BEFORE THE PUBLIC UTILITIES COMMISSION OF THE STATE OF CALIFORNIA








Rulemaking on the CommissionÕs Own Motion to	)


Assess and Revise the Regulatory Structure		)	Rulemaking 98-01-011


Governing CaliforniaÕs Natural Gas History.		)	(Filed January 21, 1998)


__________________________________________)
































RESPONSE OF THE NATURAL RESOURCES DEFENSE COUNCIL 


TO THE NATURAL GAS INDUSTRY RULEMAKING






































March 23, 1998





Sheryl Carter


Natural Resources Defense Council


71 Stevenson Street, Suite 1825


San Francisco, CA  94105


415 777-0220


(fax) 415 495-5996


email: Scarter@nrdc.org





�
Table of Contents


� TOC \o "1-3" �


Executive Summary	� GOTOBUTTON _Toc415302594  � PAGEREF _Toc415302594 �3��


Introduction	� GOTOBUTTON _Toc415302595  � PAGEREF _Toc415302595 �4��


Preliminary Scoping Issues	� GOTOBUTTON _Toc415302596  � PAGEREF _Toc415302596 �5��


Categorization of the Proceeding	� GOTOBUTTON _Toc415302597  � PAGEREF _Toc415302597 �5��


Necessity of Hearings	� GOTOBUTTON _Toc415302598  � PAGEREF _Toc415302598 �5��


Scoping Issues to be Heard	� GOTOBUTTON _Toc415302599  � PAGEREF _Toc415302599 �5��


Proposed Schedule	� GOTOBUTTON _Toc415302600  � PAGEREF _Toc415302600 �5��


General Issues	� GOTOBUTTON _Toc415302601  � PAGEREF _Toc415302601 �6��


Competitive Issues	� GOTOBUTTON _Toc415302602  � PAGEREF _Toc415302602 �7��


Regulatory Streamlining	� GOTOBUTTON _Toc415302603  � PAGEREF _Toc415302603 �8��


The Price Cap Mechanism creates an unbalanced incentive	� GOTOBUTTON _Toc415302604  � PAGEREF _Toc415302604 �8��


Recommended Regulatory Reform Strategy	� GOTOBUTTON _Toc415302605  � PAGEREF _Toc415302605 �9��


Consumer Protection and Public Purpose Programs	� GOTOBUTTON _Toc415302606  � PAGEREF _Toc415302606 �10��


Consumer Protection	� GOTOBUTTON _Toc415302607  � PAGEREF _Toc415302607 �10��


Public Purpose Programs	� GOTOBUTTON _Toc415302608  � PAGEREF _Toc415302608 �10��


California Environmental Quality Act	� GOTOBUTTON _Toc415302609  � PAGEREF _Toc415302609 �13��


The proposed revisions to the regulatory structure governing the natural gas industry could have a significant impact on the environment	� GOTOBUTTON _Toc415302610  � PAGEREF _Toc415302610 �13��


The mandate of the California Environmental Quality Act	� GOTOBUTTON _Toc415302611  � PAGEREF _Toc415302611 �13��


��



Response of the Natural Resources Defense Council 


to the Natural Gas Industry Rulemaking





Executive Summary





	NRDC respectfully submits these comments in response to the January 21, 1998 Rulemaking on the Commission’s Own Motion to Assess and Revise the Regulatory Structure Governing California’s Natural Gas Industry (98-01-011).  Our response applauds the Commission’s effort at undertaking a comprehensive review of the industry as a whole to allow the assessment of the relative costs and benefits of reforms.  NRDC comments generally on the Division of Strategic Planning’s report and responds to many of the Commission questions posed in the rulemaking.


	Although more detail is included below, our primary recommendations include the following:





1.	The Commission should not separate the electric and gas distribution functions for combined utilities as significant synergies and economies would be lost.


2.	The Commission should not adopt any of the recommended reform strategies in Chapter V, but should instead consider and adopt the revenue cap mechanism proposed in these comments.


3.	The Commission should establish effective consumer protections similar to those for the electricity industry.  In addition, the principle of no cost shifting should be adopted.


4.	The Commission should establish the public purpose surcharge beginning January 1, 1999 at a minimum level equal to 1996 authorized utility investments.


5. 	The Commission should complete an environmental impact report for this proceeding under the California Environmental Quality Act.





Introduction


	As the rulemaking indicates, policies to restructure the natural gas industry have been instituted and implemented for over a decade now.  In the natural gas industry, this has been done primarily on a piecemeal basis absent a comprehensive review of the industry as a whole with which one could assess the relative costs and benefits of reforms.  We applaud the Commission’ effort to undertake this review with this rulemaking.  NRDC joins the Commission in questioning the comprehensiveness of the benefits claimed for California customers from the reforms to date, and shares the Commission’s concern that California customers have not fully benefited from past natural gas reforms.


	Prior to any substantial new reforms, the underlying goals we hope to accomplish must be clearly defined.  According to the rulemaking, the reason for reform is neither new innovative or efficient technologies as occurred in the telecommunications industry, nor high rates as spurred the movement to reform the electric industry.  Instead the restructuring taking place in the electric industry and other industries across the country is cited as the impetus for the changes.  NRDC agrees with the Commission that some fundamental changes are necessary to better adapt the natural gas industry to the current and evolving environment. But while NRDC has wholeheartedly supported competition in electricity industry restructuring where it promised to serve California’s environmental and economic goals and continue to do so here, we caution that it is still but a tool to achieve these goals. The development of a competitive market is cited as the reason for reform.  However, it must be the particular goals of economic and environmental improvement that determine what the appropriate reforms should be and how far they should go. 


	NRDC’s responses to Commission questions and comments on the Division of Strategic Planning’s report follow the Preliminary Scoping Issues section and are generally organized by the rulemaking question categories established in Appendix A of the rulemaking.





Preliminary Scoping Issues


Categorization of the Proceeding


	NRDC concurs with the Commission’s categorization of this proceeding as “quasi-legislative.”


Necessity of Hearings


	NRDC agrees with the Commission that full panel hearings on general facts are necessary to help in law and policy decisions.  NRDC does not see a need for hearings on adjudicative facts at this time.


Scoping Issues to be Heard


	The Order Instituting Rulemaking raises a broad scope of issues relating to the regulatory structure of California’s natural gas industry and potential reforms.  The Order states that the initial focus of the proceeding will be the Division of Strategic Planning’s report, Strategies for Natural Gas Reform:  Exploring Options for Converging Energy Markets and issues raised in response to the questions contained in Appendix A of the rulemaking.  To the extent that the scope of this proceeding includes any new options or scenarios proposed in answer to the questions posed or to issues raised in response to the report in general, NRDC believes that the scope defined by the Commission is adequate with one exception.  One additional issue that should be included in the scope, which is raised at the end of these comments, is the applicability of the California Environmental Quality Act to this proceeding.


Proposed Schedule


	The proposed schedule advanced by the Commission should be modified to account for the one month delay in submission of comments from respondents and interested parties.  This modification should allow conclusion of this phase of the proceeding by year’s end.








General Issues


	


What reforms to California’s regulatory policies governing its natural gas marketplace are necessary?  What are NRDC’s priorities for natural gas reform in California?


	


Necessary reforms are determined by the principles and objectives set.  However, the guiding principles and four-prong strategy articulated in the Report are missing any element of public purposes or the environment.  Public purposes are included in the section on consumer protection, but does not appear to be subsumed in that category.  Nor do environmental considerations enter into these principles. NRDC believes that the principles should truly articulate a long-term vision for the industry and strategy to get there.  We urge the Commission to include public purpose and environmental considerations explicitly in these principles.





How should the Commission proceed in implementing the report’s recommended strategies?


	


	NRDC’s primary recommendations, discussed in more detail below, include the following:


1.	The Commission should not separate the electric and gas distribution functions for combined utilities as significant synergies and economies would be lost.


2.	The Commission should not adopt any of the recommended reform strategies in Chapter V, but should instead consider and adopt the revenue cap mechanism proposed in these comments.


3.	The Commission should establish effective consumer protections similar to those for the electricity industry.  In addition, the principle of no cost shifting should be adopted.


4.	The Commission should establish the public purpose surcharge beginning January 1, 1999 at a minimum level equal to 1996 authorized utility investments.


5. 	The Commission should complete an environmental impact report for this proceeding under the California Environmental Quality Act.





Competitive Issues





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





	While some of the recommended strategies for regulatory reform do hold the promise of enhanced benefits for customers, the strategy for regulatory streamlining discussed in Chapter V and recommended in Chapter VIII presents inconsistent and unbalanced incentives for a distribution company.  We discuss these inappropriate incentives in the streamlining section of these comments and present an alternative mechanism.





Would separating the electric and gas distribution functions for combined utilities enhance competition between electricity and gas?





	NRDC believes that the benefits of combining gas and electric distribution systems far outweighs any potential anti-competitive impacts.  A combination of such distribution companies with properly aligned design incentives (discussed in the streamlining section) would not suppress competition as might a combination of vertically integrated utilities.  Keeping electric and gas distribution in separate ownership does not encourage competition or help customers, but instead confuses competition among commodity suppliers with provision of natural monopoly distribution functions.  


In fact, customers lose access to significant synergies and economies if the distribution functions are separated. The combination of closely similar skill sets and business orientations could result in many efficiencies.  It is possible that joint efforts could be undertaken by separate distributors, but this will not be likely to occur in a competitive environment.





Regulatory Streamlining


	


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





The Price Cap Mechanism creates an unbalanced incentive


One of the reform challenges posed in the Report is to reduce or eliminate unbalanced or inappropriate incentives for the distribution company. We believe that the proposed price cap actually creates an unbalanced incentive.  Using an example given in the Report, the rate cap would give the utility the incentive to maximize revenues from the service for which the utility is at risk (commodity sales) to the detriment of services for which ratepayers are at risk (bills).  


Instituting a price cap mechanism would introduce an unwelcome and inappropriate distraction, which is the previously unavailable opportunity to earn a windfall from increased natural gas use by distribution customers.  Management energies that previously focused on distribution cost and efficiency issues (the very benefits the Report claims for the model) could then be reallocated profitably to the promotion of increased commodity use by distribution customers.  The Report even recognizes that gas utilities have fewer opportunities to increase productivity than other industries like telecommunications, thus providing an even stronger incentive to increase commodity sales.  That result threatens obvious violence to the public interest, even overlooking the damage that would result to distribution company incentives to improve efficiencies of natural gas use. An incentive to minimize gas commodity rates as opposed to gas service costs would be flatly inconsistent with state and federal policy.�  Under a rate cap proposal, the most effective near-term strategy to reduce rates would be to spread fixed costs across a higher unit volume of natural gas sales and to resist end-use efficiency improvements.


Far less obvious is the societal interest in granting this new distribution-company stake in commodity sales, particularly when the distribution business has no role whatever in producing the commodity involved. Explicit actions are needed to ensure that least-cost investments in energy efficiency and other sustainable energy resources remain the most profitable course of action for the regulated distribution business.





Recommended Regulatory Reform Strategy


New systems of price regulation are needed to ensure alignment of shareholder and societal interests.  Distribution price regulation should be incentive based and profitability should be unrelated to consumption of the energy commodities it delivers.  NRDC proposes a distribution pricing structure that severs the link between retail electricity and natural gas throughput and the recovery of fixed distribution costs.  Such a structure would give distribution companies the incentive to meet customers’ energy service needs through lowest cost means.  


A revenue cap on distribution can accomplish this result.  The mechanism would index total authorized margin or authorized margin per customer. The pricing structure could be revisited every four or five years to ensure that it is functioning as intended and that regulated rates of return appear reasonable.  A revenue cap substantially changes the focus of the distribution business from that of a seller of natural gas to a supplier of energy services, where natural gas is only one component of the energy services offered.  And it meet the objectives of Principle #2 of the Report: to “promote the provision of services in a least-cost manner.”


The Commission Decision in the SoCalGas PBR proceeding actually rejects the rate cap proposed by SoCalGas and adopts a revenue cap or indexing approach which more accurately advances the Commission’s regulatory goals.  The decision concluded “that revenue rather than rates must be indexed…” (D. 97-07-054, p. 31)  The Report mentions the mechanism adopted, a revenue indexing and sharing PBR mechanism, but does not include it among the strategies it examines.


	Since a revenue cap would apply only to the residual monopoly elements of the natural gas industry, it is entirely consistent with competition.  Revenue regulation for the distribution business is primarily an attempt to remove an existing distortion of the price capping system.  A price, or rate cap mechanism for the distribution company creates a strong incentive to sell more electricity; resulting in a suboptimal provision of and support for energy efficiency and other cost effective efforts.  Environmental benefits are a fortunate side-effect of achieving efficiency through distribution company revenue regulation.








Consumer Protection and Public Purpose Programs


Consumer Protection





In Chapter VII, the report emphasizes the need to have consumer protections that are similar to those in the electric industry.  Is this necessary? Are there other protections that should be considered?





	NRDC strongly encourages the Commission to establish effective consumer protection, education, full disclosure and customer information and privacy protections similar to those in the electric industry.  An important consumer protection principle  legislated in electricity industry restructuring, which should be instituted in the natural gas reforms, is no cost shifting among customer classes.





Public Purpose Programs





The report emphasizes the need to treat the administration and funding of gas public purpose programs similar to electric public purpose programs.  Is this necessary?





	The Division states its belief that “the intent to establish a nonbypassable gas surcharge should continue to be pursued with the legislature.”  However, in addition to the Order to temporarily defer imposing a gas surcharge on customers of jurisdictional gas utilities until it has further opportunity to coordinate with the legislature,” D. 97-06-018 also ordered that “the imposition of a retail gas surcharge for the vast majority of the gas customers should not be delayed indefinitely.” (Order 1.(e), pp. 9-10)  The Commission specifically recognized its authority to establish a surcharge for the majority of natural gas customers in the state.  In addition, D. 97-06-108 ordered that “the minimum dollar funding levels for gas public purpose programs be established at 1996 authorized levels.” (Order 1.(c), p. 9)  NRDC recommends that the Commission institute a natural gas surcharge to begin January 1, 1999. 


Competition increases rather than removes the need for intervention to eliminate market barriers to energy efficiency and renewable energy.  Industry restructuring is already working to stall recent progress in bringing new nonpolluting technologies into the gas marketplace.  Energy efficiency and other public purpose program faced formidable market barriers even before the restructuring process gained momentum.  Restructuring exacerbates these market failures by reducing utilities’ incentives to overcome them.  The market’s demand for lower commodity costs seems incompatible with utilities’ historic practice of recovering system-wide energy efficiency investments as part of a bundled electricity charge. In fact, we have already experienced the same disturbing trend of cuts in energy efficiency, low income and RD&D program investment in the gas industry that led to the institution of the electric surcharge.�  And pressures resulting from impending electric industry restructuring have more recently accelerated these reductions in investment for natural gas public purpose programs.  


These programs are increasingly vital now that natural gas usage is on the rise in the United States.  And natural gas usage is on the rise in part because of technological advances that have allowed the gas industry to compete successfully on the cost of gas as well as on the efficiency, comfort and performance of end-use equipment.  Opportunities for the efficient use of natural gas are growing along with the use of the fuel itself.  Natural gas is economically competitive, relatively environmentally attractive, and relatively plentiful.  New markets for gas in electric power are opening up. Now more than ever, it makes sense to continue researching and learning how best to use this fuel — how to get more work out of less energy.  At the same time, industry restructuring threatens to undermine the current funding mechanism.


The Commission should ensure that gas energy efficiency programs are established at a level that will significantly reduce wasteful and inefficient uses of gas. Strong gas energy efficiency programs are necessary to guard against unnecessary air pollution and to save gas consumers money.  Public purpose activities should be funded in a manner that avoids or minimizes unfair competition, and captures overlapping benefits between natural gas and electric activities.  Establishing a public purpose surcharge for natural gas would relieve pressure from natural gas utilities to cut proven investments in favor of short-term cost considerations, and would increase incentives for collaborative efforts between electric and gas. 


	


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


	


NRDC recommends that the gas surcharge be used to fund the same type of public benefits programs that the Commission has ruled are appropriate for funding by the electric surcharge, including low income services, RD&D and energy efficiency programs, with one addition.  Although the Report does not discuss renewables, there are distributed applications such as solar hot water heating that should be funded as an additional category under public purposes.  These distributed renewable applications do not fit neatly under either energy efficiency, since they are a generation source (albeit at the distributed level); nor under the RD&D category, since they are already commercially available.  They do, however, have the potential to decrease the impacts associated with natural gas use.


NRDC recommends that the definitions of the energy efficiency, RD&D and low income services categories follow those established in AB1890, Article 7, Section 381(b)(1) and (2), and Section 382.  In addition, a new category related to distributed renewable applications related to natural gas uses should be included.


The Commission should complete an environmental impact report for this proceeding under the California Environmental Quality Act


The proposed revisions to the regulatory structure governing the natural gas industry could have a significant impact on the environment


	For reasons reviewed earlier, some elements of the proposed regulatory revisions could result in a negative impact on the environment.  These include, but are not limited to, 1) further delay in the establishment of a natural gas public purpose surcharge at adequate levels, and 2) restoration of the linkage between the distribution utilities’ profits and their natural gas sales.  In addition, environmental considerations do not even enter into the proposed principles and objectives of the Report.


While the electric industry as a whole has a more substantial air emissions impact than the gas industry, air emissions associated with the production, distribution and use of gas are still significant, particularly with respect to greenhouse gases associated with global climate change and NOx associated with local air pollution and human health effects.  





The mandate of the California Environmental Quality Act


	The California Environmental Quality Act (CEQA) requires public agencies to prepare an environmental impact reports (EIR) before undertaking “any project…which may have a significant effect on the environment.”  Public Resources Code ( 21100.  “Significant effect” sets what the courts have termed a “low threshold,” and is elsewhere defined as a “potentially substantial adverse change in the environment.” Id. ( 21068


	The Commission is obligated to complete an environmental impact report if it pursues elements revisions to regulation potentially damaging to the environment, while failing to pursue programmatic alternatives and environmental mitigation options, which form the heart of the EIR mandate.





Dated:  � TIME \@ "MMMM d, yyyy" �March 23, 1998�	Respectfully submitted,
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	Senior Policy Analyst
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� This policy includes explicit direction by the California Legislature in Public Utilities Code 701.1 that “a principal goal of electric and natural gas utilities’ resource planning and investment shall 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…”  To that end, utilities “should seek to exploit all practicable and cost-effective conservation and improvements in the efficiency of energy use ...” In addition, the Commission has reaffirmed this policy in decision after decision, including restructuring decision D. 95-12-063.


� For SoCalGas alone, cuts in energy efficiency, low income and RD&D programs total $47 million in the last two years.  Even prior to cuts in these programs which were made for purpose of their PBR, significant reductions in commitments to these programs could be witnessed, both monetarily and institutionally.
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