unbundling transmission from the LDC’s tariffs and allowing for a secondary market in intrastate capacity, the Commission would open the intrastate transportation market to an increased measure of competition, and rates on the secondary market would more accurately reflect demand for that capacity.  Over time, intrastate capacity would likely move toward becoming a commodity traded in a liquid market.  This would allow buyers of capacity to investigate a variety of options for securing capacity. By letting a secondary market develop, it will quickly become apparent whether more or less capacity is needed.  As these more accurate price signals are sent, additional capacity will be added, if necessary, preferably by any market participant (utility or not) that chooses to enter the transportation market.  


The Gas Accord already recognizes and, in fact, encourages the establishment of a secondary market for transportation.  Specifically, as part of its agreement to allow a secondary market for intrastate capacity, PG&E has committed to work with its customers and has established an electronic bulletin board to facilitate capacity trading.  Secondary market opportunities should be extended to the entire California market, with all utilities participating in this effort.  

4. Unbundling Storage


While storage is currently unbundled for non-core customers, core customers continue to pay for storage services in their bundled rates, regardless of whether they want or need storage services.  If a fully competitive market is to be brought to all customers, storage must be unbundled from core services and storage capacity allocated to each customer.  


In this regard, NGC suggests that each core customer be given rights to an allocable share of storage.  Those customers that elect not to exercise the rights they are assigned should be allowed to market them in a secondary market or to turn them back for marketing by the LDC at whatever price the market will bear (up to the cap rate).  Those who want more than their allocable share of storage, e.g., to satisfy unusually variable loads, will be able to purchase storage in the secondary market or directly from the LDC.


In this vein, NGC adds a cautionary note.  In interstate pipeline markets, we have found that some pipelines have retained an inordinate amount of storage for “operational” needs and then allowed their affiliates access to that storage so that the affiliates can take advantage of arbitrage opportunities.  Our proposal to give the customers “first crack” at the storage currently used to serve them is intended to help mitigate this possibility.  It will nonetheless be necessary during the unbundling process to examine the amount of storage the LDC proposes to retain, to assure that it is retaining only what is truly needed for operational purposes.  And, it may be necessary to monitor LDC and affiliate use of storage, especially if imbalance tolerances are tightened and penalties increased (such that the retained storage becomes more and more valuable).  

5. Tightening Balancing Service Tolerances


Almost a decade ago, the Commission formalized rules by which the utilities would provide balancing and standby services to non-core customers in Decision 90-09-089.  These measures have continued to be refined.  The Gas Accord tightened transportation balancing standards for PG&E as has a recent decision allowing So Cal Gas to adopt strict daily imbalance standby procurement penalties applicable during the winter months.
 The Green Book suggests examining the wisdom of further tightening tolerances and increasing penalties.

NGC does not oppose reasonable imbalance tolerances and penalties.  There should be imbalance tolerances and penalties sufficient to assure that, within reasonably achievable bounds, shippers ship what they say they will ship and do not “game” the system to the detriment of other shippers. 
We are concerned, however, that there not be a situation created wherein the imposition of tighter tolerances and greater penalties becomes a profit center for the LDC.  This can happen in more than one way:  (1) through the collection of penalties and (2) by leveraging the potential for penalties as a means of selling “penalty insurance” at higher-than-necessary prices.  “Penalty insurance” could, for example, take the form of  storage sold at prices that are inflated solely because of the existence of tightened tolerances and higher penalties.  

One way to assure that penalties not become a profit center for the LDCs is to require that they remittpenalties collected to the ratepayers.  There are numerous ways to do this: credits to bills across the board on a per-decatherm-shipped basis, credits only to those who stay in balance and the like.  The point is that the LDCs should have the incentive to impose penalties only when operationally necessary, which should keep tolerances in line and keep curtailments for interruption service to a minimum

Simply crediting penalty revenues, however, is not enough to avoid LDC leveraging of imbalance tolerances to their financial advantage, as there is still the possibility of “penalty insurance” sales.
  The imbalance regime must be reasonable in the first place.  

Gas by nature is not produced and does not flow in precise volumetric patterns, nor is it used in precise amounts each day or even hour.  The gas delivery systems that have been constructed over this century recognize this, and attempts to inject too much precision into the delivery process are fraught with unnecessary inefficiencies.

In this regard, NGC proposes that the imbalance tolerances and penalties imposed on the LDC systems do not exceed those on upstream pipelines.  Rather than creating a new scheme of tolerances and penalties that will apply once gas “hits the border,” we should recognize that gas travels in an almost continuous path from the wellhead to the burnertip.  Each additional requirement placed on that flow will raise the suppliers’ cost of doing business, present a barrier to entry, and ultimately raise prices to the consumer.  

Transportation gas has been flowing to California markets for over a decade, during which a number of different imbalance regimes have been in place.  The industry seems to be reaching an equilibrium, where the opportunities to game the system that lead to imbalance penalties have diminished dramatically and proposals for further tightening of tolerances and increases in penalties cannot be justified.

Indeed, using interstate penalty constructs and not putting new, heavier restrictions on the movement of gas within California would have benefits beyond the obvious positive impact of having a consistent set of rules.  Suppliers enter into contracts to buy and sell gas based on the rules in place at the time.  Thus, supply arrangements are in place to allow suppliers to meet the tightest tolerances in place today, which tend to be on the interstate systems.  Going a step beyond those tolerances in California will create unnecessary and perhaps expensive dislocations with little or no benefit – perhaps even significant detriment in the form of higher costs – to consumers.  In the end, none of the utilities should be able to tighten the rules with insufficient notice so that it penalizes market participants who relied on a set of rules to arrange their own supply and storage contracts.  
6. UEG/Cogeneration Rate Parity, UEG Utility Rate Design and Other Transportation Rate Issues

a. UEG/Cogeneration Rate Parity

Currently, each of the utilities has its own mechanism and formula for setting transportation rates.  The Green Book describes a number of options for UEG and cogenerator rate design and parity, as well as the question of whether a mileage-based transportation rate is appropriate.  

Section 454.4 of the Public Utilities Code currently requires that rates for natural gas utilized in cogeneration technology not be higher than the rates established for gas utilized as a fuel by an electric plant in the generation of electricity."  The Green Book recommends that this section be repealed because, among other things, the cogeneration industry is now mature and no longer needs promotion.  More significantly, the Green Book observes that the parity rule may result in an unlevel playing field among cogenerators and new owners of utility-divested fossil fuel generation assets if section 454.4 were interpreted to require parity between cogenerators and new generators.  The Green Book also suggests that to insure 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."  (Green Book, p. 57).  

NGC concurs with the recommendation that a uniform default rate design structure be put in place for all generation uses.  In order for all electric generators in California to stay competitive with each other and with generators located outside of California, a consistent rate design among in-state generators should be adopted.  Eliminating any differential between the transportation rate for cogenerators and for all other electric generators in California will eliminate any subsidy of the cogeneration rate by the non-cogenerator rate to allow them to compete on an equal basis within California  In addition, it will in part level the playing with  generators outside of California. Further, making in-state generation more competitive with out-of-state generation will foster the development of new generation in California, which translates into job opportunities, innovation and investment.  In this regard, NGC suggests that the rates paid by out-of-state generators be considered in determining the rates paid by in-state generators, such that an incentive is not created to locate generation outside the state that will sell into the California power market

b. Price Caps

In addition to rate-design considerations, the Green Book also raises the question of whether price caps such as those included in the Gas Accord, should be continued.   NGC believes that in order to honor the bargain made between PG&E and the market, those price caps should be observed.  The Green Book correctly observes that the price cap model simplifies ratemaking and provides regulatory certainty and consistent market incentives. 

c. Mileage-Based vs. Postage-Stamp Rate

With regard to intrastate gas transportation rates, NGC endorses the postage-

stamp rate (as opposed to mileage based).  Investments in existing generation, and likely many other industrial facilities, were made using a set of assumptions that included postage-stamp rates.  To now change those assumptions would place existing generation at a significant competitive disadvantage and could cause untold dislocations for other industrial facilities competing in national and world markets.  Moreover, the transmission system in California is simply not readily susceptible to mileage-based ratemaking, i.e., it is not composed of lengthy straight line transmission lines. 

In addition, competition benefits from straightforward rules.  Complicated formulas for determining the cost of service discourages competition because simplicity eases entry into the market.  

The combination of gas rate parity for all electric generation and postage stamp transportation rates will create a level playing field and promote competition both within and without California.  

7. A Reasonable Approach to An Implementation Schedule.

The Commission should revisit its agenda based on the input it receives from stakeholders in this round of comments, and its experience with industry electric restructuring.  As the Green Book acknowledges, movement from a  market with partially bundled monopoly functions to a fully unbundled, openly competitive services market cannot occur overnight.  Implementation policies currently in place in the electric industry should complement those reforms to be undertaken on the gas side. The Green Book describes a wide range of options and sets an extremely ambitious course.  While a swift resolution of issues is desirable, a reasoned approach is clearly more important.  NGC recommends that the reforms listed in response to rulemaking question number 1 be implemented in order to lay the foundation for creating the “Open Access – Only” market structure.  The Gas Accord took the essential first steps toward opening the entire California gas market to full competition.  The final steps in completing this transition will take longer than the schedule set forth in the Commission’s OIR but should be completed by the beginning of 1999.  
III

MARKET STRUCTURE OPTIONS AND SOLUTIONS


At the outset, NGC noted its preference for the Green Book’s open-access only option.  Under this option the utilities will continue to provide procurement, delivery and other services to core consumers in competition with other retailers, while retaining their operation and control over (and risk for) transmission services.  In this regard, if the open-access option is to be successful, we would expect that the merchant function be treated as an affiliate for purposes of avoiding undue preference and information sharing, and that utility deliveries of gas be made under the same tariff as deliveries by all other providers.
  

Potential anti-competitive behavior will be kept in check by the affiliate rules adopted by the Commission in the affiliate proceeding (R.97‑04-011 and I.97-04-12), a strict set of penalties and information access requirements.  The proper balance between controlling market abuses while fostering the development of a vibrant open natural gas marketplace will be struck.  

So long as the rules and enforcement work to curb anti-competitive behavior, the California natural gas utilities should be left in the position of being the default provider in order to preserve the full range of options which "customer choice as our hallmark for change" dictates.  (Green Book, p. 68).   However, if the LDC chooses to leave the merchant function, it should be allowed to do so in an orderly manner.  Other suppliers could readily take over the “supplier of last resort” function, perhaps bidding to do so.   

The LDC, however, must, as part of its transmission-provider function, remain in charge of assuring that adequate supplies are available should there be a market anomaly.  This can be assured by giving the LDC authority to go into the market if necessary to purchase gas and appropriate authority to utilize transportation capacity necessary to move those purchased supplies in order to avoid system threatening pressure drops.  This should not, however, include the authority to confiscate supplies already moving into the California market.
IV

CONCLUSION


NGC commends the Commission for continuing its unrelenting march toward introducing competition to California’s natural gas consumers with the full benefit of choice.  Moving the market through this last frontier of reform will allow natural gas to join electricity and telecommunications in a natural unity to offer consumers better choices through competition.  NGC appreciates this opportunity to present its views, looks forward to active participation in these proceedings and to the implementation of rules that will allow a healthy, open and competitive natural gas market to flourish. 

DATED:  March 23, 1998.
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APPENDIX A

RESPONSES TO THE SPECIFIC RULEMAKING QUESTIONS
General Questions
1. Necessary Regulatory Reforms and Stakeholder Priorities:  


The Gas Accord took essential first steps toward creating a more competitive natural gas industry in California. Notwithstanding these initial steps toward a competitive market, further steps needs to be taken in order to achieve full competition in a manner that allows convergence of gas, electricity and telecommunications in California.
· In the new market it is imperative that customers who do not take service from the utilities are not paying twice for the same service, once to their suppliers and a second time in their transmission rates.  Separating the costs associated with procurement from transportation rates is an essential predicate to this goal.  
· NGC suggests that the Commission order a ratio for sharing upstream capacity costs between the shareholders and the ratepayers.  An appropriate sharing mechanism would be to require the utilities (and their shareholders) to share 25% of any shortfall between the market value of capacity and the contract price.

· The Commission should give a credit for the existing ITCS – or an exemption – to those customers who do not use the upstream capacity of the utilities.
· Secondary market opportunities should be extended to the entire California market, with all utilities participating in this effort.
· If a fully competitive market is to be brought to all customers, storage must be unbundled from core services and storage capacity allocated to each customer.  In this regard, we suggest that each core customer be given rights to an allocable share of storage.  Those who elect not to exercise the rights they are assigned should be allowed to market them in a secondary market or to turn them back for marketing by the LDC at whatever price the market will bear (up to the cap rate).
· Imbalance tolerances and penalties imposed on the LDC systems mirror to the maximum extent possible those on upstream pipelines.  Rather than creating a new scheme of tolerances and penalties that will apply once gas “hits the border,” we should recognize that gas travels in an almost continuous path from the wellhead to the burnertip.  Each additional requirement placed on that flow will raise the suppliers’ cost of doing business, present a barrier to entry, and ultimately raise prices to the consumer.  

· The combination of gas rate parity for all electric generation and postage stamp transportation rates will create a level playing field and promote competition among generators in California.  In crafting a generation rate, the Commission should take into account rates charged to generators outside California, so as not to create rates that will act as an incentive to locate plants outside the state.

2.
Appropriate Reform Categories:

· In addition to the regulatory reforms listed in response to question number 1, the gas strategy should also focus on the enforcement of the affiliate rules adopted in D.97-12-088 and the implementation of strong remedies for these violations as a means of controlling market power but, at the same time, offering consumers the greatest possible range of services.

3.
The Synergy Between the Gas and Electric Industries:

· The correlation between gas prices and the cost of electricity is undeniable.  NGC concurs with the recommendation that a uniform default rate design structure be put in place for all generation uses.  In order for all electric generators in California to stay competitive with each other and with generators located outside of California, a consistent rate design among in-state generators should be adopted.  

· NGC suggests that the rates paid by out-of-state generators be considered in determining the rates paid by in-state generators, such that an incentive is not created to locate generation outside the state that will sell into the California power market.

 4.

Converging Marketplace:

· Of all the market structure options described in the “Green Book,” the “Open Access – Only” option goes the furthest toward achieving open entry, maximum market efficiency and a full range of customer choices.  This will promote beneficial interaction between the gas and electric markets, and foster the next wave of convergence with other products and services.
5.

Proceeding Toward a Master Strategy:

· The Green Book describes a wide range of options and sets an extremely ambitious course.  While a swift resolution of issues is desirable, a reasoned approach is clearly more important.  NGC recommends that the reforms listed in response to rulemaking question number 1 be implemented in order to lay the foundation for creating the “Open Access – Only” market structure.  The Gas Accord took the essential first steps toward opening the entire California gas market to full competition.  The final steps in completing this transition will take longer than the schedule set forth in the Commission’s OIR but should be completed by the beginning of 1999.  
6.

Creation of an Appropriate Market – Regulatory Framework:

· As emphasized throughout these comments, with the proper separation of functions and sufficient unbundling of procurement, transmission and ancillary services, NGC believes that the enforcement measures and remedies yet to be adopted as part of the affiliates proceeding can adequately protect retail competition at all levels from abuse.  This can be accomplished without forcing the utilities out of the merchant function and without preventing the utilities, if they choose, from assuming a natural role as the default provider.  If all market participants are willing to play by the rules, competition will flourish and consumers at all levels and consumers can enjoy the benefits of competition.

7. Separation of Electric and Gas Distribution Functions

· Separation of the electric and gas distribution functions is essential to enhancing competition between electricity and gas.  Making each component of natural gas service and distribution subject to competition will be reflected in lower electricity prices.  

Clearly, there are ways in which the combined utilities can influence the price of electricity.  For example, by influencing gas prices upward the cost of electricity will rise. Potential anti-competitive behavior will be kept in check by the affiliate rules adopted by the Commission in the affiliate proceeding (R.97‑04-011 and I.97-04-12), a strict set of penalties and information access requirements.

8. Does the Report’s Recommend Strategy Place California Natural Gas Utilities and Other Energy Retail Service Providers At a Disadvantage Compared to Other, Competing Out-Of-State Companies?

· The Green Book’s recommended strategy would unnecessarily remove California’s natural gas utilities from the retail function.
· NGC concurs with the recommendation that a uniform default rate design structure be put in place for all generation uses.  In order for all electric generators in California to stay competitive with each other and with generators located outside of California, a consistent rate design among in-state generators should be adopted.
· With regard to intrastate gas transportation rates, NGC endorses the postage-stamp rate (as opposed to mileage based) for all transportation.  The transmission system in California is simply not readily susceptible to mileage-based rate making, i.e., it is not composed of lengthy straight line transmission lines.  And, a switch to mileage-based rates will cause innumerable dislocations with respect to those who bought or purchased facilities based on economics that depended on postage-stamp rates.
· The combination of gas rate parity for all electric generation and postage stamp transportation rates will create a level playing field and promote competition both within and without California.
Questions on Market Structure

16.
Likely Outcome of Anti-Competitive Behavior That Could Result in Current Utility 

· NGC joins the Green Book’s recommendation that the utilities retain operational control and risk for gas transmission services.  With strong affiliate transaction rules and divestiture of Local Distribution Company- (LDC-) owned power generation assets, the incentive for abuse will be substantially reduced, and there will be no immediate need to create an independent system operator to manage California’s gas distribution system.  Appropriate, enforceable rules governing affiliate transactions and additional rules regarding information access – both with strong penalties for noncompliance -- are the proper methods for dealing with potential control abuses, at least initially.
17.
Do options for Mitigating Potential Anti-Competitive Behavior Accomplish the Commission’s Goals?
· Under the “Open Access – Only” option, California’s gas utilities may retain their procurement and transportation functions, thereby increasing the range of products and services available to consumers.  As the Green Book states, this option envisions establishing full open access, along with information-sharing and affiliate rules. Any new affiliate rules should strengthen and complement those already in place to govern transportation products and services offered by the utilities.  In particular, full separation of the merchant function and very strong penalties should be the cornerstones of rules intended to keep anti-competitive behavior in check.  

18.
Use of Market Financial Tools As Anti-Competitive Measures:

· NGC sees no reason to prohibit the utilities’ use of financial market tools so long as they do not attempt to recover their losses in transportation rates and do not otherwise abuse their control of the transportation market to the benefit of their trading activities.  

19, 21 and 22.
Implications of Eliminating the Utilities’ Procurement Function and the Utilities’ Role in the Emerging Marketplace:

· The “Open Access – Only” option goes the furthest toward achieving open entry, maximum market efficiency and a full range of customer choices.  Under this option, California’s gas utilities may retain their procurement and transportation functions, thereby increasing the range of products and services available to consumers.  As the Green Book states, this option envisions establishing full open access, along with information-sharing and affiliate rules. Any new affiliate rules should strengthen and complement those already in place to govern transportation products and services offered by the utilities.  In particular, full separation of the merchant function and very strong penalties should be the cornerstones of rules intended to keep anti-competitive behavior in check.
� 	The report prepared by the California Public Utilities Commission’s Division of Strategic Planning entitled “Strategies for Natural Gas Reform:  Exploring Options for Converging Energy Markets” is referred to as the “Green Book.”


� 	See Natural Gas Clearinghouse and Electric Clearinghouse, Inc.’s Comments in the Affiliates proceeding (R.97-04-011, I.97-04-012) filed November 17, 1997.  


�  Effective December 31, 1997, PG&E’s firm capacity commitment on El Paso expired.  As a result, potential PG&E transition costs are greatly reduced since it is no longer incurring above�market interstate pipeline capacity costs.  


� 	In its Application 97-12-048, So Cal Gas seeks authority, as part of the unbundling of core interstate transportation, to allocate additional “stranded costs” associated with unbundling core aggregation interstate transportation and to charge its core procurement customers the market price for interstate transportation rather than the “as-billed” rate.  The Commission has decided to address those issues in that proceeding while deferring issues involved in determining So Cal Gas’ (and other utilities’) role in core procurement markets to this gas strategy proceeding.  Clearinghouse continues to believe that the stranded cost unbundling issues are an integral part of this proceeding and, for that reason should be consolidated with or, at a minimum, be guided by this proceeding.





�  	Decision 97�11-070.


� 	Indeed, Clearinghouse suspects that the idea of selling “penalty insurance” was a direct response by interstate pipelines to crediting rules.


� 	This was the construct successfully employed in unbundling the interstate pipeline merchant function.








i


