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REPLY COMMENTS


OF THE OFFICE OF RATEPAYER ADVOCATES


ON THE NATURAL GAS STRATEGY RULEMAKING





INTRODUCTION


The Office of Ratepayer Advocates (ORA) submits these reply comments in response to OIR No.98-01-011 issued by the Commission on January 21, 1998.  The filing is being submitted pursuant to the Assigned Commissioners’ Ruling on Several Procedural Matters issued March 17, 1998 and subsequently amended.�   ORA does not attempt to respond to all parties’ comments which may differ from the proposals submitted in ORA’s initial comments.  These reply comments are limited in scope to the following issues: 1) the recommendation of various parties to eliminate the utility procurement function, 2) the firm and non-firm customer �
classification proposal of Utilicorp Energy Solutions (Utilicorp.), 3) the electric generation rate proposal of Watson Cogeneration Company (Watson), and 4) the comments of Southern California Gas Company (SoCalGas) regarding the need to reexamine rate design and the PBR mechanism if it must conform to price cap regulation.


As stated in our initial comments, ORA recommends that the Commission’s primary priority should be the unbundling of potentially competitive functions of the gas utilities.  ORA proposes the unbundling of competitive functions which provide options to both core and non-core customers.  The primary focus is to provide customers with the option of making their own independent assessments and service choices, which would currently include retaining the utility’s procurement function.  ORA opposes new inefficient regulatory constructs such as the Gas Independent System Operator (ISO), Independent Procurement Agent (IPA), and the initiation of a new set of stranded costs.


The parties’ initial comments set forth a wide range of proposals for the Commission’s consideration.  On April 23, 1998, an Assigned Commissioners’ Ruling on Market Conditions Report and Other Matters was issued which describes additional procedural steps in this proceeding.  In that regard, ORA encourages the Commission to consider simultaneously initiating a collaborative process to allow parties to seek areas of potential commonality in order to negotiate and resolve various issues, and will charter the course of further natural gas industry restructuring.


DISCUSSION


Comments Regarding the Utility Procurement Function


In their initial comments, Enron Corporation, Enron Energy Services, and Enron Capital & Trade Resources (Enron), Indicated Producers (IP), PG&E Energy Services (Energy Services), and other parties recommend that the utilities’ procurement function be eliminated.  ORA recommends that the utility currently remain in the default procurement role for all the reasons stated in our initial comments.


Reply to the Comments of Enron


Enron alleges that the Commission has already moved the incumbents out of merchant activities for the non-core market and recommends that it extend this policy to the remainder of the gas market.  Enron states that the Commission did not engage in a detailed examination of the competitiveness of the gas commodity market of the sort proposed in the Division of Strategic Planning (DSP) Report when it moved the incumbents out of the non-core merchant function.  


The premise of Enron’s statements and conclusions are inaccurate.  The Commission never eliminated the utilities’ from the noncore merchant function entirely, rather they eliminated the utilities’ noncore portfolios.  The utility has remained a default procurement provider for noncore customers through the core subscription portfolio.  Those noncore customers that do not procure gas from a marketer can procure gas supply from the utility through the core subscription portfolio.  A primary reason that the Commission did not need to engage in a detailed examination of competitiveness of the retail market at that time was because the utility retained a default (core subscription) procurement function for noncore customers.


The utility role as a default provider of core subscription service for noncore customers has declined as marketers have displaced the utility.  This progressive decline of the utility procurement role for noncore customers over the past five years was enhanced by the implementation of interstate capacity and storage unbundling.  Similarly, the utility procurement function in the core market should also progressively decline as interstate capacity, storage and Revenue Cycle Services (RCS) are unbundled for core customers.  Similar to the trend in the noncore market, the innovation and competitiveness of marketers, not regulatory fiat alone, should displace the utility procurement function over time.


Enron proposes that the Commission require the utilities to transfer their merchant activities to an affiliate.  Such an act would be meaningless because the Commission has already granted authority necessary for the affiliates of utilities to market gas and electricity.


Enron submits that the incumbent monopoly’s presence in, and resulting domination of, the merchant function in California’s core gas market represents a principal reason underlying the marked difference in prices paid by core and non-core customers for gas services.  (See page 23 of Enron’s comments.)  This is an inaccurate assessment of the rate structure.  The utility procurement function provides core customers with a market-based commodity rate.  The primary difference between core and noncore rates results from the allocation of approximately 90% of the fixed (regulated base revenue requirement) costs of the regulated gas utility system to core customers.  The core customers are allocated the bulk of the utility distribution costs which leads to the substantial difference in core and noncore rates.  Although ORA agrees that unbundling competitive functions may enhance competition within those functions, the elimination of the utility procurement function alone will do nothing to change the allocation of fixed costs to customers.


The fact that non-commodity related costs comprise a large portion of the core customers’ total rate supports ORA’s recommendations to further unbundle competitive network components, such as RCS.  The unbundling of these competitive rate components provides the primary opportunity to derive potential customer benefits because marketers can compete to provide these services in conjunction with commodity.  Absent the further unbundling of the various components of core rates, the elimination of the utility procurement function will not impact the utility cost structure, but will eliminate a competitive procurement choice for core customers.


Enron implies that the Commission’s efforts have lagged in bringing choice to small customers while other states are successfully leading the next wave of gas restructuring.  (Page 9 of Enron’s comments.)  These  insinuations are inaccurate.  PG&E has recently performed one of the most extensive unbundling efforts of an LDC system through the Gas Accord in which it unbundled interstate and intrastate capacity for core customers (in addition to commodity).  The Commission also recently unbundled interstate pipeline capacity for core customers on the SDG&E system, albeit not in the manner recommended by ORA.�  These recent changes provide additional opportunities for marketers to serve the core market.  In most states, the only function unbundled for small customers is commodity.


The Commission has also adopted progressive and innovative gas procurement Performance Based Ratemaking (PBR) mechanisms for the California gas utilities.  California was the first state to adopt such market-based incentive mechanisms for its gas utilities.  These mechanisms provide an incentive to the utilities to minimize their procurement costs by measuring the utilities procurement price against market-based indices.  The ability of the gas utilities to procure gas at market-based prices has provided core procurement customers with substantial benefits, and provides a transparent market-based procurement option.  


Various parties, such as Enron, discuss the FERC initiatives in eliminating the merchant function of interstate pipelines as a basis to eliminate the utility procurement function.  IP assert that the elimination of the utility procurement function would bring the state regulatory model in alignment with the FERC’s interstate pipeline model.  However, the comparisons are not appropriate because there was a viable competitive commodity market at the interstate level when the pipeline merchant function was eliminated.  There were numerous entities selling gas commodity on a competitive basis.  The interstate pipeline merchant function was functionally obsolete for most pipelines because numerous competitors (shippers, marketers, and producers) were making gas commodity sales.  Many pipelines were no longer effectively making sales of gas when their merchant function was eliminated.  The market itself eliminated the need for the interstate merchant function before the FERC eliminated it.


This is not the case at the core retail level.  The regulated utilities currently serve 95% of core throughput and over 98% of core customers.  There are few, if any, marketers that even opt to serve the single-family residential market.  The utility procurement function provides the only transparent market-based price available for most core customers.  The elimination of the interstate merchant function was facilitated because a fully functional competitive market existed.  By contrast, the need for default providers, an IPA, and related regulatory mechanisms signifies that the retail core market cannot currently be expected to be fully competitive.


The FERC did not eliminate the pipeline merchant function in hopes of stimulating a competitive market, it already existed when the function was eliminated.  The ORA recommendation to eliminate the utility procurement function (if the Commission elects to pursue this policy) based on market share attained by marketers within core market segments, is more in line with the basis on which the interstate merchant function was eliminated, namely a functioning competitive market.


Reply to the Comments of PG&E Energy Services and Indicated Producers


As part of its proposal, PG&E Energy Services (Energy Services) recommends that service to low income and poor credit risk customers be bid out to the highest bidder, and if the bid price exceeds a socially acceptable price then the excess costs should be recovered from the proceeds from bidding out the default service or through a nonbypassable distribution charge.  IP suggest that if a customer is overlooked by aggregators or does not have a sufficient credit record to obtain competitive services, they should be placed in a default pool and served by a Provider of Last Resort Pool (POLR), while low-income customers would be served by an IPA.  These proposals make the  elimination of the utility procurement function akin to marketer choice rather than customer choice.


The suggestions of IP and Energy Services serve to reinforce the current need for the utility procurement function.  The fact that many customers will not likely have options because they are low income or credit risks raises some skepticism regarding the elimination of the utility procurement function at the current time.  The low-income customers comprise anywhere from 15-20% of the single-family residential customers of California gas utilities.  The comments of IP and Energy Services acknowledge that the costs of serving or revenue collected from low-income and credit risk customers will likely deviate significantly from the status quo.  Thus, the elimination of the utility procurement function will only serve to either increase the bills for these specific customers, or to increase the non-bypassable distribution charge to all other customers.


The fact that specific (i.e. low income and credit risk) customers create an uneconomic impact and may place an additional burden on the current utility procurement function would ordinarily enhance the competitive incentive for marketers to enter the core market.  It is ironic that under the current structure, the utility procurement function includes reliable and economic procurement service to these so-called less desirable customers, while marketers can pick-and-choose the most desirable core customers.  But if the utility is eliminated to elicit competition, the Commission must construct expensive backstop mechanisms to provide the same procurement function to these customers, that could generate higher costs to these same customers or other customers (via a surcharge).  This ultimately begs the question “Why eliminate the utility procurement function”?


Comments on Anti-Competitive Impacts of Utility Procurement


The Commission solicited responses to potential manifestations of anti-competitive behavior which could result from current utility vertical integration.  In initial comments, no party with day-to-day experience identified any actual adverse anti-competitive behavior by California utilities which would require the elimination of the utility procurement function.  While ORA does not support the recommendations of Southern California Edison Company (Edison), their comments focused almost exclusively on market power issues and concluded that eliminating the LDC from core procurement would be ineffective in mitigating vertical market power and extremely disruptive of retail markets.  There was no evidence to suggest anti-competitive behavior by the utilities which requires elimination of their procurement function.


Reply to the Comments of Utilicorp. On the Firm and Non-Firm Customer Classification


The comments of Utilicorp Energy Solutions, Inc. (Utilicorp) recommend that all utility customers be allowed to choose between “firm” and “non-firm” service.  Without supporting all aspects of Utilicorp’s proposal, the concept of the firm and non-firm service options for customers may have merit.  This proposal is comparable to the core fully unbundled proposal for SoCalGas as set forth in ORA’s initial comments.  The firm and non-firm class concept places the decision for supply reliability and responsibility directly in the hands of the customer.  It provides a role for the marketer to package the service to customers in conjunction with the opportunity, responsibility, and benefits involved in the different services.  Additionally, the proposal does not initially force the utility out of a procurement role for firm customers, but does take them out of the procurement role for non-firm customers.  The ultimate decision is driven by the customer, not by a regulatory decision, which is an objective stated in ORA’s initial comments.


Reply to the Comments of Watson Cogeneration Company


	Watson Cogeneration Company (Watson) has submitted a proposal to excuse electric generation customers from paying their full intrastate transportation costs.  This proposal contradicts Watson’s own principles, as stated in the Executive Summary of its Comments:


  “…the Commission should:  1.  Establish predictable, consistent, and competitive transportation rates for gas-fired electric generators.  The Commission should adopt a price cap model for gas transportation rates, using the current LRMC methodology, and without re-allocating gas transition costs between the core and noncore markets.  (emphasis added)”   


Watson advocates that no additional costs should be shifted onto itself, while at the same time advocating the reallocation of approximately $125 million in costs on the SoCalGas system from electric generators and cogenerators such as Watson to core, industrial, and wholesale customers.


	Watson identifies some potential problems that may emerge in the electric market as a result of the manner in which electric transmission and gas transportation costs are handled.  These issues may deserve more scrutiny, which is best directed to the electric side.  Watson implies that the problem is caused by electric transmission pricing as it applies to out-of-state generators, and uses a hypothetical example (on page 9 of its comments) to illustrate its concern.  The example shows that in-state generators must pay for gas transportation, while out-of-state generators do not pay for intrastate transmission of its electricity.  Watson proposes to change gas transmission pricing to lessen the discrepancy between electric and gas transmission pricing to serve its own needs, rather than focus on a solution to electric transmission pricing (because it may be beyond the Commission’s authority to change).


Watson’s proposal contradicts any reasonable cost-based ratemaking method by allowing electric generation customers to avoid paying for the costs of the intrastate transmission (and distribution) system that is operated and maintained to serve those gas customers that generate electricity.  These costs will not be eliminated, and thus all other gas customers would be expected to bear these costs.  Watson’s solution goes against the grain of the Commission’s gas regulation philosophy.  Watson requests that the Commission abandon cost-based rates and, in doing so, to essentially abandon the principles of market competition for gas transportation.


Watson asserts that its proposal will foster competition.  The proposal is anti-competitive with respect to other pipelines such as Kern River and Mojave.  The proposal is inequitable because it requests that the Commission favor one customer group over all others.  A market solution will not result if the Commission allows electric generation customers to avoid paying their full share of costs, while passing these costs onto residential, commercial, industrial, and wholesale customers.  Other customer classes are also subject to their own competitive challenges, and could likely make similar arguments (i.e. competitive world markets, etc.).


Public Utilities Code Section 9600 sets forth provisions for the ultimate pricing of the electric transmission system.  The issue raised by Watson should be addressed through the electric ISO pursuant to the Code.  Watson’s proposal as it pertains to gas transportation rates for electric generators should be rejected.


Reply to the Comments of SoCalGas Regarding its PBR


	In its comments, SoCalGas discusses a number of issues which it asserts would require change if the Commission were to modify its recent Base Rate Performance Based Ratemaking mechanism (PBR) to conform with a state-wide approach to incentive regulation.  In particular, SoCalGas’ PBR is based on a revenue cap and maintains its core fixed cost account (CFCA), while the Natural Gas Strategy Report favors price cap regulation and the elimination of the CFCA.  SoCalGas states that should the CFCA be eliminated, there will be a large shift in the risk it faces which would result in the need to reexamine the sharing mechanism, residential rate design, and the adopted productivity factor.


	ORA recommends that the recently adopted SoCalGas PBR be maintained, and allowed to run the five year cycle that was envisioned.  The  Commission and participating parties spent roughly two years on that proceeding, and SoCalGas has only recently started functioning under this new regulation.  This PBR should be allowed to run its course and then the Commission should evaluate how the mechanism works to determine those changes which could be warranted when the PBR period ends.


In the interim, the Commission could consider the implementation of price caps in limited areas such as within the unbundling of intrastate capacity (as opposed to distribution), which would not require extensive reexamination of the PBR.  Under the Global Settlement, SoCalGas already is at-risk for its noncore throughput and contracts.  The application of price caps to narrow areas, similar to those in the PG&E Gas Accord, should not require significant reexamination as requested by SoCalGas. If the Commission wants all gas utilities to move to a price cap PBR in the future, then it could implement such a policy for SoCalGas after its current PBR expires.


ORA recommends that SoCalGas’ PBR be generally allowed to proceed as scheduled and thus there is no need to re-examine PBR sharing, residential rate design, and the adopted productivity factor in this proceeding.  As set forth in ORA’s initial comments, the BCAP process should be integrated within the GRC/PBR proceeding at the conclusion of the SoCalGas PBR.





Respectfully submitted,








/s/ DARWIN FARRAR


—————————————


DARWIN FARRAR


Staff Counsel





Attorney for the Office of Ratepayer Advocates





California Public Utilities Commission


505 Van Ness Ave.


San Francisco, CA 94102


Phone: (415) 703-2197


 April 29, 1998	Fax: (415) 703-4592


�  ALJ Cragg granted an extension of five days time for parties to file reply comments.  


�As stated in its initial comments, ORA recommends that SDG&E recover all its interstate pipeline capacity costs from its procurement customers which was consistent with its testimony in A.96-04-030.  The interstate capacity unbundling method applied to SDG&E’s El  Paso capacity by the Commission in D.97-04-082 creates barriers to competitive procurement options.   
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