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ORDER INSTITUTING RULEMAKING TO ESTABLISH
POLICIES AND RULES TO ENSURE RELIABLE,
LONG-TERM SUPPLIES OF NATURAL GAS TO CALIFORNIA

l. Summary
This Order Instituting Rulemaking (OIR) is issued in response to new

reports, recent Federal Energy Regulatory Commission (FERC) orders, and
ongoing changes in the natural gas market, which indicate that in the long-term,
there may not be sufficient natural gas supplies and/or infrastructure to meet the
requirements of all California residential and business consumers unless the
Commission takes certain actions in the near future. As the California Energy
Commission (CEC) recommended in its 2003 Integrated Energy Policy Report
(IEPR), issued in December, 2003, at VI, VIII, 26 and 29, California must reduce
or moderate demand for natural gas and promote infrastructure enhancements,
such as additional interstate pipeline capacity, increased use of in-state storage,
and access to Liquefied Natural Gas (LNG) facilities on the West Coast. These
recommendations were supported by many of the participants at the two-day
workshop entitled “Natural Gas Market Outlook 2006-2016,”” which our
Commission and the CEC jointly sponsored on December 9-10, 2003.

In order to ensure reliable, long-term natural gas supplies to California at
reasonable rates, the Commission must make certain decisions in 2004 with
regard to the California natural gas public utilities, which the Commission
regulates, so that: (1) increased demand reduction efforts (e.g., energy efficiency
and renewable energy programs) help moderate the potential supply imbalance
in the future; (2) sufficient firm interstate and intrastate pipeline capacity will be
available to serve California; 3) the benefits and flexibility of storage facilities
will be fully appreciated and utilized; and 4) access to imported natural gas

supplies (e.g., from LNG facilities) will be available to meet the new challenges
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we face. We must make a number of decisions related to these issues this year,
due to the long lead time to construct LNG facilities and due to certain deadlines
in 2004 involving existing interstate pipeline capacity contracts and open seasons
for new pipelines, including pipelines related to LNG projects.t

In a separate rulemaking (i.e., Rulemaking (R.) 01-08-028), the Commission
is addressing natural gas energy efficiency programs and is exploring how to
increase demand reduction efforts, including increasing funding for natural gas
energy efficiency programs.

In the present rulemaking, the Commission is naming as Respondents the
following California natural gas public utilities: Pacific Gas and Electric
Company (PG&E), San Diego Gas & Electric Company (SDG&E),

Southern California Gas Company (SoCalGas) and Southwest Gas Corporation
(Southwest Gas). We are requiring them to respond to data requests and to
submit proposals to the Commission to address how California’s long-term
natural gas needs should be met with interstate and intrastate pipeline
expansions, more flexible storage operations and access to proposed LNG
facilities. The Commission invites all other interested parties to respond to the
California natural gas utilities’ proposals and to participate in this rulemaking.

In light of certain deadlines facing the California natural gas utilities
and/or other participants in the natural gas market, we are establishing two
phases in this rulemaking. In Phase I, we are requiring the utilities to address in

their proposals those matters which may require a decision by the Commission

1 In the Commission’s report entitled “2002-2006 California Natural Gas Infrastructure
Outlook” (November 2001) at 58, we stated that the Commission would conduct
another overall evaluation of California’s natural gas infrastructure in two years. This
rulemaking shall serve as that evaluation.
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by the Summer of 2004. Phase Il will address those matters which the
Commission can decide by the end of the year. Accordingly, certain issues will
have to be addressed by all interested parties, as well as the Commission, on a
much more accelerated pace than other issues.

Il. Background
Since the early 1980s, North America has benefited from surplus natural

gas supplies. From the early 1990s until the Summer of 2000, California also
enjoyed the benefits of a significant amount of excess interstate natural gas
pipeline capacity. Many of the Commission's policies involving natural gas
during the past two decades (e.g., “let the market decide” expansion policies,
limits to the natural gas utilities’ public service obligation to procure natural gas
for their noncore customers) reflected these conditions. In these surplus
situations, competition has worked very well. As a result of the competition
among marketers of natural gas, there were relatively low natural gas prices at
the California border until the Summer of 2000.

From the Summer of 2000 through the Spring of 2001, California suffered
from an energy crisis, which included exorbitant natural gas prices. The
significant increase in the natural gas prices resulted from an increase in demand
and the manipulation in the supply of natural gas for California. This, in turn,
was part of the cause of exorbitant prices in the wholesale electric market to
California, which also was victimized by price and supply manipulation by
certain generators and marketers of electricity. California's experience in the
energy crisis revealed how a shortage of natural gas and/or electricity, whether
real or contrived, can be devastating to the people, businesses and the economy
of the State of California. Even a shortage in just a couple of months could cause
billions of dollars of additional costs, which would not be incurred if there were

a balance in the supply and demand. Moreover, the direct connection between
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natural gas supply and prices and the price of electricity was clearly established
during the energy crisis. While steps have been taken by the State of California
and the FERC to try to prevent future manipulation in the energy markets, it is
critical that California not face a shortage between its natural gas demand and
supply in the future regardless of the cause of such a shortage.

In the CEC's IEPR at 24, the CEC projects natural gas demand in California
to increase over the next 10 years, particularly as a result of the growing use of
natural gas for electric generation. The CEC further found that California's
access to natural gas supplies is greatly affected by the strong growth in natural
gas demand in Nevada, Arizona and the Pacific Northwest. 1d., at 26.

Notwithstanding the projected increase in natural gas demand in
California, recent developments seriously threaten California’s supply of natural
gas in the long-term, although there is no immediate threat of a natural gas
shortage during this year. One such threat is the loss of interstate pipeline
capacity to California, which is critical because California’s in-state production of
natural gas can only meet (at most) 15% of the demand for natural gas in
California.

For example, El Paso Natural Gas Company (El Paso) is the largest
interstate pipeline serving California with certificated capacity to California of
3,290 MMcf/d (million cubic feet per day). In El Paso Natural Gas Company,
etal.,, 99 FERC 1] 61,244 (2002), when the FERC required El Paso’s East of

California (EOC) customers to decide how much El Paso capacity rights they will
need in Contract Demand (CD) contracts in the near future, the FERC found that
marketers serving California were willing to turn back to El Paso's EOC
customers up to 725 MMcf/d of their firm capacity rights on El Paso to
California. Of course, while this would benefit El Paso's EOC customers, it

would be at the expense of the California consumers who would lose this access
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to natural gas supplies. Faced with a substantial loss of interstate pipeline
capacity to California, in D.02-07-037 we required California utilities to sign up
for a significant amount of the firm capacity, which marketers had offered to turn
back to El Paso’s EOC customers.2 Although the California utilities signed up for
more than 400 MMcf/d of this capacity, California ultimately lost 533 MMcf/d of
El Paso capacity to the EOC customers as a result of terminated contracts and
some of the capacity offered by the marketers in that FERC proceeding. In
addition, California has lost even more El Paso firm capacity rights and other
interstate pipeline firm capacity rights due to long-term capacity releases of firm
capacity by entities previously serving California.

Certain interstate pipeline transportation contracts between California
natural gas utilities and El Paso, Transwestern Pipeline Company (Transwestern)
or Gas Transmission Northwest Corporation (GTN) will expire in 2005 or 2006
and require notices of termination or the exercise of the right of first refusal in
2004 or early 2005.3 Similarly, contracts for interstate pipeline transportation
service (to California delivery points) between certain marketers and these

interstate pipelines may terminate in 2005 or 2006, and it is unclear whether or

2 Marketers, who offered to turn back California capacity on the El Paso system, do not
have a public service obligation to meet the needs of California consumers. Thus, the
Commission turned to the California public utilities, which have public service
obligations, to help ensure that California retained sufficient access to natural gas
supplies.

3 El Paso and Transwestern access natural gas producing basins in the Southwestern
United States. GTN, formerly known as Pacific Gas Transmission Company, accesses
natural gas from Canadian producing basins through upstream Canadian pipelines.
Kern River Gas Transmission Company (Kern River) accesses natural gas from
producing basins in the Rocky Mountains. Kern River's recent expansion of its
interstate pipeline to Nevada and California mitigated the loss of some of the El Paso
capacity.
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not they will be renewed or subscribed to by entities serving California.
Consequently, there is uncertainty over whether California will have enough
interstate pipeline capacity rights secured by firm transportation contracts in the
future to meet California's long-term needs.

A separate problem, in addition to the uncertainty over interstate pipeline
capacity to California, involves new data concerning natural gas production and
reserves in North America. With the exception of the natural gas producing
basins in the Rocky Mountains, there are indications of decreasing production
and declining proven reserves in most of the producing basins in the
United States. Although it was previously assumed that there were ample
proven natural gas reserves in Canada, which would be adequate to meet
demand forecasts in Canada and for export to meet a substantial portion of the
demand forecast in the United States, this assumption has been thrown into
doubt by the most updated analysis of Canadian production of natural gas.
Recent reports by Canada’s National Energy Board (NEB) and the United States
Department of Energy's Energy Information Administration (EIA) raise
significant concerns about the sufficiency of long-term supplies of natural gas
developed or produced in North America to meet long-term demand forecasts
for North America. In the NEB’s report entitled "Short-term Natural Gas
Deliverability from the Western Canada Sedimentary Basin 2003-2005"
(December 2003) at V, the NEB states that the Western Canada Sedimentary
Basin (WCSB) serves practically all of Canada's domestic natural gas
requirements and provides exports "that amount to approximately 15% of total
market consumption in United States." Production of natural gas in the WCSB
was at an all-time high of 16.7 Bcf/d (billion cubic feet per day) in 2001, but has
decreased slightly thereafter. The NEB projects deliverability from the WCSB to
further decrease to 15.8 Bcf/d by the end of 2005. 1d., at VI.

-7-
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The new data has even more serious ramifications over the long-term. In
the EIA's December 16, 2003 report entitled "Annual Energy Outlook 2004"
(AEO2004) at 8, the EIA states: "Canadian imports are also projected to be
sharply lower in AEO2004 than in AEO2003. Net imports of natural gas from
Canada are projected to remain at about the 2002 level of 3.6 trillion cubic feet
through 2010 and then decline to 2.6 trillion cubic feet in 2025 (compared with
the AEO2003 projection of 4.8 trillion cubic feet in 2025). The lower forecast in
AEO2004 reflects revised expectations about Canadian natural gas production...
based on data and projections from the Canadian NEB and other sources.” We
are particularly concerned about these forecasts, because Canada supplies over
25% of California’s gas requirements.

There is clearly a need for planning and actions to prevent a natural gas
shortage in the future, which could otherwise cause a new energy crisis for
California. The CEC has concluded that California must increase its energy
efficiency programs to help moderate demand and must actively encourage
infrastructure enhancements, such as additional interstate pipeline capacity,
more operational flexibility in storage, and access to LNG facilities. See IEPR
(December 2003) at VI, VIII, 26 and 29. At the Commission's and CEC's two-day
joint workshop entitled “Natural Gas Market Outlook 2006-2016” on
December 9-10, 2003, most speakers confirmed the need for increased energy
efficiency and additional natural gas infrastructure to meet California's long-term

natural gas needs.*

4 The presentations of the speakers at the workshop can be found, at this time, on the
Commission's web site at :
http://www.cpuc.ca.gov/static/industry/gas/gas+workshop.htm
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The Commission has the power and the obligation under Article XIl,
Section 6 of the California Constitution and Sections 451, 701 and 761 of the
California Public Utilities Code to actively supervise and regulate natural gas
public utilities in California and to do all things which are necessary to ensure
adequate and reliable public utility service to California ratepayers at just and
reasonable rates. See Camp Meeker Water System, Inc. v. Public Utilities Com. (1990)
51 Cal. 3d 850, 861-862; Sale v. Railroad Commission (1940) 15 Cal.2d 607, 617.
Pursuant to this authority, the Commission is instituting this rulemaking
proceeding to ensure that California does not face a natural gas shortage in the
future. We therefore require the California natural gas public utilities to answer
certain data requests and to submit proposals in the two phases of this
proceeding, and we invite all interested parties to respond to the utilities’

proposals and/or otherwise participate in this proceeding.

lll.  Data Requests And Proposals To Address California’s Long-Term
Need For Natural Gas

In order to make informed decisions addressing the steps necessary to
provide California with sufficient natural gas over the long-term, the
Commission must call upon the expertise of the California natural gas public
utilities, the natural gas industry, consumer groups and other interested parties
who participate in Commission proceedings, as well as the Commission's staff.
We are therefore requiring the California natural gas public utilities to answer
data requests and submit proposals focused on the issues, which the
Commission will specify below. All interested parties are invited to respond to
the utilities’ proposals, including offering modifications or alternatives to the
proposals. Due to some deadlines facing the natural gas public utilities and
market participants, we will have two phases in this proceeding: Phase I, an

expedited hearing which will lead to the Commission's decision by the Summer
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of 2004; and Phase Il, the more comprehensive phase which will lead to the
Commission's adoption of new rules and policies in a decision planned for the

end of 2004.

A. Data Requests
Pursuant to Sections 581, 584 and 701 of the California Public Utilities

Code, the Commission requires the Respondent California natural gas public
utilities to provide in a public filing in this proceeding information responsive to
the Commission's data requests concerning the utilities' demand forecasts for
their service territories (under various specified scenarios), the intrastate and
interstate infrastructure (e.g., pipelines and storage facilities) necessary to meet
the demand forecasts, the natural gas supply necessary to meet the demand
forecasts, and the deadlines facing the utilities and market participants which
could require Commission decisions or guidance in 2004. The Commission's
specific data requests are attached to this OIR as Appendix A. Respondents
should file and serve their data responses as attachments to their proposals
addressing the issues for Phase | in this proceeding. The schedule for the filings
in this rulemaking is listed below.

In these data requests, the phrase “California Natural Gas Public Utilities”
refers to PG&E, SDG&E, SoCalGas and Southwest Gas collectively. The phrase
“Your Utility” refers to the specific utility (e.g., PG&E) individually responding
to the data requests. Forecasts and other quantities requested should be stated
on an MMcf/d basis. The phrase “core customers” includes former noncore
customers and core subscription customers, which have elected to become core
customers. The phrase “noncore customers” excludes the former noncore

customers, which have subsequently elected to become core customers.
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B. Phase | Proposals
Phase | is on an expedited track, so that the Commission can issue a

decision to provide guidance to the California natural gas public utilities by the
Summer of 2004. At a minimum, Phase | will address the following matters that
we believe have deadlines necessitating a Commission decision by the Summer:
(1) the California public utilities’ decisions concerning their existing interstate
pipeline firm transportation contracts and subscription to new interstate pipeline
capacity; (2) access on the intrastate pipelines to LNG supply in the future; and
(3) additional access to or expansion of interconnecting facilities with interstate
pipelines to increase California's access to natural gas supplies. In their Phase I
filings, the utilities and the responding parties may recommend additional
matters for the Commission to rule upon by the Summer to the extent they
provide sufficient justification for an expedited ruling on these other matters.
The California natural gas public utilities, identified herein as
Respondents, are required to file proposals addressing the following Phase |

iIssues:

1. Sufficient Interstate Pipeline Capacity to
Meet Core Procurement Supply Obligations

Each Respondent should propose the aggregate amount (on an
MMcf/d basis) of firm transportation rights on interstate pipelines, which it
believes it should hold in 2006 under long-term contracts with interstate
pipelines in order to serve its core procurement supply obligations.5 Each
Respondent should also propose the aggregate amount of out-of-state supply

(whether it transports the natural gas pursuant to firm contracts with interstate

5 Core procurement supply obligations include supply for former noncore customers
which become core customers.
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pipelines or purchases the natural gas at interconnecting facilities that access
LNG supplies), which it believes it will need in 2016 in order to serve its core
procurement supply obligations. In each proposal, the Respondent should also
generally address guidelines for: how it proposes to contract for sufficient
interstate pipeline capacity to meet these supply obligations without risking a
supply shortage to its customers in the near future or the long-term; how it will
provide supply diversity with such contracts; and what process for Commission
review should take place (after the Commission's decision in the Summer of
2004) for the Respondent to receive pre-approval of its specific contracts with
each pipeline, including the potential reduction of contract demand capacity
rights under existing contracts with interstate pipelines.® The Commission
recognizes that the utilities will have to be in negotiations with the pipeline
companies, whether it involves the existing contracts or new contracts, and the
utilities may need some flexibility in deciding how much interstate pipeline
capacity to sign up for on the various pipelines. While the Commission does not
intend to put the utilities in a disadvantageous situation for these negotiations,
there must be some type of process in order for the Commission to review and
pre-approve new contracts before they are executed. Therefore, each
Respondent should specify in its proposal the process it recommends for such

pre-approval.

6 In D.02-07-037 (2002), Ordering Paragraph No. 4, we prohibited the California public
utilities from turning back firm capacity rights on interstate pipelines unless and until
we authorize such reductions in firm capacity rights on any given interstate pipeline.
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2. Access on Intrastate Pipelines to LNG Supply
Although proposed LNG supplies on the West Coast may not be

available until 2006 or later, there are a number of matters that must be resolved
in the short-term for these LNG facilities to benefit California. One such matter
involves the access issues on the intrastate pipelines in California. Each of the
Respondents, except for Southwest Gas, should submit a proposal concerning
guidelines for how natural gas supplies from LNG facilities can access each of
their intrastate pipelines and distribution facilities to the extent that LNG
terminals are constructed on the West Coast.’

Some of the proposed projects would be located in Baja California,
Mexico and would need access for their natural gas supplies to be transported
through Otay Mesa for the shortest transportation route to Southern California.
There is currently an open season deadline of September 1, 2004 for use of
pipelines in Mexico and the United States for this natural gas to be transported to
Arizona and other East of California locations. We are concerned that LNG
shippers may not have direct access from Baja California to the southern
California market, and that we have not provided clear guidelines to SDG&E and
SoCalGas for providing access to their transmission systems for such shippers.
Therefore, so that this LNG supply may also be directly accessible to California,
the Commission should issue a decision by the Summer of 2004 concerning
general guidelines for access for such natural gas supplies to enter Southern

California through Otay Mesa. Accordingly, SoCalGas and SDG&E must

7 Our reference to the "West Coast" is a general reference to the West Coast of
California and Baja California, Mexico. We do not express herein any preference for
any particular LNG facility located in Baja California, offshore California or onshore
California. In addition, we do not express any judgment herein as to how many LNG
terminals on the West Coast may be necessary.
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address in their proposal the following issues concerning access through Otay
Mesa: the reasonable amount of expansion capacity (which shippers may be
interested in utilizing) and the costs for such capacity expansion for
interconnecting facilities and intrastate pipelines to facilitate this natural gas
supply being available to California; the costs and terms for users of these
interconnecting facilities; whether there would be double receipt points (i.e.,
SDG&E and SoCalGas) or one integrated path for such supplies; and whether
any other issues (e.g., bypass or peaking rate issues) exist and how they should
be resolved if an entity supplies natural gas through this route or a shipper
receives natural gas through this route.

For any LNG project, which is proposed to be built in or near the public
utilities’ service territory (i.e., onshore or offshore California), each Respondent
(except Southwest Gas) should also submit in a proposal the extent to which it
would have to interconnect with or expand its intrastate pipelines to make the
natural gas accessible; the costs and terms for users of these interconnecting
facilities; and whether any other issues (e.g., bypass or peaking rate issues) exist
and how they should be resolved if a shipper receives natural gas from the LNG

facility.

3. Access on Interconnecting Facilities with
Interstate Pipelines

In the case of Kern River's recent expansion, which is already in
operation, there is currently a dispute as to the accessibility of additional Rocky
Mountain supply of natural gas to Southern California. In light of California's
future need for natural gas supplies from the Rocky Mountains and other supply
sources, the Commission should issue guidelines involving interconnecting
facilities, which may include, if warranted, modifications to Commission

decisions. Therefore, SoCalGas is directed to file as part of its Phase | filing, a
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proposal for providing additional access for Rocky Mountain supplies to reach
California through SoCalGas’ interconnecting facilities.

In conjunction with the California natural gas public utilities' new or
renewed contracts, which they intend to enter into with interstate pipelines, there
may also be issues relating to interconnecting facilities with the pipelines. To the
extent that any Respondent is aware of such an interconnection facility issue and
believes that it is urgent for the Commission to decide this issue by the Summer
of 2004, the Respondent should include in its Phase | filing a proposal concerning

the interconnecting facility.

C. Phase Il Proposals
As discussed above, California's energy crisis was caused, in part, by the

manipulation in the supply and price of natural gas, and this resulted in billions
of dollars of additional costs in natural gas and electric prices ultimately borne
by California consumers. What is striking is that this occurred during the time
when there were abundant natural gas supplies in North America and close to
one Bcf/d of excess interstate pipeline capacity under firm interstate pipeline
contracts to California primary delivery points. We now face in a few years
insufficient natural gas supplies in North America for all of the forecast potential
demand, as well as less interstate pipeline capacity under firm contracts to
California, than during the energy crisis. We are uncertain about whether
interstate pipeline capacity, which physically connects to California intrastate
pipelines, has sufficient available upstream capacity to meet California’s natural
gas requirements. Unless the interstate pipeline capacity is under a contract for

firm service to California primary delivery points and the contracting shipper
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intends to use the capacity to transport natural gas to California, there is no
assurance that the pipeline capacity will be available to meet California's needs.8

These developing conditions present a serious risk of higher natural gas
prices or a future natural gas shortage for California, which could be comparable
to or even worse than what occurred during the energy crisis, unless the
Commission takes new steps and adopts policies and rules to attempt to prevent
such a shortage. Accordingly, unless the California natural gas public utilities
can demonstrate that they can already fully protect California from a short-term
or long-term natural gas shortage caused by interruptions in natural gas supply,
we must adopt new policies and rules to be prepared to address these natural
gas shortage issues. Accordingly, we are requiring in addition to the Phase |

proposals, the following Phase Il proposals.®

1. Natural Gas Utilities’ System Reserves for
Emergencies

In addition to procurement obligations for core customers, the
California natural gas public utilities have public service obligations to all of
their core and noncore customers in terms of how the utilities operate their

systems. All four California natural gas public utilities are obligated to operate

8 In D.02-07-037, Ordering Paragraph No. 4, we prohibited long-term capacity releases
by the California utilities unless and until we authorize such long-term capacity
releases. In light of the current uncertainty over the amount of interstate pipeline
capacity available to California, we continue herein this prohibition against long-term
capacity releases by California public utilities.

9 Southwest Gas may file a more limited Phase Il proposal unique to its situation
(compared to what we are requiring PG&E, SDG&E and SoCalGas to file), because
Southwest Gas has much smaller service territories in California and much smaller
volumes of natural gas transported for its noncore customers than the other three
utilities. Southwest Gas should propose what it believes would be the appropriate
emergency reserves for its system in light of its differences from the other utilities.

-16 -
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their natural gas distribution systems to meet the transportation needs of all of
their core and noncore customers. In addition, PG&E and SoCalGas have storage
facilities available to meet core and noncore needs, and both utilities also operate
extensive intrastate pipelines, which provide access for core and noncore
customers to supplies of natural gas from interstate pipelines, from in-state
production of natural gas, to and from the utilities' own storage facilities, and, in
the case of PG&E, to and from independent storage facilities.

In view of the future risk of California facing a natural gas shortage and
much higher prices, the Commission proposes that the public service obligations
of California natural gas public utilities, in their role as system operators, be
expanded to include a requirement for maintaining "emergency reserves,” which
consist of: (1) slack capacity on the intrastate pipelines for maximum flexibility
of access to storage and interconnecting pipeline facilities; (2) an emergency
supply of natural gas in storage in California; and (3) a limited amount of
additional interstate pipeline capacity subscribed to by the California utilities
solely for the emergency needs of the utilities. In essence, we need insurance in
the form of physical supplies that can be accessible to California in the event of
an emergency. Even if utilities or some noncore customers enter into financial
instruments that can hedge prices, the financial instruments provide inadequate
protection to California, as a whole, if there is a physical limitation or supply
interruption causing a shortage of natural gas supply for a short or long period
of time. Natural gas is essential to provide heat and hot water in homes and
businesses, for cooking food and drying clothes, and for fuel for many industries
and electric generators. We therefore need access to and a supply of natural gas

as a physical hedge to protect California in an emergency situation.
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PG&E, SDG&E and SoCalGas, as system operators, are directed to file
Phase Il proposals to provide an emergency reserve for their systems consisting
of excess intrastate pipeline and interstate pipeline capacity, as well as an
additional reserve of natural gas in storage. These proposals should specify: how
much slack capacity should be available on their intrastate pipelines for
emergencies; the amount of additional firm interstate pipeline capacity rights
that the utilities believe would be a sufficient amount for them to subscribe to as
emergency reserves; how much natural gas emergency reserves they should
retain in their storage facilities, or in the case of PG&E, possibly by way of
contract with independent storage operators; whether or not PG&E's or
SoCalGas' storage facilities should be expanded to help meet future California
demand for natural gas; whether existing or new independent storage facilities
should be expanded or constructed; and/or the extent to which expansion of
intrastate pipelines may be necessary to enhance access to and flexibility in
storage operations.10

The emergency reserves of natural gas and capacity rights, which we
are considering, should not be considered as dedicated to particular core
customers or noncore customers nor assumed to be available in any particular
customer’s future plans. The emergency reserves should be dedicated to
California's needs in the future in the event of a shortage. Each of the
Respondents should propose a process under which the Respondents would

promptly inform the Commission of an imminent threat of a shortage and of

10 In light of our light-handed regulation of independent storage operators, we have not
named them as Respondents in this rulemaking. Of course, they may choose to
participate and file responses as interested parties, which may include any comments
on the proposals of the Respondents.
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their proposed use of the emergency reserves to protect the customers in their
service territories. These proposals should also include a provision as to how the
utilities should recover their costs associated with the emergency reserves in a
systemwide charge to all customers (e.g., an equal cents per therm volumetric
charge), and, to the extent that certain core or noncore customers are allocated a
portion of the natural gas reserves in storage during the emergency, a provision
as to how that group of customers should be charged for replenishing the supply
in storage.

The utilities’ proposals for these emergency reserves should address
each of the above-mentioned concerns. These proposals should also address
how to provide for the emergency reserves in the most cost-effective manner,
bearing in mind that the utilities' public service obligations will encompass this
responsibility to protect California natural gas consumers from a natural gas

shortage.

2. The Utilities’ Potential Backstop Function
In addition to and totally separate from the emergency reserves

requirement, the Commission is considering the necessity of the natural gas
utilities operating as a backstop if the noncore market participants do not ensure
sufficient interstate pipeline capacity to meet the noncore customers' needs in the
future. Itis premature to assume that the noncore market participants (e.g.,
generators, industrial customers, large commercial customers, and marketers
serving these end-users) will not provide for the necessary infrastructure,
including contracts for firm interstate pipeline capacity to California, to meet
their needs. Itis our hope that the noncore customers will take care of

themselves.
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Nevertheless, we are very concerned about the uncertainty as to
whether or not sufficient firm interstate pipeline capacity to California delivery
points will be under contracts in the future to meet all of the noncore customers'
natural gas needs. As discussed above, numerous marketers offered to turn back
El Paso interstate pipeline capacity, and a substantial amount of this capacity
was lost to California. In addition, entities are entering into or have entered into
long-term capacity releases, which have redirected interstate pipeline capacity
away from California delivery points. Many contracts (with California delivery
points) between marketers and interstate pipelines will be expiring in the next
few years. Many of the large industrial customers and large commercial
customers of the California utilities have historically resisted entering into long-
term contracts for interstate pipeline capacity.

Consequently, the Commission intends to monitor this situation
further, and we instruct the Respondents to propose in their Phase Il filings a
process by which they will gather information and keep the Commission
regularly informed about the infrastructure and services provided to their
noncore customers, including the amount of firm interstate pipeline capacity in
contracts between interstate pipelines and California noncore customers and/or
marketers serving California noncore customers. This information should also
include updates as to how much interstate pipeline capacity, which has
previously been utilized to serve California, is serving markets outside of
California.

In the event that it turns out that there is insufficient interstate pipeline
capacity under contracts to serve the noncore market in California, then we will
have to consider whether or not the utilities should subscribe to a certain amount
of interstate pipeline capacity to serve the noncore customers in their service

territory. This "backstop function” would only pertain to ensuring the additional
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necessary infrastructure to meet noncore customers' needs, but would not
pertain to purchasing natural gas for noncore customers, which do not choose to
become bundled "core” customers. Moreover, we are requiring the utilities to
monitor and inform us of the situation, and, therefore the backstop function of
the utilities is merely a potential function at this time.

We do not want to discourage any California noncore customers (i.e.,
end-users or marketers serving them) from arranging for their own secure
supply of natural gas by entering into firm transportation contracts with
interstate pipelines with California primary delivery points. Therefore, we are
calling this a potential function of the utilities, which could be prevented by the
noncore customers signing up for sufficient firm interstate pipeline capacity
rights. In addition, we require the Respondents to propose a crediting
mechanism as part of their Phase Il proposal, which would provide a full or
partial credit to a noncore customer from a backstop recovery charge, if any is
ultimately adopted, such that the noncore customer would not pay twice for
reservation charges with the interstate pipelines.it Such a crediting mechanism is
hypothetical at this time, because the backstop function of the utilities and any

specific charges for the backstop function are hypothetical at this time.

11 For example, if the utility ultimately performed a backstop function, it would be
entitled to have a specific charge to noncore customers for recovering the utility's
additional costs relating to interstate pipeline reservation charges for firm capacity to
serve noncore customers. If a noncore customer (whether an end-user or a marketer
serving an end-user) could demonstrate that its full needs were met under firm
transportation contracts with interstate pipelines serving California or, in the future,
under long-term supply contracts for gas from LNG facilities, then the noncore
customer may be entitled to a full credit and not have to pay a specific charge for the
backstop function of the utility. If the noncore customer could only demonstrate that a
portion of its needs were met under such contracts, then it may be entitled to only a
partial credit from such a specific charge involving the backstop function.
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Regardless of the hypothetical nature of the crediting mechanism, it is important
that the Respondents include a crediting mechanism in their Phase Il proposals
concerning their potential backstop function, so that the market participants have
notice of the crediting mechanism when they make their decisions about signing
up for firm interstate pipeline capacity rights in the near future.

Consequently, Respondents' Phase Il proposals for the potential
backstop function should include a process for keeping the Commission
informed of the developments discussed above, and a crediting mechanism in
the event we subsequently require the utilities to perform a backstop function

and adopt associated charges.

3. New Ratemaking Policies Consistent with the
Goal of Ensuring Adequate and Reliable Long-
Term Natural Gas Supplies

Our current ratemaking policies are aimed at providing the California
natural gas public utilities with incentives to keep their costs as low as possible
and operate as efficiently as possible. For example, the utilities have "at risk"
conditions for recovering some of their costs based upon the noncore throughput
on their systems. In light of our examination of new policies to guard against a
future natural gas shortage, which could otherwise ultimately impose extremely
high costs on California ratepayers, we need to examine our current ratemaking
policies so that our public service obligation policies and ratemaking policies are
consistent with each other.

It may be that there are some conflicting interests in this regard, and
that we need to change certain of our current ratemaking policies. Specifically,
"at risk" type of conditions may create incentives to the utilities to focus too much
upon short-term gains or potential losses rather than long-term results. Yet, itis

the long-term supply situation, where we risk potentially serious consequences.
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Secondly, these ratemaking policies may create incentives to the
utilities not to have slack capacity, in order to protect their shareholders from
any risks. This could undermine the utilities’ cooperation with new suppliers of
natural gas or independent storage operators. Yet, we need slack capacity and
flexibility to enhance California’s access to sufficient supplies of natural gas at
various times of the year and to make sure that competition at the California
border is viable.

Thirdly, specific risk factors affecting potential profits or losses for the
utilities could potentially dominate the utilities' perspective away from ensuring
adequate and reliable service to all of their customers. Yet, first and foremost,
the focus of the utilities should be upon providing adequate and reliable service
at reasonable rates to all of their ratepayers in their service territories.

In light of the above, we provide notice herein that we are reexamining
these ratemaking policies, and we could potentially modify decisions
prospectively, which rely upon these ratemaking policies. We therefore require
the Respondents in their Phase 1l filings to identify and propose changes to
current “at risk conditions they face in their rates, which they believe create
incentives that conflict with the Commission’s policies in favor of energy
demand reduction efforts (e.g., energy efficiency programs) and the
Commission’s proposals for additional slack capacity, additional interstate
pipeline reservation charges and emergency reserves of natural gas.

Accordingly, in their Phase Il filings, Respondents should submit
proposals as to how to change current ratemaking policies to conform to the new
policies of this Commission requiring them to promote energy efficiency
programs and maintain and preserve enhanced infrastructure to meet

California's demand for natural gas in the long-term.
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IV. Preliminary Scoping Memo
Rule 6(c)(2) of our Rules of Practice and Procedure?2 provides that an OIR

“shall preliminarily determine the category and need for hearing, and shall
attach a preliminary scoping memo.” This OIR is preliminarily determined to be
guasi-legislative, as that term is defined in Rule 5(d). It appears that there may
not be material factual disputes on Phase I issues. In addition, due to the need
for a decision this summer on these issues, it is contemplated that Phase | of this
proceeding will be conducted expeditiously through a written record, with no
evidentiary hearing for this phase, and that an order will issue based on the
comments timely filed in this docket. As to Phase Il of this proceeding, there will
be a prehearing conference, Assigned Commissioner Ruling or an
Administrative Law Judge (ALJ) Ruling governing the subsequent procedures
after the initial rounds of pleadings on the Phase Il issues. In addition, if
warranted, through an Assigned Commissioner Ruling or an ALJ Ruling, a

Phase | issue may be transferred to Phase Il of this proceeding.

The scope of Phase | of the OIR is to adopt rules, which will provide
guidelines over how the designated utilities should: (1) enter into contracts with
interstate pipelines (whether new contracts or renewals of existing contracts) to
meet core supply obligations; (2) provide access to LNG supplies of natural gas;
and (3) provide access to additional supplies of natural gas transported on
interstate pipelines. These issues are discussed in greater detail in Section I11. B.,

above.

12 Title 20 California Code of Regulations.
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The scope of Phase Il of the OIR is to adopt rules, which will provide
guidelines over: (1) how the designated utilities should provide emergency
reserves consisting of slack intrastate pipeline capacity, contracts for additional
firm interstate pipeline transportation rights, and supplies of natural gas in
storage dedicated for emergency needs; (2) the process by which the utilities
should keep us informed of whether or not they would need to perform a
backstop function to secure enough additional firm transportation rights if the
noncore participants do not subscribe to sufficient interstate pipeline firm
capacity rights; and (3) new ratemaking policies that will be consistent with the
goal of ensuring adequate and reliable long-term supplies of natural gas to
California. All of these issues are discussed in greater detail in Section I11.C.,

above.

Respondents are required to file Phase | and Phase Il proposals. Interested
parties are invited to file comments on these proposals. Respondents may file
replies to the comments of interested parties and to the proposals of other
Respondents, if necessary. In their original filings in Phase | of this proceeding,
Respondents and interested parties shall include in their pleadings any
objections they may have regarding the categorization of this proceeding as
guasi-legislative, as well as whether there are any objections to this preliminary

scoping memo, or to the expedited schedule set forth herein.

Pleadings shall conform to the requirements of Rule 14.5 and shall be filed
with the Commission’s Docket Office and served according to the schedule

below.

V. Phase | And Phase Il Schedules
In accordance with Rule 6.3 and 6(c)(2), we provide preliminary schedules

for Phase | and Phase I1.
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We adopt the following as preliminary schedules, which may be changed,

if necessary, by an Assigned Commissioner Ruling or an ALJ Ruling:

OIR issued January 22, 2004

Respondents’ Phase | proposals filed February 24, 2004

Interested parties’ Phase | comments filed March 23, 2004

Respondents’ replies filed April 6, 2004
Decision on Phase | proposals issued Summer, 2004
Respondents’ Phase Il proposals filed March 23, 2004
Interested parties’ Phase Il comments filed | May 4, 2004
Respondents’ replies filed May 18, 2004
Prehearing conference, Assigned Spring or Summer,
Commissioner Ruling or ALJ Ruling on 2004

Phase Il supplemental schedule

VI. Ex Parte Communications
This proceeding is subject to Rule 7, which specifies standards for

engaging in ex parte communications and the reporting of such communications.
Because we have preliminarily categorized this proceeding as quasi-legislative,
pursuant to Rules 7(a)(4) and 7(d), ex parte communications will be allowed
without any restrictions or reporting requirements until an assigned
Commissioner makes an appealable determination of category as provided for in
Rules 6(c)(2) and 6.4. Following the Commissioner’s determination, the
applicable ex parte communication and reporting requirements shall depend on
such determination unless and until the determination is modified by the

Commission pursuant to Rule 6.4 or 6.5.
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VIl. Service List

The service list from R. 02-06-041 shall be the initial service list for this
proceeding and shall continue in effect until a ruling notifying parties of a new
service list is issued. This service list may be accessed on the Commission’s web
site, www.cpuc.ca.gov , by clicking on “Proceedings,” then clicking on “Service
Lists.” The service list for this proceeding can be located in the “Index of Service
Lists” by scrolling to the proceeding number. To view and copy the electronic
addresses for a service list, down-load the comma-delimited file, and copy the
column containing the electronic addresses. The Commission’s Process Office
periodically updates service lists to correct errors or to make changes at the

requests of parties and non-parties on the list.

Any party interested in participating in this OIR who is unfamiliar with
the Commission’s procedures should contact the Public Advisor’s Office in
Los Angeles (213) 649-4782, public.advisor.la@cpuc.ca.gov, or in San Francisco

(415) 703-2074, public.advisor@cpuc.ca.gov.

VIIl. Service By Electronic Mail
Because of the expedited schedule in this proceeding, service of the

comments is to be made by electronic means to all parties providing the
Commission with an electronic mail address. Paper originals and the required
number of copies must still be filed with the Commission's Docket Office. The
assigned Administrative Law Judges are to be served electronically at
jsw@cpuc.ca.gov and dkf@cpuc.ca.gov. In addition, the advisory Commission
staff assigned to this proceeding are to be served electronically at
hym@cpuc.ca.gov, ram@cpuc.ca.gov, skh@cpuc.ca.gov and wmp@cpuc.ca.gov.
Service by electronic mail will be used in lieu of paper mail where an electronic

address has been provided. Any party on the service list who has not provided
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an electronic mail address shall serve and take service by way of paper mail.

Service by mail is described in Rule 2.3(a).

ORDER

Therefore, IT IS ORDERED that:

1. A rulemaking is initiated on the Commission’s own motion to establish
policies, processes and rules to ensure reliable, long-term supplies of natural gas
to California.

2. California’s natural gas public utilities, Pacific Gas and Electric Company
(PG&E), San Diego Gas & Electric Company (SDG&E), Southern California Gas
Company (SoCalGas) and Southwest Gas Corporation (Southwest Gas), are
made Respondents to this proceeding.

3. The Executive Director shall cause this Order Instituting Rulemaking (OIR)
to be served on Respondents and on the service list for Rulemaking 02-06-041.

4. The initial service list for this proceeding shall be the R.02-06-041 service
list, and that service list shall be used until a ruling is issued notifying parties of a
new service list.

5. The category of this rulemaking is preliminarily determined to be “quasi-
legislative” as that term is defined in Rule 5(d) of the Commission’s Rules of
Practice and Procedure.

6. By February 24, 2004, Respondents shall file Phase | proposals for rules
providing guidelines for how they should: (1) enter into contracts with interstate
pipelines (whether new contracts or renewals of existing contracts) to meet core
supply obligations; (2) provide access to liquefied natural gas supplies of natural
gas; and (3) provide access to additional supplies of natural gas transported on

interstate pipelines. Respondents shall also file (as attachments to their Phase |
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proposals) their responses to the Commission's data requests in Appendix A,
attached to this decision.

7. Interested parties may submit comments on these Phase | issues by
March 23, 2004, and Respondents may file reply comments by April 6, 2004.

8. By March 23, 2004, Respondents shall file Phase Il proposals for rules
which will provide guidelines for: (1) how the designated utilities should
provide emergency reserves consisting of slack intrastate pipeline capacity,
contracts for additional firm interstate pipeline transportation rights, and
supplies of natural gas in storage dedicated for emergency needs; (2) the process
by which the utilities would keep the Commission informed of whether or not
they should perform a backstop function to secure enough additional firm
transportation rights if the noncore participants do not subscribe to sufficient
interstate pipeline firm capacity rights; and (3) new ratemaking policies that will
be consistent with the goal of ensuring adequate and reliable long-term supplies
of natural gas at reasonable rates to California.

9. Interested parties may submit comments on these Phase Il issues by May 4,
2004, and Respondents may file reply comments by May 18, 2004.

10. The above-mentioned deadlines are preliminarily approved and adopted,
but may be changed, if necessary, by an Assigned Commissioner Ruling or an
ALJ Ruling. In addition, if warranted, in an Assigned Commissioner Ruling or
an ALJ Ruling, one or more Phase | issues may be transferred to Phase Il of this

proceeding.
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11. Pursuant to Commission Rules of Practice and Procedure, Rule 6(c)(2),
Respondents and interested parties shall include with their initial Phase |
pleadings any objections they may have regarding the categorization of this OIR
or the procedural schedule.

This order is effective today.

Dated January 22, 2004, at San Francisco, California.

MICHAEL R. PEEVEY
President
CARL W. WOOD
LORETTA M. LYNCH
GEOFFREY F. BROWN
SUSAN P. KENNEDY
Commissioners

-30 -



R.04-01-025 ALJ/LEG/jva

APPENDIX A

DATA REQUESTS

1. Please provide in aggregate amounts on an MMcf/d basis for Calendar
Years 2006 and 2016 Your Utility’s demand forecasts for its service
territory under the following scenarios.!

a. Average Year Scenarios
i.  Average Year

ii.  Average Year + 10%
iii. Average Year + 20%

b. Abnormally Cold Year Scenarios
I 11in 10 years
ii. 1in10years+ 10%
iii. 1in35years
iv. 1lin35years+ 10%
c. Abnormally Dry Year Scenarios
I 11in 10 years
ii.  1in10years+ 10%
iii. 1in35years
iv. 1lin35years+ 10%
d. Abnormally Cold and Dry Year Scenarios
i. 1lin10years
ii. 1in10years+ 10%
iii. 1in35years
iv. 1lin35years+ 10%

1 In answering this data request, please provide your assumptions in your forecasts as
to electric generation plants retired, repowered, or constructed in your utility’s service
territory.
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APPENDIX A

DATA REQUESTS

For each of the scenarios in 1. a. i-1ii through d. i-iv above please provide

in aggregate amounts on an MMcf/d basis for Calendar Years 2006 and
2016 the infrastructure needed for Your Utility’s forecasts identified
below

a.

b.

Intrastate pipeline capacity necessary to meet demand in service territory
i.  Total intrastate pipeline capacity necessary for service territory

ii. Intrastate pipeline capacity necessary for core customers

iii. Intrastate pipeline capacity necessary for noncore customers
Storage capacity necessary to meet demand

i.  Total storage capacity necessary for service territory

ii.  Storage capacity necessary for core customers

iii. Storage capacity necessary for noncore customers

Interstate pipeline capacity necessary to meet demand?
i.  Total interstate pipeline capacity necessary for service territory
ii. Interstate pipeline capacity necessary for core customers

iii. Interstate pipeline capacity necessary for noncore customers

2 “Interstate pipeline capacity” as used in this particular data request refers to firm transportation rights
on interstate pipelines for Calendar Year 2006, but for Calendar Year 2016 more generally refers to access
to out-of-state supplies of natural gas, whether transported on interstate pipelines to California or
imported and shipped to Liquefied Natural Gas (LNG) facilities which access California’s natural gas

market.
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APPENDIX A

DATA REQUESTS

3. Please provide information concerning the firm interstate pipeline
transportation contracts (with California primary delivery points) held
by California Natural Gas Public Utilities and by Other Entities3

a. Provide the amount of firm transportation rights Your Utility currently has
on each interstate pipeline to California

b. Provide the total amount of firm interstate pipeline transportation rights
currently held by Other Entities (with primary delivery points to California)
on each of the following interstate pipelines:

i.  El Paso Natural Gas Company

ii.  Transwestern Pipeline Company

iii.  Gas Transmission Northwest Corporation

iv. Kern River Gas Transmission Company (Kern River)

c. Provide the total amount of firm interstate pipeline transportation rights held
by California Natural Gas Public Utilities or Other Entities, which had
primary delivery points to California in Calendar Year 2000 but now have
primary delivery points to markets other than California due to long-term
capacity releases on each of the following interstate pipelines:*

i.  El Paso Natural Gas Company
ii.  Transwestern Pipeline Company
iii. Gas Transmission Northwest Corporation

iv. Kern River

3 The phrase “Other Entities” as used in this data request refers to participants in the noncore market in
California, whether end-users (e.g., generators or industrial customers) or marketers which sell natural
gas to end-users in California. Southwest Gas only needs to identify for its response to this data request
the firm transportation rights Your Utility has on interstate pipelines to serve its California customers,
and a breakdown of its core customers and noncore customers’ demand (by volumes and percentages).

4 1f Your Utility is unable to answer some or all of this particular data request, please provide partial
answers, where you can, and explain why you are unable to provide fuller responses.
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APPENDIX A
DATA REQUESTS

d. Provide the total amount of firm interstate pipeline transportation rights
which will be held by Other Entities (with primary delivery points to
California) on each of the following interstate pipelines in Calendar Years
2005, 2006 and 2007°
i.  El Paso Natural Gas Company
ii.  Transwestern Pipeline Company
iii.  Gas Transmission Northwest Corporation
iv. Kern River

e. Please provide a general description of any contingency plan Your Utility
currently has in place to the extent that Other Entities do not subscribe to a
sufficient amount of firm interstate pipeline transportation rights to
California in order to serve the noncore market in Your Utility’s service
territory in Calendar Years 2005, 2006 and 2007

4. Please provide the deadlines facing each of the California Natural Gas Public

Utilities and others identified below:

a.

For each contract which Your Utility currently has with interstate pipelines
for firm transportation rights to California primary delivery points (identified
by pipeline, Contract Demand amount, and pipeline delivery points) provide:

i.  Date of expiration of each contract

ii.  Notice of termination date or exercise of right of first refusal date
pursuant to each contract

Provide LNG-related deadlines affecting for access in Baja California

Provide any current interstate pipeline’s open season deadline for expansions
to California

Provide any other deadlines affecting long-term supply options

5 If Your Utility is unable to answer some or all of this particular data request, please provide partial
answers, where you can, and explain why you are unable to provide fuller responses.
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APPENDIX A

DATA REQUESTS

5. Provide the following information concerning increasing access to Kern River®

a. The current capacity at each location where Your Utility’s intrastate pipelines
currently interconnect with Kern River

b. Estimate of costs of expansions at each interconnection at different amounts
of capacity (e.g., 100 MMcf/d, 200 MMcf/d)

c. Amount of Kern River capacity available throughout the year to California
Natural Gas Public Utilities”

6. Please provide the range of new supply access costs for proposed LNG
facilities at Otay Mesa, Long Beach and Oxnard that represent the best
estimate of Your Utility8

(END OF APPENDIX A)

6 PG&E and SoCalGas are the only utilities, which need to respond to this request.

7 Assume for this data request that capacity under contracts with Nevada end-users and capacity under
contracts to serve direct connect customers (e.g., in the EOR market) are not available throughout the year
to the California Natural Gas Public Utilities.

8 This request applies to SoCalGas and SDG&E only. It can be the presentation by David G. Taylor on
December 10, 2003 at the CPUC-CEC workshop (Panel Il D-LNG Facilities) or updated information in
the same format and methodology as used in that presentation.



