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general questions

Q  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?

A  1	As described in PG&E’s Narrative Response, California’s regulatory policies have continued to evolve along with changes in natural gas markets.  Progress has been made in a number of areas, and additional changes will undoubtedly be needed as the market unfolds.  Gathering input from all parties and examining the benefits, costs and timing of potential changes will allow the Commission to help market participants make reasonable plans for future implementation.  

Over the last two decades, the evolution of Gas Industry Restructuring has brought a wide range of new choices to customers.  As wellhead supply competition and interstate pipeline unbundling became a reality, the Commission acted quickly to allow California customers to have access to the growing competitive market for gas supplies.  The first large customers were given the ability to buy their own gas supplies and transport them over California utilities’ pipes in 1985, with general unbundling of procurement and transportation in 1988.  Today, 97 percent of all noncore gas supplies on PG&E’s system is purchased from non�utility supply.  As PG&E’s core subscription service is phased out over the next three years, 100 percent of noncore customers will use non-utility supply.

Residential and small commercial customers were given the opportunity to obtain non-utility supply in late 1991, through the core aggregation program.  Even before implementation of the Gas Accord provisions designed to enhance core aggregation, non-utility suppliers had reached a market penetration of almost 20 percent among the larger commercial sector of core customers.  Thus among customers for whom gas supply is a significant cost, many have exercised their right to choose non-utility gas supply.  

Other recent changes are continuing to open up markets for competitive sources.  The Gas Accord provides shippers with contractual rights to intrastate transmission services, as well as a secondary market for intrastate transmission.  Unbundled inter�and intrastate transmission service and noncore gas storage services allow gas suppliers to optimize the facilities they use in bringing gas supply to the citygate, allowing effective gas basin competition in California.  

The core aggregation program is now seeing the benefits of monthly choices for suppliers in both inter- and intrastate transportation, of monthly utility procurement pricing, of a market comparable brokerage fee, and of new options for nominations, storage, and balancing.  

All these reforms are closely aligned with the objectives of the DSP report.  In addition, the Commission is just now implementing wide-ranging reforms in the electric market.  California’s first priority should be to support the developing competitive markets now in place.  The continuing evolution of these markets, particularly after they navigate the bumps inevitable in implementing new changes, will provide useful information as parties work with the Commission to develop the structure for the next phase of industry restructuring.  

In light of all the recent major changes in both the gas and electric industries, PG&E believes that the priorities for the next phase of market changes should include:

Implement the Gas Accord and allow its basic provisions to run the course of the Accord period; 

Implement incentives-based regulation for the state’s utilities;

Conform gas and electric consumer protection and public purpose programs;

Level the playing field for customer service options with regard to transmission, storage, and load balancing services;

Examine the future role of utility retail commodity service; and

Examine the future role of gas distribution companies to determine which services, if any, should be deregulated.

Q  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?  

A  2	In general, the categories included in the DSP report for consideration of further reform are appropriate.  As discussed in Tab 5, some of these categories need to be addressed by the Legislature.

In addition, two additional areas of analysis should be added to the topics covered in the DSP report.  The first is definition and quantification of transition costs resulting from market changes.  The second area requiring analysis is an examination of the costs to implement the various options.  With development of these perspectives, the Commission can determine if a given policy is in the public interest and is likely to provide consumers with benefits that are expected to outweigh the costs of the changes.  

Finally, PG&E recommends that for each service under consideration for change, the Commission should examine the relationship between pricing flexibility, risk, and obligation to serve—in essence, define services as competitive, “semi-competitive,” or continuing monopoly services.  For services that remain monopoly services, the costs of creating competition may not create a commensurate benefit to end-use customers.  For other services, workable competition may already be in place.  For yet other services, an examination of costs and benefits will lead to the most cost�effective approach to market changes.  If a utility is to face competitors, it should do so in areas where it has the same rights and obligations as those with which it competes.

Q  3	The report discusses the synergy between the gas and electric industries, and the resulting need to establish largely parallel reforms and structures between them in order to maximize the benefits of competition.  Are there differences between the gas and electric industries that make it unnecessary to establish parallel reforms:

in promoting customer choice for residential and small commercial consumers?

in consumer protections and public purpose programs?

in services to be unbundled, such as revenue cycle services like real-time and time-of-use metering, and in the safety issues related to providing competitive metering and after-meter services?

in market power or anti-competitive behavior concerns?

A  3	As outlined in the report, there are obvious similarities between the gas and electric portions of the energy industry, and regulation in both industries has similar goals.  Even with these similarities and potential synergies, there are operational, regulatory and market differences that may affect the path and timing, and perhaps dictate some differences in the reforms needed, to achieve these goals.  

Many aspects of the interrelationships between natural gas and electricity are not new.  Combination gas and electric utilities have existed for decades, and customers have benefited from the economies resulting from this combination.  Many policy considerations are similar for gas and electricity, and there are particular benefits from consistency in areas directly affecting consumers, such as customer education, sign�up procedures, and consumer protection.  These issues are addressed in the Narrative Response and in responses to specific questions relating to these issues; customer choice is addressed in the response to Question 8, consumer protection in Questions 23 and 24, public policy programs in Question 25, revenue cycle services in Question 10, and market power in Question 16.  

Although there are a number of similarities, natural gas delivery differs from the electric grid in fundamental ways.  Operational and other inherent differences between gas and electric systems may require different reforms, rules and regulations, and will require item-by-item review to determine the appropriate direction for each industry.  For example, electricity is a minute-by-minute real time business.  An efficient electric market, both operationally and economically, requires a real-time ability to measure demand.  Natural gas takes time to travel from production areas to the market, sometimes several days.  Gas operations and the commodity market function on a daily to weekly to monthly basis.  Providers are able to use “inventory” processes such as balancing and storage to provide reliable service and to match demand with supply.  Consequently, real-time gas metering for small customers, may not improve market efficiency.  

As another example, electric services can allow short-term interruptions to avoid high-cost periods on the electric grid without creating significant new costs to other customers or the service provider.  On the gas side, however, an interruptible service may not be a feasible option for small customers, given metering costs and the significant costs for pilot relighting.  Other operational differences may change the lead time required to convert customers from one provider to another, limit metering options, or require industry-specific rules in order to ensure reliable cold weather service, such as the assignment of storage facilities to core market suppliers.  

Another area of concern and difference is the safety issues related to the explosive nature of natural gas and attendant liabilities, including meter and after�meter services.  Lastly, the market positions and regulatory constructs for gas and electricity are not identical today.  

Therefore, to properly evaluate the potential for specific parallel reforms, such as unbundling revenue cycle services, suggests a need to evaluate the experience with the nascent Electric Industry Restructuring, Gas Accord and performance-based ratemaking before drawing too many conclusions.  This includes how best to promote choice for residential and small commercial customers, and how to unbundle customer services in a cost-effective manner, including a complete evaluation of transition costs.  As noted in the response to Question 10, the Gas Accord and other PG&E actions are providing much of the unbundling recommended in the Green Book, and create the opportunity to measure market and customer reaction.  

On the other hand, PG&E supports moving ahead on the gas side with the electric model for consumer protection and public purpose programs, since there is clear similarity and synergy in this area.

For market power and anti-competitive concerns, PG&E’s response to Question 16 and discussion in the Narrative Response show that the examples in DSP report do not accurately portray the mitigation effects of the newly formed gas (under the Accord) and electric (under the PX and ISO) markets and recently adopted affiliate regulations.  At this point, additional reforms in this area do not seem to be needed.

In sum, the basic policy goals of increasing customer choice and competition in both electric and gas services are similar.  However, there are enough differences to indicate caution in simply adopting parallel reforms without close examination of what are the most cost-effective approaches for each industry.  

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

A  4	PG&E agrees with the report’s observation that electric and gas services may be provided by the same marketers in many cases.  In addition to services related to energy management, marketers are beginning to design and offer a range of regulated and unregulated products and services, ranging from cable television and other telecommunication services, to home alarm systems to in-house appliance repair.  It is too soon to evaluate the interest marketers may ultimately have in various segments of the energy market, or their success in attracting customers.  Additionally, full convergence of energy, telecommunications and consumer services at a residential level is likely to require additional technological innovation to achieve significant market penetration.  

Q  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.

A  5	As set forth in Tab 5, a number of the proposed structural changes may not be effectuated without legislation and/or evidentiary hearings and compliance with other due process requirements.  Even if structural changes are legally permissible, further proceedings would be necessary to determine implementation costs, to calculate stranded costs and develop mechanisms for their recovery.  That being the case, PG&E recommends the following multi-step process:  (1) panel hearings on the “global issues” set forth in the 26 questions and the DSP report; (2) issuance of Commission order which would list those factual, economic and operational issues the Commission wishes to further investigate;� (3)  filing of comments by all interested parties on which of these issues which raise legal (i.e., legislative or constitutional) questions or require evidentiary hearings; and (4) issuance of a Commission order in response to the briefs, either calling for legislation, setting evidentiary hearings, or making other procedural rulings to meet legal requirements.  

Regarding a timeframe, PG&E suggests the following:

April 6:  Panel hearing

May 14:  Commission issues order identifying proposals the Commission wishes to consider further and requesting the filing of comments on the following questions:

- Does the Commission have the authority to implement such a proposal?

- Assuming the Commission has such authority, what due process and other steps must the Commission undertake to legally implement a proposal (i.e., resolution of factual issues through evidentiary hearings, determination of stranded costs, etc.).

June 8:  Briefs in response to May 14 order to be filed

July 2:  Commission Decision in response to Briefs

The remainder of the schedule depends upon the July 2 order.  To the extent that the Commission wishes to consider proposals which would require the enactment of legislation, the CPUC would adopt a schedule to accomplish that goal.  To the extent that the CPUC determined that certain changes or proposal could be accomplished without legislation but required evidentiary hearings, an ALJ would be appointed to conduct such hearings and issue an opinion by a specific date.

Questions on Competitive Issues

Q  6	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?

A  6	The report provides an important categorization of issues and areas for consideration in regulatory reform, and the recommendations of Chapter VIII provide a thoughtful “strawman” for discussion of long-term views of energy market structure.  

This is an appropriate level of detail at which to start a discussion of major policy changes.  In addition, the process of full panel hearings and an exchange of comments will likely introduce added possibilities for future market structures.  

However, neither this report nor the airing of opinions, is sufficient to determine if the recommendations made by the DSP provide for an improved market structure, or whether the benefits of competition will be enhanced by their adoption.  As noted above, the costs to implement the recommended strategy have not been identified, nor has the report provided an estimate of the benefits of the recommended strategies.  Moreover, is quite possible that implementation of the recommended strategies may require legislative changes and evidentiary hearings.  As the report itself notes, policy changes of the type contemplated here require “a developed record that reflects due process rights of the industry and interested participants.”�

Q  7	Would separating the electric and gas distribution functions for combined utilities enhance competition between electricity and gas?  Would this require divestiture to be effective?

A  7	PG&E believes that customers enjoy lower rates by its operation of a combined electric and gas utility, since costs for facilities such as computer systems, call centers and service trucks can be shared by both the gas and electric sides of the business.  The extensive gas/electric merger activity currently underway nationwide supports PG&E’s sense that there are synergies to these combined functions.

Another significant social benefit to the operation of a combined utility is that it increases the likelihood that customers will be encouraged to choose their most appropriate cost-effective end-use technology.  While there have been incidents of electric-only utilities advocating the extensive use of electric water heaters, or of gas�only utilities encouraging gas air conditioning in areas where it is not yet cost�effective, a combined utility is, in general, incented to encourage its customers to choose between gas and electric services based on each customer’s own cost considerations.  

A general theme PG&E has articulated in this OIR is that the theoretical benefits of structural changes to enhance competition should be significant in comparison to the costs associated with implementing those changes.  If not, the structural change should not be put in place.  There may be some enhancement to competition arising from forcing a separation between gas and electric distribution functions.  However, these potential benefits need to be compared to the costs which would result from eliminating the distribution synergies and the social benefits of joint provision of service and costs associated with separating the functions.  PG&E believes the gains from separating the functions are likely to be far less than the costs.  

Q  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.

A  8	PG&E has been actively engaged in making choice more effective for its customers.  With the exception of a still-sizable percentage of core loads, virtually all gas carried on its transportation system is, or soon will be, procured by end-use customers from non-utility sources.  

The issue of core procurement choices was a significant part of the Gas Accord.  In the process of negotiating the Gas Accord, PG&E worked extensively with customer representatives, suppliers (core aggregators and marketers), and regulators, and built an ongoing, collaborative process in the form of the Core Procurement Advisory Group (CPAG).  The provisions for core transport agents (CTAs) adopted in the Accord were negotiated with the CPAG.

The Gas Accord made numerous changes to core procurement.  These changes, combined with a developing group of marketers that wish to serve core markets, are expected to promote substantial gains in CAT service participation levels.  

Interstate and intrastate transportation unbundling:  Core customers and their aggregators can choose the firm interstate and intrastate transportation capacity they hold, and have access to lower-priced capacity on the Redwood Path and on PGT.  After two years of good reliability performance, core aggregators can choose not to hold firm transportation capacity.

Monthly Procurement Pricing:  Because the cost of utility core gas supplies now changes monthly to more closely mirror market prices, core customers can make a more meaningful comparison of utility and non-utility commodity prices on a month-to-month basis.

Core Load Forecasting:  PG&E provides core aggregators with a daily forecast of their customer loads, allowing them to nominate and balance to these forecast loads consistent with the new balancing rules.  This load forecasting also eliminates the need for costly, individual real-time metering for residential and commercial customers.

Core Brokerage Fee:  A 2.4-cent-per-decatherm fee is added to utility gas supplies to account for reasonable market utility cost of the procurement function, making utility gas prices more comparable to non-utility supply prices.

Core Aggregation Limits Reduced:  The minimum size for a core aggregation group has been halved to 120,000 therms per year.  The 10 percent limit on total market participation has been eliminated.

Core Aggregation Market Tests:  PG&E has instituted new electronic means of communication with core customers and between customers and aggregators.  For instance, PG&E has posted customer information on its Web Site to encourage customers to explore their choices in gas supply, to assure customers that their PG&E distribution service will remain unchanged if they choose an alternative supplier, and to educate customers in the details of their choices of both gas and electric supply.  PG&E also has co-sponsored an Internet-based electronic market place that allows aggregators to offer services without the costs of a sales call.

Core Aggregation Promotion:  PG&E and the Core Procurement Aggregation Group have improved Core Choice customer information materials, and have promoted the core aggregation program.  PG&E has communicated to customers and to employees that it is financially neutral with respect to Core Aggregation growth, and that it is encouraging growth of the program.  As a result, PG&E has seen significant improvements in customer awareness of their choices.  In the third quarter of 1997, for instance, only 42 percent of small commercial customers indicated they knew of their choice in gas supplies.  In the last three months of 1997, in part due to these improved communications, another 20 percent of these customers had become aware of their choice in gas supplies.

These recent changes in the CAT service, and the expected implementation of electric industry restructuring, have resulted in the gains in participation described in the Narrative Response.  PG&E is committed to, and is continuing to work with customers and aggregators to achieve, the goals for core procurement set out by the Gas Accord.  

Following is a list of elements beyond those currently in place which should be considered by the Commission in the deliberations on the Commission’s gas strategy.  These elements are in various stages of development on PG&E’s system.  Each promises further reductions in barriers to choice.

1.	Align Energy Service Provider (ESP) and CTA contracting processes.  Transaction costs for customers and suppliers can be reduced by:

Enabling third-party verified, oral contracting, and 

Enabling electronic transfer of switching information to utilities.  

2.	Align electric and gas consumer protection processes.

Develop CPUC registration of core gas providers, and

Establish the same consumer protection measures for gas as for electric.

3.	Expand consumer education.  Based on surveys, PG&E believes that about 45 percent of small commercial customers and 55 percent of residential customers remain unaware that choice is available to them in gas supply.  Educational materials could dramatically improve these statistics, and increase participation.

4.	Develop affinity-group marketing.  Utilities and aggregators can jointly develop plans for reaching small customers at low costs.  One of these approaches is to promote, with utility support, aggregation of customers who have pre-existing affiliations.  Thus, school parents, church groups, or similar affinity groups could be approached for aggregation.  

5.	Expand electronic marketing and contracting.  The Internet offers additional means of creating low transaction cost aggregation.  PG&E is co-sponsoring such an electronic marketplace today.  This mechanism could be expanded to include on-line contracting and automatic notification of the switch to the utility, with appropriate consumer protections.

6.	Reward utilities for supporting growth.  Utilities should be rewarded, as they have been so successfully in the area of energy efficiency, for efforts to work with aggregators, to encourage and develop an efficient market structure, and to increase the percent of market served by third parties.  The Commission could structure a program to not only fund the costs of promotional programs but to reward utilities for their success.

Other steps beyond those already in place can be developed as the market develops and as experience is gained.  

Q  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?  

A  9	Creating a vibrant competitive market should not disadvantage California natural gas utilities or other energy retail service providers, as long as the rules are written and implemented in a reasonable and unbiased fashion.  For example, affiliate rules are appropriate to establish guidelines and assure the market that all players have equal access to remaining monopoly services.  PG&E is committed to complying fully with the Affiliate Transaction Rules adopted in Decision 97-12-088.  However, additional rules, as discussed in the Report’s Option 4, which could limit the activities of affiliated companies or establish requirements for them that differ from other participants in the market, would improperly impair the ability of California utilities affiliates to compete with other unregulated companies.  

questions on unbundling and other reforms

Q  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?

A  10	As PG&E detailed in its Narrative Response, it believes certain unbundling strategies can and do promote competition.  Many of the unbundling proposals recommended by the DSP report already have been or are about to be implemented on PG&E’s system.  The table below details the status of unbundling on PG&E’s system.



Potential Actions�DSP Report Position�PG&E Position��1.	Unbundle Revenue Cycle Services�Recommends�Disagree��2.	Unbundle All Costs Associated with Procuring Gas�Recommends�Partially implemented��3.	Unbundle Interstate Pipeline Demand Charges�Recommends�Already implemented��4.	Unbundle Storage from Core Rates�Recommends�Examination of issue provided for in Gas Accord��5.	At Risk and Pricing Flexibility�Recommends�Partially implemented��6.	Unbundle Public Purpose Programs�Recommends�Agree��7.	Provide for a Secondary Transportation Market�Recommends�Already implemented��8.	Tighten Balancing Service Tolerances�Recommends�Already implemented��9.	Remove Core Aggregation Transportation Program Limits�Recommends�Partially implemented��10.	Re-examine UEG/Cogenerator Rate Parity�Recommends�Agree, but legislative issue��11.	Consistent Electric Generation Rate Design�Recommends�Agree��12.	Unbundle Intrastate Transmission from Distribution�No mention�Already implemented��13.	Unbundle Intrastate Transmission into Specific Paths�No mention�Already implemented��14.	Unbundle Competitive Market Center Services�No mention�Already implemented��

However, as is also detailed in the Narrative Response, PG&E believes the Commission should defer implementation of gas revenue cycle services unbundling for PG&E until after the Gas Accord period.  The Gas Accord represents a consensus agreement reached by all parties, which specifically states that certain services commonly called “revenue cycle services” will not be unbundled during its duration.�  It would be inappropriate to selectively modify the Gas Accord.

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

A  11	PG&E believes there is a continuing role for the Commission in fashioning reliability standards for residential and small commercial customers.  As the gas market is unbundled, ensuring reliable service to residential and small customers, as well as large industrial and electric generation customers, requires balancing service choices, economic signals and regulatory standards.  PG&E believes continuing regulatory standards are needed to provide gas supply and delivery reliability to small customers.  An appropriate assumption is that suppliers competing to provide the lowest cost service to customers are probably unwilling to pay for marginal facilities and/or supply commitments needed to meet core customer demand under extreme weather conditions.

There are two parts to reliability.  One is the commodity supply reliability—driven primarily by the production areas in New Mexico, Texas and Canada, the interstate pipelines, and gas demand outside of California.  The other is the physical ability within California to deliver that supply to the end-user (from border to burner�tip)—which is a function of the backbone transmission, local transmission, distribution and storage capacities.

Today, most observers agree that commodity supply is only constrained by the physical interstate delivery systems and not basin production.  Therefore, California can expect that it will attract sufficient supply through market mechanisms, including price.  Under the market mechanisms envisioned by the Green Book and the Gas Accord, commodity suppliers have the obligation to make the necessary inter- and intra-state transportation, storage, as well as supply, arrangements to meet their customer needs.  

One of the concerns dealt with in the Gas Accord was whether a system was needed to ensure that core aggregators would contract for firm interstate and intrastate pipeline capacity to provide the same degree of reliability to core transport customers as PG&E-supplied core customers.  Under the Gas Accord, core aggregators are allowed to hold whatever combination of interstate and intrastate pipeline capacity they think prudent (but are required to hold firm winter intrastate capacity for the first two years).  The belief is that these suppliers will find the pipeline’s balancing rules and penalties adequate motivation to hold sufficient firm capacity.  Additionally, to help ensure reliability, the Gas Accord assigns core aggregators a proportional share of PG&E’s core storage reservation and requires minimum levels of inventory to be maintained.  This bundled storage assignment is to be reviewed after three years in light of then-existing market conditions.

Finally, on the commodity side, the Gas Accord provides an operational backstop driven by price (as described in the response to Question 21).  This backstop includes, as a last resort, diverting supply from the larger industrial and electric generation customers (at $50 per decatherm) to core customers if core supplies are inadequate to meet demands.  These rules are approved by the Commission and constitute a regulatory standard for ensuring core customer supply reliability, and will likely to be continue the purview of the Commission.  

On the facilities side, reliability issues will also continue to need Commission overnight to determine how market economics and customer service standards are to be appropriately integrated.  The following briefly describes how PG&E looks at investments in backbone, local and distribution gas facilities today.  Additionally, the operation and role of storage facilities need to be closely examined before recommendations to unbundle storage from core customer rates and to remove the utility from core procurement can be adopted.  

For the backbone gas transmission system, the Commission adopted a “let the market decide” policy and supported new interstate and intrastate pipeline proposals which met certain criteria.  Therefore, the interaction of the market demand and the willingness of pipelines to take the cost-recovery risk dictates the capacity for delivering gas supply to the local transmission and distribution systems.  Or in other terms, the reliability standards and investments are driven by the economic choices made by transportation customers.

For local transmission and distribution facilities, Decision 96-09-045 in the Service and Safety OII, initiated in PG&E’s GRC, ordered the utilities to file proposals for reliability and customer service standards.  In response, PG&E filed gas service proposed standards in Chapter 9 of Exhibit (PG&E-7) in PG&E’s 1999 GRC.  Also as part of the GRC, PG&E developed a gas resource plan to establish the level of reliability for the system in Exhibit (PG&E-8).  These reliability standards, termed planning criteria, are used by engineers to identify investments to ensure specific levels of reliability.  These criteria reflect cold winter day (CWD) or abnormal peak day (APD) demand scenarios.  These CWD and APD demand requirements are also adopted through Commission proceedings.  Additionally, there are local geographic factors which can affect the need for facilities of sufficient size to ensure customer reliability.

At this point, no specific proposals have been developed to replace these regulatory mechanisms.  PG&E will work with the Commission, the market, and end�users to investigate alternative approaches and mechanisms for determining those local transmission and distribution facility investments that are needed to serve customers reliably.

questions on regulatory streamlining

Q  12	Which of the regulatory reform strategies discussed in Chapter V are most appropriate for the emerging natural gas industry?  Are there other options that the Commission should explore?

A  12	As PG&E explained in its Narrative Response, it is now in the process of finalizing a Distribution Service Performance Based Ratemaking (PBR) filing in response to Decision 97�04�067, which would result in a mechanism similar to and having many of the benefits of the “rate cap” model described in the DSP report.  PG&E believes the Commission should allow PG&E to pursue its PBR proposal in the proceeding that will be established when PG&E files its application.  In the PBR proceeding, the Commission would hold evidentiary hearings to determine the gas distribution revenue requirement and rates for the year 2000 and beyond.  Rate design and cost allocation issues not covered by the Gas Accord would be decided in a Biennial Cost Allocation Proceeding (BCAP)-type proceeding.

Q  13	How can the Commission’s ratemaking reform efforts more effectively address the issues inherent in a competitive environment?  

A  13	Reform efforts can more effectively address issues inherent in a competitive environment by realizing that price signals and the need for flexibility in setting prices can affect economic efficiency.  Efficient pricing requires that consumers bear the costs they are responsible for creating in a manner that correlates with the nature of the costs.  For instance, a service whose costs are largely fixed should see a pricing formula that is weighted more with fixed charges than with volumetric charges to be efficient.  

As the nature of the energy business changes, it is more likely that the cost structure of the energy industry would change and, therefore, there is a greater need to allow for the regulatory flexibility that would allow prices to change.  The Commission in its reform efforts should not create a regulatory environment that would inhibit the utilities’ ability to achieve flexible prices.

Q  14	Do the benefits of ratemaking reform discussed in Chapter V exceed the costs of the effort required to make such changes?

A  14	The evolution of new market structures and opportunities will require the Commission to review its regulatory role and goals.  Without a clear definition of the areas where changed regulation is appropriate, a desire to increase competition could paradoxically require the devotion of even greater resources to regulatory proceedings and allocation battles.

The implementation of procurement incentive mechanisms for all California gas utilities is an example of successful regulatory reform.  The Commission staff worked with utilities and other parties to define external standards to measure the utilities’ success in gas purchasing.  By adopting these mechanisms, the Commission was able to turn extremely contentious reasonableness proceedings into more straightforward reporting and calculation functions—with clear, measurable standards for success.  Similar streamlining may be possible with other regulatory structures as well, although PG&E has not attempted to quantify the cost savings to the Commission and other participants.  As discussed in PG&E’s Narrative Response, a regulatory mechanism similar to the DSP’s proposed rate cap could reduce the frequency and contentiousness of regulatory proceedings, while still meeting the Commission’s goals for just and reasonable rates.

Q  15	Do you agree with the report’s conclusion that, in the context of examining ratemaking regulation, the re-examination of the Commission’s Long Run Marginal Cost policy and methodology may be necessary, as well as reconsideration of the “core/noncore distinction”?  

A  15	Yes, PG&E agrees that the Commission should re-examine its Long Run Marginal Cost (LRMC) policy and methodology in the context of examining ratemaking regulation.

	LRMC Policy

There are currently great disparities in adopted marginal cost methodology among the three large gas utilities.  This should be a cause for concern by the Commission, because, to the extent rates continue to be based on marginal costs, inconsistencies in marginal cost methodology can bias competitive outcomes.  For example, consider the potential location of a new factory in California.  A utility whose marginal costs are higher due to methodological features not shared by the other utilities, ceteris paribus, is at a competitive disadvantage in attracting new business.  

Additionally, PG&E believes that currently adopted marginal costs do not uniformly adhere to sound economic principles such as cost causation.  Specifically, PG&E believes that the Commission erred in Decision 95-12-053, which adopted a replacement cost adder to PG&E’s transmission and distribution marginal cost.  As PG&E testified in Application 94-11-015, the replacement cost methodology violates the cost-causation principle previously stated by the Commission in Decision 92�12�058.�  Furthermore, the replacement cost methodology is inconsistent with adopted marginal costs for the other gas utilities as well as (now) 17 years of Commission marginal cost practice on the electric side.  PG&E testified that the replacement cost adder increased PG&E’s transmission and distribution marginal costs an average of about 40 percent.  

PG&E further advocates that marginal cost methodological issues be re�examined periodically on a statewide basis.  One possible mechanism is the report’s proposal (see p. 63) of a statewide quadrennial cost allocation proceeding.  

PG&E recognizes that marginal costs are not a major focus of the DSP’s report.  Nothing in the report, however, suggests that marginal costs will not continue to be the Commission’s preferred basis for setting rates for regulated gas and electric transportation services.  While the report advocates fostering competition where no natural monopoly exists, it envisions continued regulation of “natural monopoly aspects of the gas industry”  (see p.33).  PG&E interprets this phrase to refer, at a minimum, to the utilities’ transmission and distribution pipelines and the operation and maintenance thereof.  Therefore, marginal costs will continue to impact gas transportation rates even in an enhanced competitive environment and PG&E’s request for statewide evidentiary hearings on marginal cost methodology is more than simply an academic issue.  

PG&E offers a series of principles on pricing and marginal costs that it believes are central to any reconsideration:

Pricing

Prices for regulated services should, as a general principle, reflect marginal cost.

Price subsidies should be eliminated and no new ones created.

The utilities should be allowed pricing flexibility for fully and partially competitive services.

The Commission should continue to grant the utilities flexibility to discount transmission and distribution rates subject to a customer-specific marginal cost floor.  For firm contracts of duration one year or longer, the floor must reflect demand-related capital investments occurring or planned during the term of the contract.

Marginal Costs

The Commission should adopt a uniform set of marginal cost principles and methodological guidelines for the California gas utilities.

The Commission should reaffirm that marginal costs are based on cost causation.  Marginal costs should, therefore, include those costs, and only those costs, which are affected by a change in the level of the assigned causative factor.  

The Commission should encourage the utilities to reflect in their marginal cost studies geographic differences and other factors which may affect cost causation.  This will enable the appropriate geographic targeting of incentives for demand side management (DSM) projects or attraction of incremental loads.  

The Commission should reaffirm that marginal costs for transmission and for distribution main must be based on least cost investment plans taking into account anticipated demand growth, and should not be based solely on a continuation of past trends.  

Core/Noncore Distinction

PG&E believes that, in answering this question, the Commission should keep the question of cost allocation separate from the concept of service offerings.  Initially, the distinctions between core and noncore customers were based on reliability requirements, minimum volumes, and the presence of an economically viable potential for an alternate fuel system.  Service offerings differed because of the difference in perceived need for reliability.  In the past ten years, however, the Commission has responded to the evolving gas market structure by continuing to revise noncore eligibility requirements.  In Decision 93�09�082, the Commission removed the alternative fuel system requirement.  In Decision 95�12�053, the average daily use requirement was eliminated to attain or maintain noncore status.  Today, the size of customer loads, therefore, remains the last distinction between core and noncore status.  

It is appropriate, therefore, that the Commission reconsider the core/noncore distinction.  Promoting customer choice for competitively priced products is beneficial for core and noncore customers alike.  However, customers with similar demand and cost characteristics must still be grouped together in customer classes, and utility rates should still reflect the differences in cost causation among these customer classes.  

The primary reason core customers impose higher costs on the system than other customers is not, in fact, the level of reliability they enjoy, but:  (a) the high fixed cost of the facilities required to serve them in proportion to the small volumes of gas they consume; and (b) the high transaction costs of serving them.  Although it is possible to argue about where the precise boundaries between customer classes should be drawn, there is a significant difference in cost causation between a winter�peaking customer using 600 therms per year and served from the distribution system, and a relatively flat�load�factor customer using 3.5 million therms per year and served from the transmission system.

The Gas Accord addressed this difference to a certain degree by unbundling its transmission and distribution rates.  Noncore customers served off the transmission system no longer pay distribution costs.  However, as PG&E noted in above, marginal cost principles should continue to guide cost allocation.

Questions on market structure

Q  16	 The report identifies a number of potential manifestations of anti-competitive behavior that could result from current 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.  

A  16	The DSP report states that utilities may have opportunities to engage in behavior “which puts them at an unfair advantage relative to their competitors or creates otherwise unnecessary difficulties for other market participants.”�  It states that these opportunities may occur in the retail core gas market and in the electric generation market.�  PG&E believes that the gas utility structure under the Gas Accord is not likely to result in anti-competitive behavior or harm to consumers, and that no such behavior is occurring now or likely to occur in the future.  

Core Commodity Competition

The report states that utilities might harm competing core gas commodity suppliers by designing maintenance or other operational constraints for the purpose of raising costs to these suppliers.�  PG&E has no incentive to engage in such a strategy.  As explained above, PG&E has communicated to its customers and its employees that it is financially neutral with respect to core aggregator transportation (CAT) service growth, and is encouraging growth of that program.  More importantly, issuing curtailment orders directed at specific customers reduces PG&E’s transmission revenues, which are paid in part on a volumetric basis and for which PG&E is at risk.  A strategy of curtailing for the purpose of harming core aggregation suppliers would not serve PG&E’s interests.

Second, engaging in such conduct would violate existing CPUC requirements.  The CPUC made clear years ago that PG&E should exercise curtailment orders in accordance with an identified set of criteria and priorities.  See, for example, Decision 90�09�089 Appendix A, setting out a variety of curtailment rules.  Curtailing for the purpose of harming competitors is not among the acceptable criteria.  

The Gas Accord and implementing tariffs spelled out these rules in much greater detail.  Sections II.E.10-12 of the Gas Accord spell out rules of priority of service, how to handle local constraints, service reliability and diversion procedures.  Section II.E.13 contains provisions on operational and emergency flow orders related to imbalances.  In compliance with Section II.E.10.f of the Gas Accord, PG&E filed tariffs spelling out issues connected with over nominations, and its Gas Accord tariffs further address curtailment, nomination, and related operational procedures.  (See Gas Rule 14.D to 14.G.)

The report also speculates that combined utilities could try to impose imbalance charges on other commodity suppliers in order to increase their costs.  (Report p. 24 n.30.)  The Gas Accord gives PG&E no such incentive.  Rather, it provides that those receiving involuntarily diverted supply (whether a core aggregator or PG&E’s own procurement department) will be assessed a charge used to pay diversion credits to those whose gas supply is involuntarily diverted.  Remaining revenues are returned to customers in customer class charge.  (Section II.E.12.d).  All core participants would be affected equally and PG&E would gain nothing by such a diversion.

Significantly, the nomination and curtailment procedures set forth in the Gas Accord are the same for all core and CAT customers.  Under the Gas Accord, there is no means of favoring one set of shippers or gas suppliers over another.  

In addition, as the DSP report noted, there have been very limited curtailment orders in recent years.  (Report p. 24, n.30.)  The historical record demonstrates that PG&E has not made operational decisions for improper purposes; the priority core and core aggregation have over other users of pipeline capacity makes it unlikely that PG&E would ever have the opportunity to injure CAT suppliers by issuing such orders.  

The report also states that prior to the Gas Accord, PG&E’s Core Procurement Department had an incentive to favor the purchase of Canadian supplies flowing on PGT (now called PG&E Gas Transmission-Northwest) and on its own Line 401 expansion facilities over Southwest supplies flowing on ratepayer-funded Line 300.  However, as the report notes, the Gas Accord substantially reduced any such incentive by placing PG&E at risk for all intrastate transmission revenues.  (Report p. 30.)  The report claims that PG&E still has an incentive to favor purchase supplies from Canada over the Southwest because it continues to own PGT and the dollar-per-unit recovery from gas flowing on its northern pipelines is greater than the southern ones.  However, the report acknowledges that even this alleged incentive is tempered by the penalties in the core procurement incentive mechanism for exceeding the market benchmark price.  Further, firm capacity on PGT is fully subscribed.

In addition, the Commission fully considered these so-called “conflict of interest” issues in approving the Gas Accord.  In that decision, the Commission imposed an additional requirement expressly for the purpose of addressing possible discounting preferences, a requirement it called the “Commensurate Discount Rule.”  As the Commission intended, this rule addresses any alleged conflict of interest which might cause PG&E to favor Line 400/401 service [now called the Redwood Path] over Line 300 service [now called the Baja Path].  (D.97�08�055, pp. 43�45.)

It is also important to remember that ownership of pipeline does not necessarily give the owner control over pipeline capacity.  When the rights to use pipeline capacity have been assigned to third parties, those parties have the right to choose what gas will be moved using that capacity.  PG&E’s California Gas Transportation Department does not control any firm capacity on the Redwood Path, because that capacity has been subscribed by others.

Electric Generation Competition

The report spends a much larger amount of space discussing whether combined utilities selling electric commodities may engage in anti-competitive behavior affecting the electric generation market.  In particular, pages 25-29 and 85-88 of the report suggest several categories of improper conduct which combined utilities might pursue.  

The report speculates that utilities might try to increase the cost of gas supplies to competing electric generators by imposing operational or maintenance curtailment orders for improper purposes or making nomination scheduling decisions improperly.�  Such a strategy would reduce the amount of gas consumed in PG&E’s service territory and reduce its gas revenue.  In addition, just as PG&E has no incentive to increase gas commodity costs, it has no incentives to increase costs to electric generators.  The report notes that between now and the end of the rate freeze, which could last until 2001, such a strategy could increase the electric market clearing price and reduce PG&E’s ability to recover competition transition charges.�

Even after the end of the rate freeze, it is highly unlikely that PG&E would have an incentive to engage in improper curtailment activities, let alone a willingness to defy Commission orders prohibiting such conduct.

Second, PG&E has no practical ability to engage in the kind of conduct alleged.  It does not sell gas commodity to electric generators, who are noncore customers.  Although PG&E does provide gas transportation service used by those customers, the transportation is usually arranged for by marketers, who now dominate gas sales to noncore end-users in PG&E’s service territory.�  The marketers often sell commodity to dozens of end use customers from the same portfolio of gas supply, and PG&E may not have the real time information about which individual customer is being served by a particular source of supply.  

Furthermore, through the working of the secondary transportation market, it is possible for shippers to negotiate capacity assignments at prices above or below PG&E’s tariffed rates.  Although the shippers are required to disclose the volume and term of these transactions, the price which the shippers negotiated is not necessary for processing the assignment, and price is not reported to PG&E.  Even if PG&E were to try to interrupt backbone transportation to one or more electric generators, it might end up interrupting service to many other customers as well, which would reduce PG&E’s transportation revenues, for which it is at risk.  

Third, as explained above, the Gas Accord spelled out details and rules concerning system operations, and was fully supported by suppliers, marketers and aggregators.  If genuine and serious issues develop concerning gas curtailment rules, the process for resolving over-nomination declarations, or similar matters, which were not resolved by the Gas Accord, the report identifies a solution:  “the Rules regarding operational constraints, maintenance decision criteria, and nomination and curtailment criteria should be clearly defined.”  (Report p. 71.)

In addition, following the approval of the Gas Accord, PG&E has set up nominating and scheduling procedures which simply do not accommodate or permit employees to override the decisions generated by the computer system for improper purposes.  Interruption of local distribution service to particular customers is highly visible.  If undertaken for improper purposes, such orders could quickly be brought to the Commission’s attention.

The report speculates that combined gas and electric utilities might treat other electric generators differently than they do their own electric marketing affiliates.  However, the Commission has already addressed and resolved this issue in several separate proceedings.  The Gas Accord contains provisions specifically obligating PG&E to treat its affiliates, as well as its internal core procurement and UEG departments, without undue preference.  Additionally, PG&E cannot disclose specific shipper information to PG&E’s affiliates or core procurement and UEG departments without that shipper’s permission, except as needed to serve the shipper.  (Accord Section II.E.16).  The Accord also addressed cogeneration parity issues, including a requirement concerning information UEG must provide to cogenerators prior to making elections for gas transportation service from PG&E’s gas transmission department.  (Gas Accord section II.H.11).  

Similarly, the Commission’s Affiliate Transaction Rules adopted in Decision 97�12�088 expressly:  (a) prohibit PG&E from giving preferential treatment to an affiliate unless authorized by the Commission or FERC; (b) require the utility to make any discounts given to affiliates available to any similarly situated participants; (c) require the utility to administer its tariffs the same for affiliates as it does other market participants; and (d) require the disclosure of large amounts of information concerning transactions between the utility and the affiliate.  Thus, as the DSP report correctly concluded, “Information Access and Affiliate rules should adequately control the utilities’ ability and incentive to exercise market power.”  (Report p. 118.)  

Third, the report speculates that utilities might try to use their ability to negotiate discounts for gas transportation services in some undisclosed manner to enhance the value of their electric generation facilities or decrease the value of other generators.  (Report p. 86.)  The report does not explain how giving gas transportation discounts within the rate ceilings to electric generators could harm the generators.  Indeed, so long as fairly administered within the rules that prevent undue discrimination, such discounts would help these generators.  

The Gas Accord contains detailed provisions regarding such discounting, to make sure that such discounts are administered in a fair fashion.  In addition to the affiliate restrictions discussed above, the Gas Accord addresses discounting on pages 7, 8, 31, 34, 47, and 48.  These provisions describe which services may be discounted and which cannot, set floor and ceiling prices for discounts, and address which discounts require pre-approval by the Commission.  In addition, the Decision approving the Gas Accord also addressed discounting rules, including the “Commensurate Discount Rule” discussed above.  The Commission concluded that “A fair discounting rule would be consistent with discounting practices authorized earlier in this proceeding in Decision 94�02�042.”�

Gas Rule 26 provides further protections.  It requires PG&E to file various information with the CPUC concerning discounting arrangements, including information on discounts offered to affiliates or intracompany departments.

In addition, as discussed above, most of the transportation service for noncore customers is arranged by marketers, not the customers.  When PG&E negotiates a transportation discount with a marketer, it usually has no idea who that marketer’s end-use customer will be or whether the marketer will pass any of the gas transportation discount on to its customer.  The Gas Accord significantly changed the way the markets function in California in ways that address and prevent the potential abuse suggested in the report.

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

A  17	In Chapter VI of the report, DSP identifies a number of market structure options that DSP asserts “encompass a range of methods for mitigating, or eliminating entirely, the utility’s potential to exercise market power in an anti-competitive manner.”�  As discussed in response to Question 16, PG&E believes that the asserted potential for anticompetitive behavior does not accurately reflect PG&E’s situation, and therefore that there is no need for the Commission to adopt these alternatives.�

In addition, PG&E believes that a number of these options can be adopted only if legislation authorizing such changes is enacted.  Even assuming state legislation is not required, stakeholders have a right, absent a settlement, to evidentiary hearings on the proposals and supportable findings of fact by the Commission based on such hearings before adoption of an option.

As set forth more fully in Tab 5, the requirement for legislation or, even assuming no such requirement, for evidentiary hearings or a settlement acceptable to stakeholders (including PG&E) would apply to a number of issues raised by the report.

PG&E does not see the need to consider any additional constraints on utilities to deal with alleged market power issues beyond those discussed in the report.  PG&E’s Narrative Response discussed the legal implications of forming a gas ISO and of forced divestiture.  Tab 5 to these comments discusses these and certain other legal issues in further detail.

Q  18	Does the gas utility’s access to, and use of, financial market tools (such as derivatives, hedging, etc.) raise anti-competitive issues?  If so, how?  And, how should these concerns be resolved?

A  18	A gas utility’s access to, and use of, financial markets (such as derivatives, hedging, etc.) does not give rise to any anti-competitive issues because the national market for exchange-traded futures and options and the over-the-counter (OTC) market for similar financial instruments is heavily traded, the exchanges are extremely liquid.  Therefore, the CPUC can, within reasonable limits, oversee such programs.

Many businesses are faced with price risk, and many manage it using financial instruments.  In PG&E’s case, price risk is exaggerated because PG&E’s electric rates are frozen,� but costs are left to market forces, including costs of natural gas used in the production of electricity.  In addition, the Gas Accord set a cap on the rates for gas transmission and storage assets, but leaves to market forces PG&E’s ability to recover the costs associated with providing these services.

The use of gas futures has grown extensively over the past few years.  The result is a liquid, heavily-traded markets for both exchange and OTC transactions, with such large volumes of transactions and traders that there is no predominant firm and very little risk of illiquidity.  Typically, daily volumes traded on the NYMEX are about 45,000 contracts (or about 450,000,000 MMBtu/day).  Similar information is not available from the OTC markets, but it is generally believed that OTC volumes are greater than exchange-traded volumes.  The creation of these markets, in turn, has encouraged the development and proliferation of a number of financial instruments.�

In light of the vibrant and large market in these financial instruments, gas utility access to derivatives and hedging will not adversely impact the market.  Other concerns about the use of derivatives (e.g., financial limitations, reporting, etc.) can be addressed by the Commission in authorizing such programs.�

Q  19	Respond to the report’s discussion on the implications of eliminating the utility procurement function (Option 3).  Are there other implications not raised in the report?

A  19	Option 3 envisions a gas market place in which the utilities do not provide gas procurement or electric generation services.  The regulated utility would essentially become a transportation-only company.  Any remaining electric generation assets would be divested and the regulated utility’s core procurement function would be eliminated.  This option is one which needs to be examined carefully, as it would change the basic social contract which exists between a utility and its customers.  It necessitates a thorough examination of the traditional utility obligation to serve and the utility’s current role as the supplier of last resort.

DSP’s Option 3 theoretically minimizes a regulated utility’s perceived ability and incentive to exercise market power.�  On the other hand, DSP correctly points out that this option:  (1) eliminates some customer choice; (2) changes the traditional role of regulation which has defined and assured reliability standards for each customer class; (3) must be analyzed in the context of the need for a utility procurement strategy which provides reasonable prices; (4) may result in substituting a regulated utility provider with an unregulated provider with market power; (5) will effectively dismantle the utility’s traditional obligation and require the Commission to examine closely the utility’s traditional roles and duties, including the obligation to serve and to be the supplier of last resort; and (6) would very likely require the Commission to establish a default provider.�  Each one of these implications requires careful analysis and collaboration by all stakeholders, including the Legislature.  

In addition to the implications listed above, this option also would require a complete analysis of stranded costs, and a full consideration of the fact that PG&E intends to sell virtually all its fossil-fueled electric generation.

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

A  20	The DSP report suggests that a fully competitive procurement market for core customers develop before utilities are removed from the procurement function.  It suggests an HHI measure of 0.18 as a measure of a competitive procurement market.  This means that the utility market share must drop below 42 percent before the market is deemed competitive and utilities are totally removed from the procurement function.

PG&E agrees that a determination as to whether the core procurement market is fully competitive should be examined as part of the Commission analysis of the pros and cons of eliminating the utility procurement function.  Otherwise, service and price may be adversely affected.  However, rather than looking just to DSP’s suggestion as to how to measure when the competitive procurement market is competitive, PG&E recommends that the Commission analyze a range of tests, including those which may have been investigated by other state commissions.  It may very well be that a competitive procurement market could exist even if the incumbent utility maintained more than a 42 percent share.

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

A  21	With the obligation to serve as part of its regulatory compact, the utility has traditionally been the provider of last resort.  This term encompasses a number of different roles:  the provider of service to customers that other providers in the market may not choose to serve, including service to low income customers and those with low or seasonal usage, as well as providing peaking services under extreme conditions, in addition to providing back-stop service to those whose suppliers may not have delivered.  The costs for these services have been included in customer rates, either implicitly or explicitly.  

As more customers are served by providers other than the utilities, the Commission will need to examine options for providing these services and appropriate cost recovery.  For some functions the most economic solution may be for the utility to provide service and recover costs in its rates to all customers.  For some services other options may be more appropriate, such as creating a customer pool and putting service to the pool out to competitive bid with all market participants sharing the costs, or assigning customers to marketers on criteria such as percentage of market share.

As a backstop for suppliers who fail to deliver, adequate requirements for market entry and appropriate market penalties can provide consumer protection without shifting costs to end-use customers.  

PG&E believes changes in the shorter term backstop service incorporated in system balancing, such as those instituted with the Gas Accord, are required in a competitive gas market.  Tighter balancing rules and appropriate pricing will ensure that those causing costs on the system bear the burden of those costs.  

Traditionally, the regulated utility performed the balancing and backstop functions by purchasing additional gas supplies or limiting system deliveries to maintain the required operating pressure of the gas system as a whole.  During critical or emergency situations and only after the first approach has been exhausted, utilities have used curtailment of noncore customer usage and the diversion of their supplies to support the gas system or to supply core customers.�  Noncore customers were paid for their diverted supplies, and customers who did not comply with the curtailment order incurred fines.  

Although appropriate in fully bundled and fully regulated markets, neither of these approaches will function as well in an increasingly competitive arena, where market participants are focused on taking full advantage of price arbitrage opportunities.  One alternative approach is incorporated in the Gas Accord market structure.  The utility facilitates the operation of the backstop function, but does not directly provide it.  Each commodity supplier, including Core Transport Agents and PG&E’s core procurement service, is responsible for its own backstop function and the costs associated with it.  

PG&E provides limited balancing services, where the gas supply to the system is reasonably well balanced to total usage, through its flexibility in pipeline line-pack and the small amount of storage reserved for system balancing.  The cost of this service is included in transmission rates.  

When usage becomes significantly out of balance with provided supply, suppliers are not delivering the quantities of gas that end-use customers are consuming, and the provision of a backstop function must occur.  The Gas Accord establishes a hierarchy of Operational Flow Orders (OFO) and Emergency Flow Orders (EFO) to bring supply and usage into balance.  An OFO or EFO activates a daily balancing requirement for shippers on the pipeline, with a daily tolerance level set based on the severity of the event.  Penalty rates ensure that those not meeting the balancing requirements will be face significant penalties for failure to do so. 

Additionally, the penalty levels themselves are high enough that a competitive market may well develop for buying gas supply and selling usage curtailment.  This approach is similar to that used by interstate pipelines, where daily balancing requirements are the norm.  Experience with these new rules during the Gas Accord period will provide useful information for the next stage of regulatory changes.

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

A  22	There are two default provider roles:  one for customers who do not exercise their right to select a third-party to provide their gas supply needs, and a second for those who find it difficult to find a supplier because they are a lower-margin, lower credit, or otherwise higher-cost customer.  The first role may or may not be required, depending on how the customer choice is defined and implemented.  If customers are not allowed to stay with the utility, that role can be eliminated.  Instead, customers who do not affirmatively make a choice can be allocated among alternate providers.  

The second default provider role—for the lower-margin, lower credit, or otherwise higher-cost customers—can also be fulfilled by allocating these customers among alternate providers.  PG&E fills both these default roles now, and is regulated to protect customers.  The rates charged are reasonable� and the terms of service are regulated by the CPUC.  If a new default provider is created, all of the above items will need to be addressed through new regulatory constructs.  In addition, if PG&E is to exit the regular core gas procurement function, it must be given the option of exiting the default provider role as well.  

The options mentioned in the report for providing a replacement default provider role were an Independent Procurement Agency (IPA) and a bid model.  As noted in the report “the IPA is an untested framework” (Report, p. 83).  It is unknown how much it will cost, how it would be run or how it could be motivated to perform well.  Will it be able to attract talented gas trading personnel?  Where will it obtain sufficient credit to buy $700 million of gas commodity and services each year?  This is a concept that entails many unknowns.

The bid model has more analogues in the industry.  However, a contract for such services would be very complex, and would likely require continuous monitoring and adjustment.  This monitoring would be a new role for the CPUC to take on, and one which may require structural changes.  In addition, alternative contractors can also have conflicts of interest between other business interests and a core procurement role.  

The above points illustrate the complexity of replacing the existing utility as the default provider.  Clearly significant thought and study should go into these issues prior to any decision being made to replace the current utility role in providing this service.

questions on consumer protection and public purpose programs

Q  23	In Chapter VII, the report emphasizes the need to have consumer protections which are similar to those in the electric industry.  Is this necessary?  Why or why not?  Are there other protections which should be considered?

A  23	PG&E commends the CPUC for its electric industry restructuring consumer protection efforts, and advocates the importance of protecting consumers as the CPUC contemplates continued restructuring of the gas industry.  Whatever gas industry changes are ultimately adopted, they merit special emphasis being placed on residential, small commercial, and at-risk customers, with the goal of outreach efforts and education being easy and convenient for customers.

In the restructuring of the telecommunications industry, small customers, including residential and small commercial, did not have a major influence and therefore received little or confusing information of the imminent changes.  It has taken almost a decade for these customers to become educated and informed of their choices.

Any effort to streamline protection measures in the gas industry to be consistent with those in the electric restructuring effort will ease the confusion for consumers, minimize the impact to utilities, and provide consistency and clarity for compliance by service providers.  PG&E recommends the following consumer protection steps:

Conduct a comprehensive consumer education campaign to minimize confusion.

Ensure that customer-specific information is protected.

Require all gas service providers serving residential, small commercial and at�risk customers to register with the CPUC.

Enforce timely and appropriate resolution to consumer disputes, including penalties levied against gas service providers.

Monitor for trends in consumer abuse, and alert the public of providers who are abusing consumers.

In addition, PG&E believes there are certain unresolved issues that the Commission must consider.  These include penalties for non-compliance or consumer protection violations by a service provider.  PG&E recommends a process to obtain small commercial and residential customers’ input on how to minimize or thwart consumer abuse.

Q  24	Are there other state agencies or other entities better positioned to ensure consumer protection and monitor for customer fraud and other marketing abuses?

A  24	PG&E recommends that the CPUC seek an innovative and collaborative solution by utilizing a network of strategically positioned community based organizations (CBOs), under Commission guidance and authority, to ensure adequate consumer protection, and monitor for customer fraud and other marketing abuses.  In addition, collaboration with the state Department of Consumer Affairs and local governments will be necessary to ensure enforcement and protection rights are supported.

The CPUC is already taking a similar approach in utilizing CBOs as partners in its electric industry restructuring education campaign.  This will be a natural extension and expansion of their involvement in providing restructuring benefits and protection for all electric and gas consumers.

PG&E intends to cooperate with whatever structure the CPUC develops, and believes the CBOs have the best network and relationship with the targeted audiences to protect consumer interests.

Q  25	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?  Why or why not?

A  25	Although it is not necessary to treat the administration and funding of gas public purpose programs similar to electric public purpose programs, it makes little sense not to treat them together.  PG&E has always planned and implemented its gas and electric energy efficiency and low-income programs together under a single administration.  The synergies and economies of scale available from combining the planning and administration of energy efficiency and low-income programs makes it worthwhile.  The Commission has already taken steps to keep the administration of gas and electric energy efficiency and low-income programs together.�

For the interim administration of gas and electric energy efficiency public purpose programs through October 1, 1998, the Commission ordered the utilities to conduct a joint planning process with the California Board for Energy Efficiency.�  The subsequent plans were approved in Decision 97�12�103.

Q  26	What public purpose programs should be included in a nonbypassable natural gas surcharge?

A  26	The electric nonbypassable surcharge includes funding for energy efficiency; low�income; public interest research, development and demonstration (RD&D); and renewables programs, as set forth in Public Utilities Code §§ 381 and 382.  For gas, energy efficiency and low-income programs should certainly be included, at 1996 authorized funding levels.  There is no gas equivalent to the renewables programs.  It is not clear that there is a gas equivalent for public interest RD&D.  For its overall utility RD&D program, PG&E has 1996 authorized gas funding of approximately $7 million (compared to $30 million for electric RD&D).  But almost all of that is for transmission and distribution RD&D, which, for electric RD&D, Public Utilities Code §381 mandated would “remain with the regulated public utilities under the supervision of the commission.”  PG&E believes its gas RD&D program should remain with its gas operating departments.  

Chapter VII of the Division of Strategic Planning’s report also mentions low�emission vehicles; baseline rates; women, minority and disabled veteran’s business enterprises; and economic development programs as possible candidates for inclusion in the gas nonbypassable public purpose program surcharge.  All of these programs have electric counterparts and none were included in the enumeration of electric public purpose programs subject to the nonbypassable surcharge enacted in AB 1890.  To maintain symmetry between the electric and gas programs, they should not be included at this time.

�	PG&E has provided in Tab 4 a list of such factual, policy and operational issues.

�	Report, footnote 152.

�	Decision 97�08�055, Appendix B, page 55.

�	In January 1996, PG&E timely filed an Application for Rehearing of Decision 95-12-053 on this issue.  The Application for Rehearing is pending.

�	Report, page 29.

�	Report, pages 24�29, 85�88.

�	The DSP report states that in 1990, the CPUC prohibited PG&E from offering non-core procurement service except through core subscription because of allegations of “bumping” and “trimming” non�core customers’ gas in order to permit the utility to sell its own gas to the same customers.  (Report p. 25, quoting D.90-07-065, 37 CPUC2d 87, 93.)  That is not how the Commission described its reasoning.  In a proposed rulemaking, the Commission noted that such allegations had been made, but it held no hearings on and made no findings on whether such allegations were true.  In Decision 90-09-089, when the Commission actually adopted new rules on gas procurement, it stated that the primary purpose for its decision was “the utilities’ exclusive access to firm interstate pipeline capacity” 37 CPUC2d 583, 589.  That decision did not mention “bumping” or “trimming.”  In any event, the Gas Accord decision, which opens up many new areas to competition and sets other new rules in place, has superseded this decision.

�	Report, pages 27, 86.

�	Report, page 27, n. 37.

�	End users are generally concerned with burnertip prices, not gas supply basins or transportation routes.  Among noncore customers, only a few large end users actively purchase gas in supply basins and then arrange for transportation service.  See Gas Accord Decision, Decision 97�08�055 pages 8�9.

�	Decision 97�08�055, page 45.

�	Report, page 69.

�	Ibid.

�	PUC Code Section 368(a), enacted as part of AB 1890, freezes PG&E’s electric rates.

�	In two recent applications filed with the Commission, PG&E estimated that the amount of gas which is associated with PG&E existing power purchase contracts represents about six one-hundredths of one percent (.06%) of the OTC and NYMEX traded volumes (assuming, conservatively, that the OTC volumes match the NYMEX volumes); and that the gas used by PG&E’s UEG represents another four one-hundredths of one percent (.04%) of the market based on UEG’s 1996 volumes.  (A.97�12�004 and A.97�12�005.)

�	For example, in the two applications PG&E has filed, it has included financial limitations and reporting requirements.  (A.97�12�004 and A.97�12�005.)

�	As more fully set forth in response to Question 16, PG&E believes that the Gas Accord and current gas utilities structure will not likely to result in anti-competitive behavior or harm to customers, and that no such behavior is occurring now or likely to occur in the future.

� 	Report, pages 78-84.

�	The last curtailment on PG&E’s system occurred in January 1993.

�	The DSP report notes on page 9 that high gas prices for the consumer are not the reason behind its recommendations.

�	See Decision 97�02�014, at page 75.

� 	Decision 97�09�117, Ordering Paragraph 5.
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