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PROCEEDI NGS
9:05 a.m

MS. KOROSEC: Good morning. This is a
j oi nt workshop of the Energy Conm ssion's
El ectricity and Natural Gas Conmittee and the
I ntegrated Energy Policy Report Commrittee to | ook
at the inpacts of nmarket prices on natural gas
utilities' custoners and ratepayers.

"' m Suzanne Korosec and |'mthe | ead for
the Energy Commi ssion's |Integrated Energy Policy
Report unit. As part of the |IEPR, every two years
t he Energy Conmmi ssion assesses California's
nat ural gas system i ncl udi ng supply, denand,
prices and infrastructure.

In 2008 we saw very high natural gas
prices, which have since dropped very
dramatically. And as part of the natural gas
analysis in the 2009 | EPR, the Energy Comm ssion
needs to better understand the inpacts of this
volatility.

Just a few housekeeping items before we
get started. Restroons are out the doubl e doors
and to your left. There's a snack roomon the
second floor at the top of the stairs in the
atrium under the white awning.
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And if there's an emergency and we need
to evacuate the building for any reason, please
follow the staff out to the Roosevelt Park across
the street and wait there for the all-clear
signal .

Today's wor kshop is bei ng webcast. And
for those listening in who wi sh to speak during
the public comrent period, the call-in nunber is
888-566-5914, and the passcode is | EPR

I also want to rem nd parties that
witten comrents are due by 5:00 p.m on March
18th. Those can be subnmitted using the procedure
that's in the workshop notice. Copies of that are
available in the foyer out in the hall, and al so
online on our website.

So, with that I'Il turn it over to
Comm ssi oner Byron and Conmi ssi oner Boyd for any
openi ng conment s.

PRESI DI NG MEMBER BYRON: Thank you, Ms.
Korosec. Good norning, everyone. I''m Jeff Byron
and with ne i s Conni ssi oner Boyd. And since we
are both nmenbers of the Natural Gas and
El ectricity Committee, and the | EPR Conmittee, it
makes it easy for us to hold a joint Comrittee
wor kshop wi th oursel ves.
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Thank you all very nmuch for com ng
today. |I'mlooking forward to heari ng nore about
this, after having read a number of the
presentations and delving into this issue a little
bit nore.

I think our plan is to go to about noon
today. And | may need to step out at 11:00 for a
f ew m nut es.

Conmmi ssi oner Boyd, any comments?

ASSCOCI ATE MEMBER BOYD: Thank you,
Comm ssi oner Byron. No, just that | | ook forward
to the discussion today. |I'mreflecting back on
how many years |'ve been associated with the
natural gas question in California, all the way
back to the electricity crisis of yesteryear. And
it's been an interesting subject, to say the
| east, but one that has fared better for us, as a
state, than certainly electricity did.

So, hopefully we'll hear that the 2008
pri ce escapade was a little anonmaly, and we'll get
back to nore or less a civil and normal gas market
in California, bolstered by the good practices of
our gas procuring industries. And buoyed by the
fact that we're noderately rich in storage, which
has al ways provided a decent hedge for us in the
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st at e.

So, thank you, and | ook forward to what

goes on.

out of the room

And 1'Il tough it out here when you step

Thank you.

MS. KOROSEC. All right, Ruben, 1"l

turn it over to you

MR. TAVARES:

Comm ssi oners; good

t hen.
Good nor ni ng,

mor ni ng, everybody. M/ nane

is Ruben Tavares and |'m part of the staff of the

Ener gy Comm ssi on.
March 10,
the price of natural
listed as $1.94 per
had increased to $2.
Two years

selling on the spot

1999, exactly ten years ago,
gas on the Henry Hub was
mmBtu. A year later, 2000, it
76, again, March 10, 2000.

| ater, March 10, 2001, it was

mar ket at $5.12 per mmBtu.

However, by March 2002 it was down again in the

$2. 80 per nmBtu.

Si nce 2002, with a few excepti ons,

pri ces have clinbed

$7 per nmmBtu. Mbre

steadily to the $4, $5, $6 and

recently, over |ast year,

natural gas price increase from$7 per nmBtu in

early January 2008 to over $13 in July of the sane

year, |ast year. Si

nce then prices have declined

steadily and they are under the $4 per mMmBtu
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t oday.

What would this volatility in natura
gas prices nean for California consumers?

Cal i forni ans consune approxinmately 6.5 billion
cubic feet of natural gas a day, or approximtely
2.5 trillion cubic feet a year.

If we were to purchase all the gas at $4
per mMBtu it would cost consuners approxi mtely
$9.5 billion a year. At $7 per mmBtu t he cost
woul d increase to $16.5 billion. And at $13 per
mBtu it will cost a staggering $31 billion.

However, utilities and noncore custoners
do not purchase all their gas needs at one price.
They procure gas at different prices through the
year.

The purpose of this workshop is to | earn
how utilities and other state entities procure
natural gas for core and noncore custoners. WII
the daily fluctuation in natural gas price affect
t hose custonmer bills?

For this purpose today we have a series
of presentations and a panel of experts to try to
answer sone of the questions. So, with that
introduction, | would like to introduce Lana Wng.
She is part of the staff of the Energy Commi ssion,
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and she will nmake the first presentation. Lana.

MS. WONG Hi, |I'mLana Wong with the
Energy Comm ssion. And |I'mgoing to tal k about
the research that | did on how the utilities
procure natural gas for their core residenti al
cust oner s.

And I've limted the research to core
custoners because the gas utilities have the
responsibility to procure natural gas for their
core custoners while noncore custoners typically
procure their own natural gas. Plus the data was
much nore readily avail able on the core side of
t he busi ness.

So | ast sunmer, a natural gas prices
rose above $13 an mmBtu, the question was asked,
what ki nd of exposure do custoners have to these

hi gh natural gas prices.

There was sone belief that customers may

not be exposed to these high prices because they
enter into long-termfixed-price contracts.

So | spoke with the CPUC, DRA and the

gas utilities to try to get a sense of how the gas

utilities procure natural gas. The nessage that
kept hearing was that, no, they don't enter into
long-term fixed-price contracts. Those are a
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thi ng of the past.

That any |long-termcontract tends to be
volunme only, with prices tied to the index. And
nmost purchases are short-termoriented. So that
was the nessage that | kept hearing.

And then | | ooked at the details of the
gas cost incentive nechani sns and t he benchmark
within the incentive nmechani sm I found that that
benchmark was short-termoriented; that it was
tied to nonthly and sonme daily indices. So |
said, okay, there really is no incentive to enter
into long-term fixed-price contracts.

So after getting that information |
t hought, okay, so what does the data show. So
pul l ed out data pertinent to California. So

pul l ed out PG&E' s citygate and SoCal border

average prices. And | | ooked at these indices,
and | said, well, 2005 and 2008 you can see that
we still had price spikes in those particul ar

years sinmilar to the Henry Hub prices that we just
| ooked at. And | thought these indices could be
vi ewed as a proxy for the benchmark.

So then the next step | focused on PGE
and SoCal Gas, the two |argest gas utilities. In
April 2008 SoCal Gas started to procure gas for San
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8
Di ego Gas and Electric. So | really just focused
on PGE and SoCal Gas.

And so in this particular chart | said,
well, really, the index, or P&&E s wei ghted
average cost of gas is really tied to the index;
that they tend to track one another very well.

And the data is really highly correl at ed.

Then | al so pulled out data for PGE
core procurenent charge. And the procurenent
charge is the retail rate that is charged to
custoners. And it includes the weighted average
cost of gas and other procurenent-rel ated fees.

And so when | | ooked at this, | said,
okay, the procurenent charge deviates nore from
the index. And when | | ooked at the details what
| found is that, well, the procurenent charge is
an estinate, and eventually there's a true-up of
actual cost to this estimate. And in subsequent
mont hs there nmay be costs that are rolled into the
procurenent charge due to under-collection or
over-collection in the purchase gas account.

But, in general, when | |ooked at this
data | said, really the procurenent charge
exhibits a sinmlar price pattern and volatility as
the index. So when we had prices spike in 2005
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9
and 2008, the procurenent charge noved ri ght al ong
with it.

So then to | ook at SoCal Gas, | wasn't
able to get the wei ghted average cost for
SoCal Gas. They consider that data confidential.
But I was able to get their core procurenent
charge, and that was available on their website.
And so when | | ooked at this data,
SoCal Gas' procurenent charge al nost |ays right on
top of the SoCal border average bid week price.
And so | said, to answer the original question,

how are custoners exposed to the prices in the

mar ket place, | just said, well, really in summary
the prices and the volatility in the nmarketpl ace
are passed on to custoners. But the gas utilities

do enploy linited hedges.

And so as |'ve shown these charts to
staff and our executive office, one of the often-
heard comments was, hedgi ng? what hedgi ng?

So | know we have a nunber of speakers
today who will tal k about hedgi ng and ri sk
managenent activities. And that should help
provide insight into those activities that are
occurring at the utilities.

So that concludes ny presentation. Are
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there any questi ons?

(Pause.)

MR. TAVARES: Thank you very nmuch, Lana.
Next we have Herb Emmrich representi ng Sout hern
California Gas and San Diego Gas and El ectric.
Henry.

ASSOCI ATE MEMBER BOYD: Wiile the
speaker is coning to the mcrophone let me just
poi nt out to the audience, this is a workshop,
this is not a formal hearing. The roomis laid
out with us sitting up here towering above you,
but that's just a fornality.

And | encourage you to ask questions or
make any comments that you night want to nake.
We're trying to have a dialogue with all of you.

I would ask that if you have a question
or conment that you just grab one of the
m crophones here in the front of the room and
i ntroduce yourself for the record.

But, again, this is not a fornal
hearing. This is a workshop and we'd like all the
di al ogue back and forth that you feel that you'd
like to engage in. So, thank you.

MR. EMVRI CH. Good nor ni ng,

Comm ssioners and all the attendees here. M nane

PETERS SHORTHAND REPORTI NG CORPORATI ON
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11
is Herb Efmrich; |I'mthe Gas Denand Forecast
Manager for Southern California Gas Conpany and
San Diego Gas and Electric. W're the |argest gas
utility in the country serving over 6 nillion
custoners, and 1.3 million electric custoners.

I tried to answer the questions that
were given to us, to what extent are gas utilities
and the ratepayers exposed to natural gas price
structure i ssues. W have nonthly pricing on the
gas side, so core custoners do experience that
mont hly price fluctuation as we set the commodity
cost of gas for each nonth, based on the purchases
and wi thdrawal from storage in the wintertime.

So, residential and core commerci al
i ndustrial customers also have the option of
signing up for |evel pay plan where they pay the
sane anount each nonth for their procurenent bill
And they have a yearly true-up

So if sonebody wants to avoid the
fluctuations nonth to nonth they can sign up for
the |l evel pay plan. And that's also avail able for
core commercial custoners that use |l ess than 3000
therns per year.

The ot her option, of course, is core
custoners can go with an aggregator that wll
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purchase the gas for them according to their
needs, if they want to have a fixed price
portfolio or so on.

In addition, core ratepayer is also
protected from nbost price spi kes because we have a
signi fi cant anount of storage and we do annual
wi nt er hedgi ng, as approved by the CPUC

SoCal Gas has 75 bcf of storage for the
core; 369 nmllion cubic feet a day of injection;
and over 2 bcf a day of withdrawal. W al so have
wi nter hedgi ng of $2 per custoner per nonth for
the wi nter season.

And the positions we take on that are to
make sure that custoners don't experience the
severe price spikes that we've had in the past.

So we take options positions at a fairly high rate
to protect the custoners agai nst that.

Currently SoCal Gas and San Di ego
sharehol ders are not exposed to natural gas price
fluctuations as long as the gas we purchase for
core custoners is no nore than 2 percent above the
benchmark that's established in the gas cost
i ncentive nechanism |It's a nonthly benchmark
based on i ndustry publications for the nonth.

What's inportant to us on this, it's a
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known benchnmark, so we know how we're going to be
judgi ng our purchases. And this aligns the
utility shareholders' interest with the interests
of the ratepayers. Also aligns us with the
state's energy efficiency prograns.

And this is a very inportant aspect of
our incentive nechanism that we're not exposed to
the ups and downs of prices so that we can
continue to support and fully inplenent all the
energy efficiency prograns that are so inportant
for the state.

Just an exanple, 20 years ago the
average core custoner used about 800 thernms a
year. And all the energy efficiency prograns,
appl i ance standards, buil di ng standards have
reduced that down to 500 therns. That's about a
35 percent reduction in usage. And we continue to

strongly support all those energy efficiency

pr ograns.
| tal k about storage and why is storage

a hedge. |If you look at this slide you see the

purchases are flat. Every nonth we basically

purchase the sane anpunt of natural gas, about 1.1
bcf a day.
And if you |l ook at the demand pattern
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the blue, in the sumrer the demand is around 650
to 700 million cubic feet a day. But in the
wintertime it's much much hi gher.

So if you look at the little yell ow
bars, we inject gas in the sunmer nonths into
storage to fill up that 79 bcf of storage. And we
withdraw that gas in the winterti ne when prices
tend to be higher, nostly in December and January.
So we avoi d purchasing gas when the price is
extrenely high, to a |arge degree. About 35
percent of the winter denand is satisfied by
storage wi t hdrawal s.

PRESI DI NG MEMBER BYRON: M. Emmrich,
just if | may, a quick question. | nean this
clearly is one of the abilities that we have in
California that saves our bacon every year.

But, do any other states or regi ons have
simlar kind of storage capability as California?

MR. EMVRICH. Yes, you do. In the
northern states you have extensive storage,
especially in Mchigan where it's extremely col d.
And everywhere around the country you see that
storage i s added everywhere. Everybody's going
into storage and doing what California has been a
| eader in.
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PRESI DI NG MEMBER BYRON: Thank you.

MR EMWRICH. W don't buy gas for
noncore custoners, but noncore custoners can al so
t ake advant age of storage on our system W have
bal anci ng services of 4.2 bcf. So during extreme
price spi kes, noncore custoners can use storage
that's in our system for bal ancing to avoid
purchases during extrene price spikes.

We al so have the unbundl ed storage
program where on a transacti on-based programthat
noncore custoners have 47.9 bcf for storage
Avail able to themthat they can enter into
contracts with SoCal Gas, also to avoid having to
have purchase gas when the price is extrenely
hi gh.

We al so reached an agreenent with our
custoners on storage that we will be expandi ng
storage by another 7 bcf in the next six years.
Four bcf will go to the core and 3 bcf will go to
the noncore. So this was a very good agreenent,
and all parties, including DRA and Edi son, and al
ot her noncore custoners agreed to this proposal.
And we wi Il be expandi ng storage accordi ngly.

Noncore custoners, of course, can hedge
on their own. They can purchase their own gas
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t hrough their own procurement department, or they
can go with a nmarketer and purchase any ki nd of
product that they want.

O they can hedge it financially with
NYMEX gas futures, options, puts, calls, whatever
they want to do. They're free to do that. O
they can enter into contracts with producers to
buy a fixed-price vol une.

But generally the industry is about 70
to 80 percent based on nonthly pricing. That's
the standard in the industry.

PRESI DI NG MEMBER BYRON: So, does
SoCal Gas do any hedgi ng on the NYMEX gas futures
mar ket ?

MR. EMVRICH: Yes, we do hedgi ng
according to the approved plan that we negoti ate
with the CPUC with -- it includes TURN, it
i ncludes DRA and the energy division. And we get
approval to hedge a certain anpbunt of gas every
winter. And that is outside of the gas cost
i ncenti ve nechani sm so that we are -- the
sharehol ders are not put at risk for that.

And the reason we did that is that we
wanted to protect against extreme price spikes.
It's not hedgi ng done to noderate a nonthly up and
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down. But if prices were to go to $15, $16, our
custoners will be protected against that.

PRESI DI NG MEMBER BYRON: So, if I nmay
ask, last June when prices were up around the $14
range, about what percentage of your gas purchase
was hedged out through NYNMEX?

MR EMVRICH: At that tinme -- we do not
hedge in the summer, we only hedge in the winter.

PRESI DI NG MEMBER BYRON: I"msorry,
prior to that tinme how nuch was hedged? |In other
wor ds, how rmuch exposure did you have for those
hi gh prices?

MR. EMVRICH: W had full exposure at
that tine.

The ot her way that we hedge is that we
have contracts with interstate pipelines all the
way back to the basin. So if there are
constraints on the pipeline system we avoid that
by havi ng contracts on Transwestern, El Paso and
Kern River, and also going into the Canadi an --
west ern Canadi an basin so that we avoid any
constraints that nm ght happen at the border.

And it al so gives us an opportunity to
di versify our purchases. And we have access to
the very | ow cost Rockies Basin. W've increased
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that quite a bit in the last few years. And al so
to the San Juan Basin on El Paso and the
Transwestern system

We al so have Canadi an path gas which at
this tine it's alittle bit nore expensive, but
the nunber one issue for us is reliability of
supply. W want to have a diversified portfolio
of sources, of pipelines, producing basins and
produci ng conpanies. And we do that.

VWhat option do utilities have for
natural gas procurenent and cost recovery? At
this point we are judged based on the GCI M
benchmark. The benchnark is the nonthly prices
that are published by natural gas intelligence
i nside FERC and so on. And we purchase gas
monthly to try to beat that benchmark.

The reason we went to this nonthly
benchmark is previously we had | ong-term
contracts, five-, six-year contracts at a fixed
price. And when the narket price, the daily price
or the nonthly price got below that, we had -- and
di sal | owances by the regul atory comm ssion
Because we didn't know how we were going to be
judged. What is a standard for a |l ong-term fi xed-
price contract? Wen do you know that this is the
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right time to fix that price?

And every tine you do that you wi nd up
being the loser on the utility side. Because
you're al ways going to be second-guessed, Mnday-
mor ni ng quarterbacking. And what's inportant to
us is to know what that benchmark is. W want to
know how we're going to be judged, and we'll beat
t hat benchmark. We've been very successful in
beati ng the benchnark and creating benefits to
core customers.

Interstate pipeline capacity costs are
passed through. So we're required to hold at
| east average year denand capacity. W coordinate
that with DRA and the energy division and TURN
If we want to buy additional capacity, we have a
meeting with those groups; and we agree whet her or
not we shoul d purchase nore capacity and so on.

We actually have authority to hold
capacity up to 120 percent of average year
t hr oughput .

Under the incentive nmechani sm we do have
authority to hedge. And we have authority to
enter into fixed-price contracts. But because we
are judged nonthly, we tend to have vol une
contracts going longer term But the pricing of
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those volunes is based on the nonthly index.
That's how basically industries run, anyway.

We have nont hly procurement activity
coordi nation neetings with Conmm ssion Staff, DRA
and energy division and TURN. So all the parties
are at the table. And we reach agreenment each
month on what we're going to do and how we're
goi ng to purchase gas for our core customers. And
it's been very successful

PRESI DI NG MEMBER BYRON: M. Emmmrich
these are obvi ous questions, | suppose. | guess
nmost everybody here knows this, but are there any
other -- these are procurenent review groups, |
take it?

MR, EMVRI CH  Yes.

PRESI DI NG MEMBER BYRON: Are there any
ot her participants than what you've listed here in
the PRGs?

MR. EMVRICH. No, no. W don't buy for
the noncore custoners, so they're not party to
t hat .

PRESI DI NG MEMBER BYRON: Ckay. So TURN
Is the only really outside consunmer organi zation
that's invol ved, correct?

MR, EMVRI CH  Yes.

PETERS SHORTHAND REPORTI NG CORPORATI ON
(916) 362- 2345



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

21

PRESI DI NG MEMBER BYRON: And they're
conpensated, | believe, to be there, is that
correct?

MR EMVRICH: If they participate in a
proceedi ng, then they can ask the Commi ssion to
get conpensation for that.

PRESI DI NG MEMBER BYRON: So the other
way around is they probably don't participate if
they're not being conpensat ed?

MR EMVRICH Well, | don't want to
assune what their notivation are. | assune their
motivation is to protect core custoners. So, |
think they would do it even if they weren't
conpensated. They would find conpensation
sonewhere else. But it's obviously inportant to
have them on the teamand to do this in concert
with them

PRESI DI NG MEMBER BYRON: Yeah, | don't
mean to put you in a position to answer for TURN,
but you did end you | ast conmment by saying that
this has been very successful. And so the neasure
of success that you're using is?

MR. EMVRICH  The neasure of success is
that we've been able to purchase gas at bel ow
benchmark prices. And we have avoi ded -- and
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di sal | owances. W don't have this constant
contention on what the right policy is. So that's
all been Avoi ded.

And our core custoners are very happy.
We're ranked nunber one and number two nationally
as far as custoner satisfaction. And so we're
very proud of that. And that's mainly we've
wor ked with our custoners each and every day.

PRESI DI NG MEMBER BYRON: And one | ast
question. How |l ong has that process been in
pl ace?

MR EMVRICH Let's see, the GCIM we
are in year 14. W just finished year 14, we're
actually in year 15.

PRESI DI NG MEMBER BYRON: Al right,

t hank you.
MR EMVRICH: Also, the GCIMcosts are

audi ted annually by DRA, and so we have to pass an

audit. We don't get a free ride to say these are
our costs and it's not checked on. It's audited
annual | y.

So, we're allowed to recover all the
costs as long as we're no nore than 2 percent
above the benchnmark. And we have shar ehol der
benefits if we are at | east 1 percent bel ow the
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benchmar k.

This is just a map showi ng where we have
interstate pipeline capacity. The San Juan Basin
on Transwestern El Paso; on the Kern River
pi peline to the Rockies Basin, which has been
their cheapest basin. And | see P&E is al so
going to get nore access to that with their
pi pel i ne project.

And we al so have access to the western
Canadi an Basin, going through P&&RE s territory and
GTN goi ng to the Canadi an border. And actually
all the way up into the basin on Canadi an
pi pel i nes.

VWhat list mtigation strategies
available to utilities in -- hedging. SoCal Gas,
San Di ego gas procurenent departnent uses storage
as their nain tool to mtigate price and vol ume
ri sk. Purchases gas in the summer nonths when gas
prices are usually low. Wthdrawi ng gas from
storage in the winter when prices are usually
hi gher allows the utility to nmitigate vol ume and
pri ces.

The reason | said usually, it turns out
this year the highest prices were in June --
mean | ast year the highest prices were in June,
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and the | owest prices have been just recently. So
it is still considered to be wi nter nonths.

So, of course, nobody anticipated the
wor | dwi de economi c col | apse, and the reduction
i ndustrial denmand for gas, which has led to this
price decli ne.

Anot her way we nitigate prices is hold
interstate pipeline capacity on several different
pi pel i nes out of the access to supply basins. And
we have that w nter hedgi ng program which is
approved by the PUC. And we can al so do
addi ti onal hedgi ng outside of the GCMif we deem
that to be appropriate.

This is just a brief description of the
gas cost incentive nechanism So if we purchase
gas bel ow the benchmark, at |east 1 percent bel ow
the benchmark, then ratepayers get 75 percent of
the benefit and shareholders 25. And if it's nore
than 5 percent bel ow the benchmark, sharehol ders
get 10 percent, and 90 percent to ratepayers.

And the total benefit is capped at 1.5
percent of actual commpbdity cost of gas. So that
excludes all the transportation costs. It's only
the commodity cost.

How t he ri sk of hedgi ng bal anced agai nst
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the benefits of hedging. Hedging allows utility
|l ock-in certain volunes of gas at a set price
usi ng storage, futures or options.

And this is the thing, hedgi ng doesn't
mean you get |ower gas costs. Wat you do is you
avoid volatility. |If the price |locked in turns
out to be lower than the fluctuating daily or
monthly price, the utility and ratepayers both
gain benefits. |If the price locked in with the
hedge turns out to be higher than the fluctuating
daily or nonthly price, we both | ose.

Hedgi ng cannot guarantee a gain or | oss
for the utility or ratepayers, but can only reduce
price fluctuation, which is defined as risk. The
val ue of reduced price fluctuation or risk is
based on consuners |list preference, such as
choosing a fixed rate nortgage or a variable rate
nor t gage.

If the nortgage or custoner gas bill is
a large part of the consuner's budget, one woul d
think that a fixed price option is desirable
because consuner could probably not absorb the
hi gher price risk

This is a case with the preference of
fixed rate nortgage as conpared to variable rate
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nor t gages.

If the nonthly bill is small, such as
the average nonthly winter bill this year of $67,
one would think the consuners are willing to

absorb price fluctuation and avoid the cost of
hedgi ng. Hedging is not free. You have to pay
for it. And that is an added cost that if you
enter into long-termcontracts you're going to pay
for that, because the producer will then have to
absorb that risk. And they will charge you a
prem um for absorbing that risk.

Fi xed-price contracts are nobre expensive
than nonthly contracts because the seller has to
recover the cost of hedging in offering the fixed-
price option.

How do regul atory incentive nechani sns
function in the overall procurenent process.

SoCal Gas, San Diego GCI M has been very effective
in -- ratepayer interest by providing a known
benchmark that gives the utility incentive to buy
reliable, |owcost gas supplies for core

cust oner s.

And here's an inportant point for us and
all the other utilities. The GCI M has elin nated
the contentious, (inaudible) process that wastes
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the time and noney of the utility and the
regul atory agency.

Now, over the 14 years of the GCI M we
have saved gas costs of $763 nillion. So that's a
| arge anount of noney to be able to purchase gas
bel ow t he benchnmark. And usually the core assets
that we have, when sone of the storage assets are
not bei ng used by the core, we can rent those out
to marketers to noncore custoners on a nonthly
basis or longer termbasis, and create nore val ue
for custoners.

The active coordination with DRA energy
di vi sion and TURN has further aligned utility,
rat epayer and regulatory interests to assure
reliable, |owcost supplies to core custoners.

The GCI M has notivated the utility to
efficiently and effectively use core custom assets
to reduce core ratepayer costs and sharehol der
ear ni ngs.

Thank you. |'m avail able for questions
if you have any.

PRESI DI NG MEMBER BYRON: M. Emmich
t hank you very nuch. Just a coupl e of quick
questions, | think. Thank you for answering one
of them and that woul d be how much the GCI M has
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resulted in savings for custoners.

Can you give ne a sense of how you can
calculate that, what's the benchmark that you're
using? Is it that nonth-to-nonth zero baseline
that we're tal king about?

MR. EMVRICH  Yes, the benchmark is the
i ndustry publication index at the point of
purchase. So if we are buying gas on Transwestern
in the San Juan Basin, there is a nonthly index
that's published. And if we beat that index by
more than 1 percent, then we share those savings
with the ratepayers and the sharehol ders.

PRESI DI NG MEMBER BYRON: And | agree,
$763 million is a lot. Over 14 years, if you'l
all ow ne sone quick math, that's on the order of
$50 to $60 million per year.

MR, EMVRI CH  Yes.

PRESI DI NG MEMBER BYRON: Ckay. But if |
go back, you know, to the price of natural gas
| ast June versus earlier in the year, and your
utility hedged a fair anpunt of those costs, that
woul d be on the order of billions of dollars in
that short period of time, correct?

MR. EMVRICH: Not quite. W purchase
about $3 billion worth of gas during the entire
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year. And because we purchase flat, we purchase
t he same ampunt each nonth, we avoid those kinds
of probl ens.

PRESI DI NG MEMBER BYRON: Right, I'm
sorry, you're right, I was using M. Tavares'
statew de costing --

MR. EMVRI CH  Yes.

PRESI DI NG MEMBER BYRON: -- of natural
gas purchase.

MR EMVRICH: But it would only be the
purchases during that nonth that we had the
hi ghest exposure to. Not for the rest of the
year. But if you were locked in at that tine,
let's say and the price was $13, and you thought,
let's say $7 was a good price for long term if
you | ocked that in, right now the price at the
California border is $3.

PRESI DI NG MEMBER BYRON: Ri ght .

MR. EMWRICH. So you'd have been | osing
$4 each and every day tines 1.1 bcf of gas. So
that's a huge anount of noney you'd be | osing.

PRESI DI NG MEMBER BYRON: el |,
Commi ssi oner Boyd knows a | ot nore about these
things than | do, but I'"'mgoing to go back to one
of the points you nmade earlier and just kind of
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see if this reveals the thinking, or the
phi | osophy here.

Where you'd indicated earlier if the
monthly bill -- the nonthly bill is such a small
part of the consuner budget, you know, only $67,
natural gas in the niddle of winter.

So | guess |I'd have to ask at what point
woul d the bill have to be to nmke hedgi ng
worthwhile to custoners? Maybe that's the w ong
question, but ny sense is that we're spreadi ng
this cost over such a | arge base of custoners,
even though the nunbers are big, to the individual
custoner, that the exposure is rather small.

Isn't that really the point that you were naking
t here?

MR EMVRICH: Yes, that is the point. |
bel i eve noncore custoners that have | arge vol unes
of gas every nonth may not be able to absorb that
kind of price fluctuation. But, of course, they
have the ability to hedge thenselves, if they want
to do that. O they can buy fixed-price contract
from marketers that make those available to them

So, we're | ooking out for the core
custoners and what we've found, over the | ong
term buying nonth to nonth, and having a nonthly
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benchmar k has been the | owest option, | owest-cost
option for custoners.

We have had the | owest (i naudible) for
the last ten years, as far as | know. Nobody's
been able to beat our (inaudible). So we're
purchasi ng gas for core custoners at a very | ow
price.

We do purchase a |l ot of gas, so that
gives us the ability to seek out the best deals.
But in conmbination with the storage assets we
have, we have had unparall el ed success in reducing
gas costs to our custoners.

PRESI DI NG MEMBER BYRON: Very good. M.
Emmrich, thank you for com ng this norning.

MR. EMVRI CH. Thank you.

MR. TAVARES: Thank you, Herb. We'l]|
have an additional opportunity to ask nore
questions |later on during the panel discussion.

Next we have Pam Taheri from Sacranento
Muni cipal Utility District.

(Pause.)

MS. TAHERI : Good norni ng,

Comm ssi oners, and good norni ng, workshop
participants. |'m Pam Taheri; |I'm SMJD s ri sk
manager. And | appreciate the opportunity to be
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able to give this presentation today.

I just want to go over some of the SMJD
facts. We're the sixth largest municipal utility
in the United States. And we serve over 600, 000
custoners, but for electric service only.

So, basically as far as gas is
concerned, we're really nore of a noncore faction.
And we only buy gas as a fuel for generating the
electricity.

As a nunicipal utility, we, in our
interest, align 100 percent with our custoners,
because we are owned by our custoners. And
general ly speaking, our goal is to try to provide
reliable service at reasonabl e and stabl e rates.

Here's a little bit background in terns

of our resource nix. |If you |ook at our annual
retail revenue is around 1.3 billion. And our
annual power and gas budget is over 600 mllion.

So as you can see, it's alnost half of our annual
retail revenue.

If you |l ook at our supply nmix for the
resource, natural gas is a pretty big piece. It's
over half. Wile we have hydro and we have quite
a bit of renewable, and a little bit of others
mxed in with it, obviously we have to do
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sonething in order to make sure that if we want
price to be stable and predictable, we'll have to
do sonet hi ng about procuring the natural gas
that's necessary to support the generation for our
system

Here's a gas price chart. And as
previ ous speakers has already nentioned, there's
quite a bit of fluctuation in gas prices. W have
two lines up here; one is Henry Hub and the other
is P&E citygate.

And it goes back to right in the mddle
of the crisis. As you can see, this is al nost
total peak, and then start comi ng down. And the
two, for the nost part, correlate fairly well.

And you can see where there's sone huge
spi kes that goes up to about $12 and over. And,
of course, too, you know, it fluctuates from2 to
12, 13.

Gas hedging. The way we look at it is
that, again, our objective is to try to increase
financial certainty by stabilizing the costs. And
the cost is really the price tinmes the vol une.

You know, previous speakers have tal ked
about volune, it fluctuates. WII, you got to
lock in that volune at a fixed price of sone sort
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so that you go ahead and try to danpen that
volatility and have certainty on the cost.

So the action taken is to reduce the
open positions by locking in the price. For
exanpl e, SMJD s gas vol une averages about 120, 000
mBtu per day. But on a daily basis it could go
sonewhere swi nhg up between 80,000 to 160, 000 as a
potential. So it could be quite a bit of daily
fluctuation, although the average is pretty
stable, with some seasonal fluctuation

This is just to illustrate some of the
poi nts the earlier speakers have al ready tal ked
about. If you look at it, this is the Henry Hub
gas price going back to '99 all the way to the
early part. So if you look at the volatility on a
daily basis that's what it | ooks Ilike.

And then there are two |ines of
different colors, and | hope you guys can
differentiate the color. One is green, and the
other is blue. GCkay.

I hope everybody can hear ne. But if
you | ook at there, what | tried to have ny staff
plot is that this is representing the average of
the 12 nonths. So the blue line is representing
if you take 12 nonths and average it out, that's
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what it | ooks I|ike.

PRESI DI NG MEMBER BYRON: Ms. Taheri, |
thi nk you need to use the m crophone, otherw se --

MS. TAHERI : Ckay.

PRESI DI NG MEMBER BYRON: -- everybody on
the webcast is going to be wondering what's goi ng
on.

MS. TAHERI : Ckay. Sorry about that.
This blue line here represents that 12-nonths
period averaging this. And that's what visually,
if you average that, that's what the price | ook
i ke.

The green line here represents that if
you bought that, a 12-nonth strip, at the
begi nni ng of that period, that's what the price
|l ook like. Since you're buying it as a strip,
that's the sane price. Look at the delta. Again,
|l ook at all these deltas.

So, in other words, for the | ongest
time, since around, |'m guessing, 2001, '2, if you
|l ook at that delta it's quite substantial because
it's alnost |ike two bucks here. And then, again,
all these periods showing that if you had bought a
strip -- of course, that's only one of many
procurenent strategy, one to do is hedge it 12
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mont hs i n advance, others use different strategy.

I just wanted to illustrate a point
here, is that for all these period is | ooking
pretty good. But, of course, as we all know,
sonetines it could flip on you. Look at what
happen on t hese ot her peri ods.

So, bottonmline is | just want to use
this to illustrate a point that when you do
hedging it's really not neant to be a profit
center. It is a cost center. Because you are
transferring the risk to someone el se.

Sonetines it | ooks like a winner, I|ike
these periods here. But that doesn't nean it's
al ways going to hold like that, because there are
other periods that are like this.

As far as hedgi ng instrunents concerned,
we do physical, as well as financial. W do
mul ti-year, as well as seasonal purchased. W do
storage, as the previous speaker talked quite a
bit about that already. W al so use gas reserves.

In addition to that we al so procure
substanti al anpbunt of pipeline capacity to
different path to further diversify our risk from
di fferent hubs. Because there are basis
differentials.
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Sone of the key considerations and
challenges. It's really one, the bal ance between
price certainty and the cost of providing that
certainty.

The collateral requirenments to default
risk, and then there's al so accounting treat nment
and reporting. |I'll go through this one-by-one,
but | just want to nention that those are the
things that we see as consi derati ons and
chal | enges.

As far as we're concerned it's really a
policy issue, trying to bal ance between price
certainty and costs.

For price certainty we're |looking at it
and say, if you | ook at a househol d and busi ness,
we all generally have a budget in nind. So we
believe that for the nost part having some |evel
of predictability is preferred by many custoners,
i f not nost.

The econony of scale, though, to hedge
that is that we find a few of our |arge custoner,
mostly the industrial ones that potentially could
even be a national custoner, have the ability to
probably have an energy nanager and hedge t hat
i ndependent | y.
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However, for the nost snall commerci al
and residential custoners we do not believe at
this tinme they have the necessary capability.

In terns of cost, hedge, as | nentioned,
has a cost. |It's a risk transfer nechanism |It's
like an insurance policy in sone ways. O like a,
you know, a fixed cost for -- picking fixed
interest rate for a house paynent.

For insurance policy it's to limt the
cost exposure. | nean | don't know about you, |
know t hat when | was younger and didn't have much
asset to protect | tend to take the cheapest one |
can with a | ow deducti bl e.

But as | get older and | have nore asset
to protect, | take a higher deductible so that
can protect nore of ny asset to limt that
exposur e.

Havi ng said that, | buy the insurance
every year. And | don't go back and ask for a
refund when ny car didn't crash and | didn't die
that year.

(Laughter.)

MS. TAHERI: So the point I'"'mtrying to
make is it's not intended to represent the | owest
cost alternative. Sonetimes it turns out that
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way. And in those years we're all heroes. But
there cones a point you have to pay the piper.

As far as the coll ateral requirenents,
it is a major issue, especially right now with the
financial situation and the liquidity situation
and the entire narket.

We see that there could potentially be
significant collateral and margi n cost, okay,
because of nmarket to market with the forward
positions with the counter-parties.

For exanple, we do some long-term
hedgi ng and mi d-term hedgi ng. So we do weekly
settl enent based on the forward curve. And then
take a look at it. And to the extent that if
prices -- of course, in this case we nostly do
this, which is purchase, not sales.

But if prices, after we bought, went up,
well, that's not so bad. Because then that neans
that we have to just to make sure that the
counter-party, the one who has sold us the stuff,
is creditworthy and only that half the noney to
pony up, so that we could be hol ding their cash.

But on the flip side, when prices go up,
since we bought that, -- go down, and since we
bought that position it has gone down, then we
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have to pony up the cash or find sone other way to
be able to nanage that liquidity.

So here are sone nitigation factors for
collateral requirenents. One of themis that we
share our credit limts with our counter-parties.
For exanple, if they have a AAA rating, we nay
give themnore credit limt as conpared to
sonebody who has less rating. But in no way we do
a deal with people that are not creditworthy.

W use netting arrangenents. For
exanpl e, sonetines we buy and sonetimes we sell
certain things in terns of power. And there may
be netting -- we do cross-comodity netting, as
well, in terns of gas versus power.

Al so, one of the key things that we use
is actually counter-party diversification.

Ilmagine if you only deals with one party and they
turn out to be sonmebody who shall renain unnaned,
they go belly up. Then we have not mnim zed our
risk. So it's very inportant to be able to
diversify the counter-parties anmong all good
credit counter-parties.

St rong bal ance sheet obvi ously hel ps.
And we al so use letter of credit, we could use
NYMEX transaction, although we don't. Qhers
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coul d.

But, again, using the letter of credit
has a significant cost. W have experienced that
recently when we went out and asked for a letter
of credit.

First of all, the banks will only dea
with you because we've been with you and had a

busi ness relationship long termfor a |long, |ong

tinme.

And second of all, however unwilling we
are, we're willing to do it with you, but at a
really really expensive cost. So that's sonething

to keep in mind, especially in today's narket.

We also are very diligent in nodeling
and stress testing so we can stay ahead of the
curve a little bit. To say, gee, prices |ook |ow
today, but tonorrow it could be |Iower. Wat could
the margin call look like. How are we going to
provide that liquidity.

Default risk. A lot of the parties, as
we know, have AAA, but that doesn't nean they
won't slide. And these days when they slide it
could be very fast.

So we have to | ook at the counter-party
fi nanci al weaknesses and follow that pretty
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closely. And at the sane tinme, the |longer the
duration of a transaction you do, the nore tinme
there is for themto deteriorate.

| nmean they can get better, too, but if
that's the case | don't know that we're too
concerned about it. But if they do go down the
tubes, it could be a major concern. Because what
you t hought you |l ocked in the price and feel
pretty good about it. And especially in a tine
when nar ket has gone up. Then find out that
they're not there because they've gone belly up.

Agai n, there's al so nmarket turbul ence.
That could drag down, even |like a good bank could
go bad if the narket is very turbulent. And we've
seen sone of that and continue to see that.

So what do we do in terns of trying to
mtigate sone of the default risk? W're putting
contractual protection in, for exanple,
termnation rights. W put in collatera
requi renents to nake sure that any given tine if
pri ces have al ready gone up since we bought the
contract, we're holding part of that as collatera
so that at any given tine if they default, and
then we have the term nation right, we can go back
and replace in the nmarket. W're not out the
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money t oo nmuch

W set limts. Again, it gets down to
diversity. So that you're not doing too much with
any party. And then we al so, again, watch the
credit all the tine.

Sonething that | know this really give
us a |l ot heartburn because there's a | ot
accounting rules and you have to be able to make
ever ybody happy.

So there's the FASB, which is the
fi nanci al accounting standards for it, and GASB is
t he governnent one. W have to nmake sure that we
are not buying and selling pork belly to try to
hedge our gas risk. To nmke sure that it truly is
rel evant to the business that we're in, and that
there's a fair valuation and it's effectiveness is
tested. Oherwise it could potentially have a
significant inpact on our incone statenent.

In addition to that we also try to use
standard products. W do not cone up with our own
forward curve, but rather go to buy independent
forward curve, so that we could say, okay, you
know, it's not |like SMJD al ways think that we're
al ways in the npney.

And we try to match it so that the hedge
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is as clean as we can neke it, although sonetines
that's not always practical.

If you have any questions |I'l1l be happy

to answer them

Thank you.

ASSCCI ATE MEMBER BOYD: | have only a
comment. There's another industry | can think of
right now that | w sh foll owed your prudent

approach to financing and hedging, but that's in a
class of nortgaging 101, | guess.

MR. TAVARES: Thank you, Pam W're
going to nove on next, and we have Laird Dyer from
Shel | Energy.

MR. DYER: Good norning. M/ nane is
Laird Dyer; I'"'mwith Shell Energy North Anerica
out of our San Diego office. | appreciate this
opportunity to speak to you this norning.

My comments are focused on the core side
of procurenent in California. Noncore custoners
tend to be sophisticated enough to be able to
manage their own narket exposures, so we won't
dwell on themin this presentation.

So the first thing I'd like to do,
though, is to characterize the natural gas narket
that we're living in right now
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It is a North American natural gas
mar ket with a connected grid out there. So, any
perturbation in the narket kind of enmanates across
t he whol e system

We still remain, the prices still remain
extrenely volatile. For exanple, in 2008, just
the so Cal border, we had a |low price of 2.49,
that was in Cctober, and a high of 12.68 was
wi tnessed in June. So over a four-nonth period we
still have prices declined $10.

That occurred because of the conbi ned
i mpact of indigenous gas growh, nostly in the
Barnett Shal es, the Hanesville Shal es, the shale
area around the @ulf Coast, and the gl obal
econom ¢ turndown.

We're estimating we're over-supplied in
this market, in the North American market, |'m
just tal king Canada and the United States, by
about 6 bcf a day in a 73 bcf-a-day market.

That has led to the price coll apse we've
seen. Currently the market is tradi ng bel ow
repl acenent cost. And we've seen, and continue to
see, dranmatic reductions in exploration activity.
Rig count is currently down about 42 percent from
its highs.
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That, in time, will lead to a supply
response that will set us up -- as | refer to it,
we're |l oading the spring for the next price nove-
up once we get economnic recovery.

What that neans in the | onger term
contrary to what you ni ght hope for, we are going
to see a lot nore volatility and higher prices in
this market.

PRESI DI NG MEMBER BYRON: G eat . And
when's that going to happen?

(Laughter.)

MR DYER  2011. You'll see the bottom
this year. M opinion you'll see the bottomthis
year, and we might see a 2 -- on the NYMEX, nmybe
2.50, as a spike down. | think it deserves

sonewhere around 3 or so. Replacenent costs are
sonewhere, they're falling now but they're
somewhere around 3.50 to $4.

So once we get bel ow those, you just,
you know, you're just tightening that spring and
it'll come back

Wth regard to price exposure there's
really kind of two canps in California. You have
the utilities on one side and then you have all
t he custoners on the other.
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Since the 1990s California' s gas
utilities procured under these incentive
mechani sns. Those nechani sns were designed in a
peri od of protracted gas-on-gas conpetition with
deregul ation in 1986.

You effectively had a contracting peri od
where you would -- and | was involved with this
when | was working with Anbco in a previous life -
- you would sell gas on a contract, they had a DCQ
and a nax date. Typically 133, 125 percent.

So you wi thheld 25 percent or 33 percent
of your gas fromthe market for peak day needs.
Wth deregulation all that gas fl ooded the narket.
And it took us 15 years, 14 years to work that
of f.

And that shot across the bow occurred in
the year 2000 when we hit $10 on the NYMEX.  But
t hese nmechani sns were designed kind of in the

m ddle of that, in the md 90s, in a $2 gas

environnent, be a $3 gas environnment. And we're
just a buy nmarket. That was the prevailing
opi ni on.

So, perfornmance under these nechani sms
i s measured agai nst benchnarks, which are based on
monthly prices. Did pronbte a short-term focus,

PETERS SHORTHAND REPORTI NG CORPORATI ON
(916) 362- 2345



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

48

did di scourage supply portfolio devel opnment, and
t hey di scouraged price hedgi ng, given sharehol der
exposures to the inpacts. And we've heard much
about that today.

As such, the utilities engaged in very
little hedging within the nechani sns. And
California s ratepayers, which is the other side

of this equation, remained fully exposed to nmarket

prices and nmarket price volatility.
That is illustrated in this plot. As
you can tell, all 1 didis | took DRA dat a;

conbined their results that they report each year

on the incentive nechani sns. I | ooked at P&E and
SoCal Gas for this. | just conbined the data on a

wei ght ed aver age basi s.

You can see that prices overlap the
benchmark price, actual prices overl apped the
benchmark prices. Meaning that as consuners we're
just tracking the nmarket here.

And you can see the substantial nonthly
volatility, rangi ng anywhere from 50 percent up to
we' ve seen highs of 90 percent. Meaning that
there's dramatic nont h-to-nonth novenent in
pri ces.

Wth the increasing volatility in the
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mar ket after 2000, and then in response to
hurricanes Katrina and Rita in 2005, California's
gas utilities petitioned the Comm ssion for
authority to hedge outside of the mechani sns.

The utilities sought perm ssion to hedge
to defend against price spikes, tolimt this
hedgi ng just to winter periods so it's three,
maybe five nonths a year. Pass through al
program costs to the custoners. And inpose strict
confidentiality on their hedging strategies and
transactions. The public does not get to see what
t hey do.

I knowit's nice to talk about $2 a
custoner as the cost of these things. 1In rea
ternms in the first two years of these prograns
over $208 mllion was spent, an aggregate anpbng
the utilities.

In our view, this is Shell Energy, the
wi nt er hedgi ng prograns are ineffective and very
expensi ve, and provide no tangi ble benefits to
cust oner s.

So in the current situation what are al
the procurenent options for the utilities, given
their risk/reward structure of those nechani sns.
They linmt their -- they have linmted procurenent
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options basically. And their focus is on nonth-
to-nonth market price gas.

And under these incentive structures the

utilities remain financially indifferent to the
mar ket price of gas and to the volatility of gas
pri ces.

Al'l hedging activities are currently
conduct ed outside of the incentive nmechani sns
under the CPUC-approved w nter hedgi ng prograns.

One of the questions that was put to us
is what are the benefits and risks of hedging.
And it was pointed out hedging is not nornally
considered to be associated with gains or |osses.
It's a transfer of risk.

The current incentive nechani sns
di scourage hedging. Wility sharehol ders are
exposed to financial |losses if market prices fall
bel ow t he hedge prices they enter into. So they
don't do it.

But the question here is, is hedging an
acceptable risk for ratepayers. W think it is.
We think that through hedgi ng ratepayers can see
reduced price volatility, nore stability, reduced
exposure to price spikes, and we think if the
i ncentive nechani sns are desi gned properly, my
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produce | ower overall prices. |If you notivate the
utilities to buy | ow you nay get sone good
out cones.

There are a nunber of risk mtigation
strategies out there available to the utilities.
O course, hedging, which is basically, you know,
a mxed of fixed price, calls off, all sorts of
options out there for you.

Storage. W take issue with the idea
that it's sinply just buy in the summer and
withdraw in the winter. W think it needs to be
conbi ned wi th hedgi ng, as well.

If you | ook at 2008 and the price spikes
we had up and through the end of June, and | just
did a qui ck back-of-the-envel ope anal ysi s | ooki ng
at what SoCal injected every day versus the gas
daily price, it would argue that their average
price of gas in storage today, at the end of --
sorry, sunmer injection period, was $8.59, which
does not conpare favorably to a $3.-and-change gas
mar ket right now. So the presunption that sumrer
prices are always cheaper is not a good one.

The utilities could al so pursue peak
| oad shavi ng opportunities havi ng customers be
paid not to -- or be conpensated for turning their
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|l oad of f in peak peri ods.

A nunber of California mnmunicipals have
pur sued buyi ng reserves in the ground. SMJD
participated in that, for exanple, and | believe
that it's been done through the SCPPA entity.
They' ve bought reserves in the Rockies and in the
Barnett Shales. That introduces a whole different
set of risk structures. Now they're worried about
what their reserves | ook |ike and what the
production costs look like, and if their wells
will survive. So it's a different risk structure.

The | ast thing, of course, is supply
diversity. |It's inmportant as any end-use
custoner, any user that you have options. So you
want to connect to at | east three or nore supply
basi ns.

There are di m nishing returns, though,
once you get beyond that. |If you have five, six
or seven it's questionable whether you're getting
much val ue i n addi ng each of those individua
i ncrenmental supply sources.

We believe that the current incentive
structure nechani sns require nodification.

Today's gas market, unlike the one in 1990, is
characterized by dramatic high prices and
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volatility.

There's an ongoi ng proceedi ng at the
CPUC addressing the incentive structures. In that
proceedi ng the CPUC has identified two procurenent
goals: Achieving |low prices and price volatility
mtigation.

We think that in order to align the
interests of ratepayers and sharehol ders wi thin
t hose nechani sns they should be nodified to
capture sharehol der exposures to hedging, to
motivate the utilities' devel opnent and nmanage the
supply portfolios, which requires an adjustment to
the risk/reward profiles within the mechani sns.

I nclude all procurenent activities
within the incentive structure. And assess those
activities agai nst objective neasures.

In doing so you'd introduce
accountability and consequences to the utilities
for their procurenent actions.

We'd also |like to see increased
transparency. W don't get to see what goes on in
the wi nter hedgi ng program Nobody does, but for
TURN, DRA, | think maybe AGET and the utilities.
And t he Comm ssi on.

We also think that if the nechani sns can
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be properly designed you can reduce the tine and
resources dedi cated to oversight.

My last slide is kind of what we
propose, it's a quick sunmary of what we proposed
in the CPUC proceeding. W propose nodifications
to the nmechanisns. W'd like to see those
mechani sns | everaged and expanded to address not
only price, but price volatility. Introducing a
volatility reduction benchmark.

And we've al so suggested that the risk/
reward profile in those nechani sns be altered.

And that, in our mnds, elimnates the need for
the tol erance bands.

W also want to cap utility rewards and
penalties. And require open and transparent hedge
solicitati on processes.

And that concludes ny remarks. And
there's the fanous clamshell. |'m open for any
questi ons.

PRESI DI NG MEMBER BYRON: M. Dyer, thank
you. | always say thank god there's one

conmmi ssion in the state that is concerned about

the cost to consuners. But that's not us. That's
the Public Uilities Conmm ssion, at |least with
regard to the investor-owned utilities.
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Have you had opportunity to express sone
of these recommendati ons to the PUC?

MR. DYER: Yes. The proceeding, the AR
proceedi ng has been goi ng on since June 30th. |
think we've had five or six subm ssions so far
We keep saying the same thing over and over again.
We just hope sonebody reads it.

PRESI DI NG MEMBER BYRON: And do you know
what the schedule is for the close on that
rul emaki ng?

MR. DYER: | do not, but there's another

subm ssion due this Friday the 13th, rather

om nous.

PRESI DI NG MEMBER BYRON: So, a coupl e of
questions in no particular order. You talked
about increase in transparency of utility
procurenent activities. Wy -- | nean, ny

understanding is that the reason these procurenent
strategies are confidential is in order to protect
custoners from you know, sonme market mani pul ation
that coul d be used.

You don't necessarily know what the
procurenent or hedging strategies are of the
noncore custoners that you deal with, do you?

MR. DYER: Actually there's two el enents
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to that fight, and I have to renenber them The
first is that the utilities still procure from
mar ket participants. Just a linited nunber of
them And so those market participants are fairly
sophi sticated banks. They're just as capabl e as
the entire market to do whatever mani pul ati on
you're concerned about. So you haven't really
avoi ded the issue, you've just put it into a smal
capsul e.

I'msorry, it escapes ne, the second
point -- so if you nmight ask ne your question
agai n?

PRESI DI NG MEMBER BYRON: Well, just
about increasing the transparency of utility
procurenent. | nmean that ni ght advantage the
sell ers but di sadvantage the buyers, wouldn't it?

MR DYER. Well, there -- | renenber
now, there are, for exanple, Southern California
Edi son and Sout hwest Gas, as you go out each year
or periodically with long-term fi xed-price and
ot her product solicitations that are very public.

And t hey' ve been quite successful, they would
argue, | guess, in their approach.

Agai n, though, even under the -- again,
when you | ook at the wi nter hedgi ng program you
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are linmting the nunber of participants who bid or
of fer products under those solicitations. But
they are sophisticated banks. They are big

tradi ng houses. And you just have to be in that

group.

It doesn't preclude manipulation. It
doesn't nean it goes away, it just limts who can
do it.

And so we don't see the harmin having
it nore public. Plus we see the benefit of
| ooki ng at what the utilities are doing. So we
see that exposure being beneficial to the
utilities.

You will get input fromother folks with
other ways to do it. W have no idea. W're not
sure exactly what they buy in the winter, but we
suspect they're out-of-the-noney call options.

We woul d argue that maybe a better
approach is to buy, fix the price at the noney and
buy post instead. It gives you a cap on sone
stuff. It also gives you the opportunity for a
|l ower price. So there's other approaches that
they may | ook at.

Once you get into kind of an oversi ght
structure like that, with just the Comm ssion or
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entities |like TURN and DRA | ooking at it, you tend
to get very static strategies, because then you
have to explain why you' re changing. And once
you' ve got sonething set up, it's kind of very
easy to keep going with the sane strategy, change
the strike prices and keep nmoving. Anything that
requi res explanati on tends to be avoi ded.

PRESI DI NG MEMBER BYRON: Yeah, it's a
very conservative industry.

MR. DYER: Yes. Change is not well
accept ed.

PRESI DI NG MEMBER BYRON:  Anot her poi nt
you nmade was assessing all utility procurenent
agai nst obj ective neasures. Who woul d you propose
woul d do that?

MR. DYER Well, we actually want to use
t he exi sting benchmarks, expand the existing
benchmarks. There are no good alternatives.

You can use sone daily indices, they
tend to be a little nore volatile. W support

usi ng the existing benchmark structure. But you

can also attach a volatility to that. You can
just take nonthly prices and attach a volatility
to it.

And you could nmandate a reduction in
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volatility within a portfolio, neaning that you
have to hedge a certain portion of the portfolio.

PRESI DI NG MEMBER BYRON: Let ne ask one
more. | see ny fellow Conmi ssioner nay have a
questi on, and maybe Ms. Brown does, too.

How woul d you suggest that we notivate
utilities to devel op and nanage these different
portfolios? | nean what -- the incentives,
there's really no incentives in place for trying
to keep sharehol ders whole, or trying to
essentially nmitigate sone risk to customers in
price fluctuations. But the reality is all costs
are eventual ly absorbed by the customer.

So, how woul d we properly notivate
utilities to |l ook at these different options?

MR. DYER It's really in the risk/
reward structure within the nmechanism The
concern right now and the reason they don't hedge
is that they have unbounded exposure to an adverse
outcone. And so you need to address that.

And we focused our comments in the AR
on that, largely. And what we suggest is that you
skew the risk/reward profile. Mke it favorable.
For exanpl e, what we proposed is that they have
exposure to 2 percent of the down side and 15
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percent of the upside.

PRESI DI NG MEMBER BYRON: I nstead of 1
percent of the downside?

MR. DYER: Yes. Wll, right nowit's
unbounded. Their exposure to the downside is
unbounded. What we're saying is -- is that okay?

PRESI DI NG MEMBER BYRON: Yes.

MR. DYER: Ckay. W also want to cap
t hose exposures. Thirty mllion on the upside and
6 mllion on the downsi de per year. So that
there's not hi ng adver se.

But in that regard, by doing that what
we hope to do is pronpte activity on their part.
They have a favorable risk/reward profile. They
use their expertise in procurenent, risk analysis,
fundanental s, and go forward and buy gas.

And we woul d argue in today's
envi ronnent where gas is trading belowits
repl acenent costs, this is not a bad tine to be
buying long-term fi xed-price gas. And we are
getting a lot of inquiries within Shell fromthe
muni world. California nunicipals are quite
active in this market right now, buying five- and
ten-year supplies at fixed prices.

Yes, there's risk involved with that,
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but right now your risk/reward profile is quite
favorabl e, and that's what you shoul d be doi ng.

PRESI DI NG MEMBER BYRON: Ckay, well, I'm
rem nded M. Buffett yesterday was correct in his
remarks. He said a year ago that it's a good tine
to buy stock.

(Laughter.)

PRESI DI NG MEMBER BYRON: That market's
dropped anot her 30 percent since he nade that
recommendat i on.

MR. DYER: | have a view on that, if you
want it, too.

PRESI DI NG MEMBER BYRON: Comm ssi oner ?

ASSOCI ATE MEMBER BOYD: Even he's not
perfect. | just want to thank M. Dyer for his
presentation, particularly the reconmendati on
about increasing the transparency of the
procurenment activities.

Thank Conmmi ssi oner Byron for asking the
question, and for your |engthy answers on that
subj ect, because now we have a | ot of additional
information in our record on that subject.

You did nention that very few peopl e get
to see a lot of this information. Perhaps this
Commi ssion. | just need to point out this
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Comm ssion's been on record for years as
recommendi ng that we need npbre transparency in the
utility procurenent area, period.

Al l Commi ssioners, since |I've been here,
have refused to sign the confidentiality
agreenents that would all ow us access to this
information. And sone staff do have that access.

The organi zati on needs to proceed. But
we, too, have difficulties with the | ack of
transparency. So maybe your issues will get
addressed better in the future. W've not had a
| ot of success.

MR. DYER: We're al ways hopef ul

ASSOCI ATE MEMBER BOYD: But maybe we can
keep at it. Thank you. | have no further
conmment s.

PRESI DI NG MEMBER BYRON: Thank you, M.
Dyer.

MR. TAVARES: Thank you, M. Dyer.

Next we have Marshall Cark. He is the
person in charge of procurenent of gas for General
Servi ces.

MR. CLARK: Good nmorning, Conmi ssioners,
audi ence. Okay, |I'mgoing to have to -- |'m one
of those people who has to nove around, so this is
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going to be a discipline.

My nane is Marshall dark. |'m Manager
of the Natural Gas Services programw th the
Depart ment of General Services. For the record,
|'ve been doing that for about 13 years, so |I'm
ingrained in ny habits, whether they're right or
Wr ong.

Let's see -- first of all, just alittle
background as to who we are. We're an el enent of
the Departnent of General Services in the admn
division, office of risk and i nsurance management .
Appropriate title.

We are a nonnmandat ed service program
This is inportant to point out because we have to
go out and recruit our custoners. They're not
mandated to use our services. And likewi se, if
they don't |ike our services they can | eave. That
puts a very different dynanic on how we deal wth
our customers, because we're constantly at
chal |l enge fromwhat they m ght want or what they
m ght not |ike about what we're doing.

Qur custoners are the public sector in
California. About 30 percent of our custoners are
the executive agencies of the state, the ones you
traditionally think of as state governnent. But
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we al so have the University of California, CSU,
the community coll eges, counties. Seventeen of
the counties in the state buy their gas through
our program Cities and special districts, that's
nmostly wastewater treatnent plants, but for
i nstance, here in Sacranento the Regi onal Transit,
the conpressed gas for the buses is sonething that
we purchase.

Only for core accounts. Most of the
conversati ons today have tal ked about purchasing
for core. W only purchase for noncore accounts
greater than 250,000 therns per year through a
single neter. So that gives us a very different
dynanmic, both in scale and the kinds of custoners.

We have 135 different custoners, 180
di fferent accounts. Unli ke the utilities that
have tal ked today, this is a very different
environnent, as well, because we can literally get
all of our custoners in a single room

W talk to every single one of our
custoners on a regul ar basis, have workshops and
so forth. So there's a |lot npbre communi cati on.

Si mply because our audience is a nmuch snaller
group.

In terns of scale and scope, for this
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year we're going to buy about 32 bcf. And the
pri ce changes on a regul ar basis, but right not
we're estimating about $260 million for volune of
busi ness. | n conparison, we're about probably
two-thirds the size of SMJUD in terns of our gas
pur chasi ng.

The next thing to talk about is how the
cust oner base changes the strategy. For the
public sector, the strategy for purchasing is
dom nated by the public sector budgeting process.

And this is different than things that
you've heard fromothers today, if you think about
how t he public sector budgeti ng process works.

For this fiscal year fromJuly of 08 through June
of '9, the budget was based, for natural gas for
our custoners, at |east for the executive agency,
it was based on a Departnent of Fi nance budget
letter that would have been published -- remenber
this, fiscal year started in July of 08 -- the
budget | etter was published in August of 2007,
projecting to the departnents what they needed to
budget for this current fiscal year

Obvi ously when the budget prices are set
wel | before even the begi nning of the year, and
don't have any flexibility during the year, that
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doni nat es how our custoners think about natural
gas. They have a certain anpunt to spend.

The bi ggest concern is price volatility.
If you're stuck there with a budget that you can't
change, the thing that frightens you the nobst is a
price spike that's going to tear that budget
apart.

Al so, because of the public sector
budgeti ng process they're concerned about how nuch
t hey spend over the course of a whole year. Wat
happens in any given nonth doesn't really matter,
it is the annual total that they focus on. So
their perspective is very different from nonth,
rat her than watching the price fromnonth to
month. What they're constantly watching is
whet her or not they've used up their annual
appropriation for natural gas, and whet her they
can project that that's going to happen or not.

It's a very asymretric point of view
about natural gas. All of our custoners woul d
|l ove to save noney on their natural gas purchases.
But there's a thing ny custoners, the fol ks | deal
with, called the wal k. You don't ever want to
have to do the walk. And the walk is going down
the hall to the chancellor's office or the
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warden's office or whoever and telling himthat
you have to take sone noney from program the
actual acconplishnent of the departnent's m ssion,
and use it to pay a gas bill that went above
budget .

It's very asymretric in the sense that
they would very nuch |like to have savings. But at
|l east ten tines nore they don't want to go over
that budget. So their constraints produce a
different psychology in terns of what they woul d
accept. Savings are secondary. Not exceeding the
budget is prinmary.

I didn't put this together.

The right strategy constrains price
volatility within the budgeted | evel of cost. And
you' ve heard tal k of benchmarks. W have a
benchmar k, but our benchnmark is that price that's
hard-wired i nto our custoners' budget. It has
advant ages and di sadvant ages to know t hat.

What it does nmean is that, for instance,
we know that in a given year our custoner's budget
will be $8 on mBtu delivered to their neter, then
we know that if we can purchase gas bel ow that, we
will stay within their budget.

W al so use a portfolio approach, rather
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than making a single big bet, we tend to buy a | ot
of purchases for our custoners. W may have
anywhere from 30 to 40 purchases made for a
particular nonth. So, we're tending to buy like 1
or 2 percent of what a nonth m ght need ahead of
tinme.

I should explain very quickly the way
our procurenent works. W have a contract with a
gas supplier; the default is that the contractor
will deliver all the gas to alert our custoners.
We have a full requirements custoners of
contracts, so that neans all the volune will be
delivered. And it will be delivered at a default
price, which is the nonthly bid week price for
either northern California or southern California.
So we have an autonatic reliability, we will get
the gas at the nonthly price.

But then we go out and purchase, using
that portfolio approach, forward purchases of gas,
mostly on the futures narket, nostly fixed price,
but with sone caps, sone callers of a nixture of
different approaches. And in terns of the |length
we go out as much as five years.

Some of our customers have contracts
with us for as nuch as five years. But obviously,
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as a departnent, we can't buy gas for which we
don't have a custoner who's ready to take it.

So, our limt to how far we can buy in
the future is how nuch the custoners have
contracted for and what their volunes that they've
contracted with us for night be.

We have a risk nmanagenent protocol. |
don't know if this one nmade it into the slide
handout, but a risk nmnagenent protocol is sinmply
the rules that you foll ow when you're going out to
buy natural gas. Particularly when you're in a
hedgi ng ki nd of structure.

Sone of the features of ours, we won't
buy nore than 75 percent ahead of tine. W always
will buy at |east 25 percent on the nonthly spot
mar ket .

That does a couple of things. One is it
means that the nonthly spot market is part of our
portfolio. |It's 25 percent of the portfolio
autonmatically. Wen the prices are bel ow what you
had in the portfolio, you really wel cone that 25
per cent.

The other itemis that there's a
tremendous variation in volume wi th our custoners.
W do a lot of work to try to estinate vol unes
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ahead of tinme, but we rarely get it right within a
very tight tolerance. Usually within plus or
m nus 5 percent.

But by having 25 percent on the spot
mar ket we have a hedge agai nst nmki ng a ni st ake
about what our volunes ni ght be needed. Remenber,
when you do futures purchases you're doi ng take-
or-pay, which neans that you comrmitted to buy that
gas whether you had a need for it or not. So you
need to have a little cushion there to make suer
that you' ve always got to use.

The purchases are always limted to
actual usage. W never buy greater than what our
custoners will be using. The object here is
sinply to build in an absol ute prohibition agai nst
any kind of specul ati on where soneone is trying to
essentially nake a profit to buy down the cost of
the gas. That's not allowed in our process.

We have a nunber of other different
purchase constraints. | have to take certain
purchases to ny boss. W have a whole | ot of
revi ew processes built in and so forth.

The other thing to add in is that as a
programwe find that sone of our |argest custoners
don't want to foll ow necessarily the portfolio of
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ri sk managenent that we're providing. They have
ot her constraints.

A lot of tinmes they have very | arge
cogeneration units. For instance, UCD Med Center
here in Sacranmento has a very | arge cogeneration
project. They have their own interest about how
they want to buy gas.

And so we do what we call speci al
purchasers. W allow the individual custoners to
cone to us and direct us to nmake purchases j ust
for them Qut of 135 customers about 20 do
speci al purchases.

The thing that's interesting about
special purchases is that it is a way that we
under st and how our custoners are thinking about
ri sk, and what they want to do, what they don't
want to do. They are, in fact, even nore, | would
say, adventurous than we are.

VWhere we will make very snall purchases
for very linmted periods of time, and build those
up over tine, the special purchases tend to be for
| arger amounts of the total gas that the custoner
needs. And they tend to run for |onger periods of
tine. They value certainty very very nuch.

The last thing. The six rules | threw
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in because this is sonething that we take to our
custoners. It wasn't neant for this workshop, but
| included it.

The reason -- we do a | ot of education
of our custoners. W have a very few custoners
that are very close to us that we have to keep.

We spend a lot of tinme talking to them about
what's happening in the gas narket, what we're
doing, why we're doing it and so forth.

That gives us the strength to be able to
go out and do these things because we know we're
clearly foll owi ng what the custoners have
conmuni cat ed.

The six rules is sonething that we give
out in our workshop and talk about. | won't go
t hrough each one of them but there are a couple
of them | think, that are gernane.

The first one, ultimately it's about
ri sk, actual prices paid are the consequenti al
out cone of choi ces made about risk. And that's
whet her you know t hat you're naking a choi ce about
a risk or not. Wether you do or not, it's there.

The second point, you cannot make ri sk
di sappear. You can, however, change the type of
risk that you face. This was nentioned earlier
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when Pam was tal ki ng about i nsurance.

You take the risk of having a nulti,
tens of thousands, hundred thousand dol | ar AXA,
whi ch you can accept. Then you have the other
side, you change it into a risk of paying $1500 a
mont h for car insurance. The risk is that you
will pay $1500 and won't have an accident. But
that risk is a lot nore acceptable than the risk
of a possible $100, 000 exposure or liability in a
car accident.

Ski ppi ng down here, nunber 4. This is
my own statenent. Anybody who wants to argue it
is welcone to. There's two basic strategies.

One of themis that you sinply try to
buy at a discount against the price. |If you've
got a big enough volune you can comrmand sone ki nd
of mar ket discount.

The good thing is that you've al ways
made a savi ng agai nst that benchmark that you got
a di scount against. On the other hand, when the
mar ket goes up, you go with it, just alittle bit
behi nd, but you're still up.

The ot her choice, the one that our
program uses, is that we buy at target; our
benchmark is the custoner's ability to have that
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meet their budget. There is a risk to that, and
we're in that risk right now M price to ny
custoners is above the nmarket, but it's bel ow
their budget. And that's what they care about.

So they can accept that for the protection that we
gi ve them agai nst the price spikes.
I'I'l leave that | ast one, people who can

consistently beat the market tend to | eave public

sector enploynent. | have to keep rem ndi ng ny
custoners that if I was as good as they wanted me
to be, | probably woul dn't be here.

(Laughter.)

MR. CLARK: Wth that, | concl ude. | f
there are any questions?

MS. BROAN: | had a coupl e of questions,
Marshall. N ce to see you agai n.

MR CLARK: Nice to see you, Susan.

MS. BROAN: It's been awhile. | gather
fromyour comments that hedging is not sonething
that you depend on for very much of your total
portfolio, is that correct?

MR, CLARK: Well, we can go up to 75
percent --

MS. BROAN: Oh, really?

MR CLARK: -- fromnow until June, we
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have 75 percent of our expected vol unes already
purchased. It is a function of a couple of
things. Mre than anything el se, what our budget
for our custoners are, what the nmarket is doing.

If the market is above our custoner's
budget there's not nmuch point in locking in a | oss
for them even though we will buy slightly at that
time. Wien the market is below their budget
that's when we buy. And if it is well belowtheir
budget, again we'll go right up to the 75 percent
limt that we're all owed.

MS. BROMWN: Are you doi ng nont h-ahead
pricing, or nonth-ahead hedging, or do you tend to
| ook at | onger term periods?

MR. CLARK: W do across the spectrum
As | said, our custonmers have contracts. Sone of
our custonmers and therefore sonme of our vol une
goes out right now to June of 2014. And we have
bought all the way out to June of 2014.

How much we buy out in those | onger
periods, it's |less than say 10 percent out in that
| ast year.

But nostly we are buying in the next
anywhere fromsix to 18 to 24 nonths. That's
wher e nost of our purchases are occurring.
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MS. BROAN: So you don't rely to any
great extent on long-term fi xed-price contracts?

MR. CLARK: Not to a -- if you nean like
more than say 20 or 30 percent, no.

MS. BROMWN: Thank you. |t seens |ike,
again, you nentioned this several times, the
driver's really your bottonline budget --

MR. CLARK: It dom nates.

MS. BROMWN: Very different than what we
heard from sone of the other speakers today.

MR, CLARK: Well, it's nice to have a
budget, a benchnark nunber to work agai nst.
Sometinmes it's an inconveni ence, sonetines it's a
great thing. But it takes out one of the
vari abl es in the equation.

MS. BROAN: Well, thank you very nuch.

MR. CLARK: Certainly.

PRESI DI NG MEMBER BYRON: M. dark, |1
woul d -- thank you very nuch for being here --
woul d assune that the private sector works agai nst
budgets, as well. | nean the sane probl em you
characterized for your agency exists in a private
sector conpanies, as well.

MR CLARK: | don't have direct
experience, but |'ve speculated that the public
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sector is different. Qur budget is so hard-w red,
if you will.

In the private sector | suspect there

are hard-wi red budgets, but there's also the

i ssue, | think, of conpetition. |If | were in the
private sector | wouldn't want ny natural gas to
cost ne nore than it costs ny conpetitor. | would

al ways be interested in staying conpetitive with
the rest of ny industry. And that is a different
driver than what ny custoners have.

PRESI DI NG MEMBER BYRON: So let ne
explore that one a little bit further around this
i ssue of confidentiality. Are your hedging
strategies confidential? Do they --

MR CLARK: No. |I'min the public
sector.

PRESI DI NG MEMBER BYRON: Do they need to
be confidential, though? Do you feel you're
giving up sone information as a buyer? That
di sadvant ages you.

MR. CLARK: Well, we share this
information with our custonmers. |In ternms of the
mar ket, our programis about a 1.3 percent of all
the gas used in California. That's a whole |ot,
and that's not very nuch in terns of what's going
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on out in the market. I think we woul d never see
the i npact of a purchase that we made on the day's
trading one way or the other. It's just -- it's
so nmuch bigger than we are.

PRESI DI NG MEMBER BYRON: Wl |, thank

you.
Conmmi ssi oner, questions?
ASSCCI ATE MEMBER BOYD: Just thank you
Marshall. Good to see you again. Marshall is one

of the folks that spent a lot of tine in
conference roomw th us during the fun years of

the gas/electricity crisis. Good to see you

agai n.

MR. CLARK: Thank you.

PRESI DI NG MEMBER BYRON: Thank you, M.
d ar k.

MR. TAVARES: Thank you, Marshall.

Next | think we're going to go to PG&E.
| don't think they have -- they don't have a

presentati on, but they wanted to nake sone
conmmrent s?

MR, ARVMATO  Correct.

MR. TAVARES: Ckay, that would be M.
John Arnmato.

MR. ARMATO.  Good norni ng,
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Comm ssi oners, and good norning, participants. |
apol ogi ze for not having a prepared presentation.
But nuch of what | wanted to say woul d have been
covered by the SoCal Gas presentation anyway.

Let ne just give you a little bit of
background. PG&E, as you know, is a conbi ned
natural gas and electric utility. PGE does
provi de natural gas services to the core market
and al so the noncore narket.

Most noncore custoners, as was al ready
previously indicated, are fairly sophisticated.
They buy their own natural gas supplies. They
have avail able to them storage services in PG&E
service territory, offered both by P&GE and al so
two third-party storage providers.

And | suspect that they also engage in
hedgi ng when and if they feel it's necessary.

By the way, | work for the core gas
supply side of P&RE. So ny remarks are basically
regardi ng the core natural gas procurenent
activities.

The average annual | oad of our
departnent is about 800 million cubic feet a day.
In the wintertine that kicks up quite a bit
because we're serving the, you know, the core
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heating load. So it's over 2 bcf in the winter.
In the sumer it drops down to about 500
mllion cubic feet a day.

We neet core |l oad basically by buying
gas. | n Canada we have pipeline capacity access
all the way to the Al berta Basin. W also have
access to the U S. southwest, mainly the San Juan
Basi n.

We buy gas in the basins and transport
it to California. W also buy gas at downstream
points if it's advantageous to do so.

Hi storically we've purchased about 60
percent of our gas supplies from Canada. And
about 40 percent fromthe U S. sout hwest.

Basically P&E takes a weddi ng- cake
approach to building its supply portfolio. The
base | ayer is conposed of nultiyear and nultinonth
contracts. These are all priced, however, on
publ i shed nonthly gas indices. This represents up
to 70 or 75 percent of our portfolio, depending on
the tinme of the year.

The second |ayer i the nonthly basel oad.
These supplies are purchased during the nonth for
delivery in the subsequent nonth, the pronpt
month. And then, again, these are priced based on
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the nont hly indices.

The third layer in the wintertine is
storage withdrawal. W can provide up to 20
percent of core load in the wintertine through
storage w t hdrawal s.

And finally, the top |l ayer, the | ast
|l ayer on the top of the cake, if you will, is our
swi ng spot supplies. These are typically no nore
than 5 to 8 percent of our supply portfolio. And
these are based on daily prices, either daily
i ndi ces or fixed prices.

We do buy gas under our core procurenent
i ncentive nechanism and that provides a neans for
cost recovery. And as SoCal Gas al ready expl ai ned,
the benchmark is basically conprised of a basket
of nonthly price indices.

Why nont hly? Because that's what the
mar ket uses. It provides transparency for both
the buyer and the seller. And it's also a very
cl ear neasurenent or benchmark that the regul ators
can use in order to judge our costs.

Alittle bit about pricing. P&E' s
policy is to avoid nmultinonth fixed pricing for
physi cal gas contracts for a couple of reasons.
One, of course our core gas custoners' price is
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tied to the nonthly indices through the CPIM

Two, it reflects the CPUC policy that
custoner prices should generally follow the
market. And three, fixed price contracts that,
you know, in this day and age they would certainly
subj ect PGRE to increased contract default and
credit risks.

Alittle bit about hedgi ng. PG&GE does
engage in hedging. | think our policy is to
protect agai nst price spikes, particularly in
mont hly i ndexes during future nonths, future
W nter peri ods.

Qur purpose for hedging is not to reduce
custoner costs, but to mitigate the risks
associated with high prices during these peri ods.

P&E, |ike SoCal Gas, has an approved,
CPUC- approved hedgi ng plan. These plans are
establ i shed and executed in collaboration with the
DRA and TURN. W hedge with financial
i nstrunents, not physical deals. W have swaps
that create fixed positions. W all use call
options to create price caps.

We do have storage. CQur storage,
however, is |limted to about half, |ess than half
of what SoCal has. So we have far |ess
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flexibility in our storage. Therefore, for PGRE
storage is generally for reliability. However,
st orage does protect against spikes in the daily
and nonthly prices.

One thing | want to say about custoner
risk tolerances. |If you' re not aware, PGE has
engaged in the services, in fact we hired a
vendor, to survey our customers. And basically
ask them sone questions that would hel p determ ne
their actual custoner risk tol erance.

Unfortunately, the tim ng doesn't help
this group here. W don't have the results yet.
The survey is finished; it's conpleted. The
vendor is currently going through the survey and
finalizing its report. | haven't seen or heard
any prelinmnary data fromthis, so | have nothing
to report.

I did, however, in preparation for this
wor kshop, | did, however, take a | ook at sonething
t hat PGRE has sone data on. And that is our
custoner inquiries. PG&E receives a number of
phone calls every nonth from custoners requesting
more i nformati on about all sorts of things.

But there are also quite a nunber of
questions about bill costs. And | took a | ook at
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the data over the last three winters and the | ast
two summers. And there is a pattern. And that is
P&RE receives much nmore bill inquiries in the
wintertine than it does in the sumrerti ne.

In fact, when | | ooked at the inquiries
that PG&RE received | ast sumrer when gas prices
were, as we know, upwards of $12, and conpared
those to inquiries during the previ ous sunmer when
gas prices were about $4. There was no
di fference.

So I'll just plant this seed. 1'ma
little concerned that this Conm ssion and a | ot of
peopl e are very concerned about the effect of gas
price variability on core custoners. |'mnot sure
P&E' s core custoners really feel those effects.
They're nore concerned, and they have nore
questions and nore i ssues when their bills go up
because they' re using nore eneragy.

You know, to ne it's an indication that
t enperatures and custonmer usage is a far nore
i mportant elenent than gas prices. That's not to
say that there are custoners that don't desire or
are not, you know, interested in fixing the price
of gas.

And for those custoners, |ike PG&E, we
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do have a bal anced paynent plan, where customers
can elect that plan and basically spend an even
anount throughout the year on their individual
monthly bills.

Custoners in our service territory can
al so avail thenselves to the core aggregati on
services. Core aggregators can fix the price.

And | am aware that some of them do offer that to
our custonmers. So that's another avenue that our
core custoners can choose if they're eligible and
if they're very interested in, again, having a
fixed portfolio price.

That's about it. | think everything
el se was previously covered. |'m avail able for
questi ons.

PRESI DI NG MEMBER BYRON: M. Arnato,
thank you for being here. 1t's too bad you don't
have the survey results, | think that woul d be
interesting. And this Conmi ssion would be
interested in seeing those, as | suspect would the
Public Utilities Comm ssion.

Thi s bal anced paynent plan, can you give
us a sense of how many custoners, core custoners,
participate in that?

MR. ARMATO. Not very many. The

PETERS SHORTHAND REPORTI NG CORPORATI ON
(916) 362- 2345



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

86
interest is pretty |low --

PRESI DI NG MEMBER BYRON: Wi ch woul d, |
t hi nk, support your point that they're not too
concerned about these prices.

MR. ARMATO. They don't seemto be. OQut
of our 4.2 mllion custoners, there are
approxinmately |I think it's 350,000 custoners,
about 350, 000 custoners have signed up for the
bal anced paynent pl an.

PRESI DI NG MEMBER BYRON: And can you
reveal, are those prinarily | owincone customners?

MR. ARVATO | don't know. | don't know
t he breakdown.

PRESI DI NG MEMBER BYRON: [''m just
curious, how nuch fluctuation do you see in gas
demand anpbngst your core custoners year-on-year,
say Decenber-to-Decenber kind of conparison? |
would imagine it's all tenperature-rel ated,
correct?

MR. ARMATO. Definitely tenperature-
rel at ed.

PRESI DI NG MEMBER BYRON: Are you seeing
any general growth or, would like to say, energy
efficiency inprovenents in gas use that's causing
a reduced demand?
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MR. ARMATO We're not seeing nuch, if

any, growh. | think a lot of customers are
conserving. |It's hard to say what attenpts are
bei ng nade to conserve, but | think it's quite

clear that custoners are conserving.

PRESI DI NG MEMBER BYRON: | have a very
sinplistic question. Gven that year to year it
doesn't fluctuate very nuch, and your customer
base is not goi ng anywhere, why don't you | ook at
maki ng | ong-term purchases, particularly at a tine
li ke now, for natural gas? | nean many-year
purchases going forward. |Is there any advant age
to your custoners if you were to do sonething |like
t hat ?

MR. ARMATO. | assume you're asking
about nmaybe | ong-term purchases based on a fixed
price?

PRESI DI NG MEMBER BYRON: Ri ght . | mean

we just heard General Services tal k about 75

percent.

MR, ARMATO  Um hum

PRESI DI NG MEMBER BYRON: That ki nd of
pur chase.

MR. ARMATO. Wl l, there's always room
for regret. For instance, --
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(Laughter.)

MR. ARMATO. -- had we purchased | ast
sumrer fixed price gas at $12, and here today gas
is, you know, $3.50, $4, | think a | ot of
custoners and our regulators would not be too
happy with that.

Again, | think the whol e marketpl ace is
really geared toward these short-term purchases.
And long termfor us is a year. But we do price
that at the nonthly index for a couple of reasons.

One, it's PUC public policy. Two,
that's how we get reinbursed through the CPIM |[f
we were to go out and sign up for fixed price, we
got supplies, we would be taking a risk, the
sharehol ders woul d be taking a risk. So would the
r at epayers.

PRESI DI NG MEMBER BYRON: And how nmuch of
the state's gas purchase does your conpany
represent on an annuali zed basis? GSA said they
were about 1.5 percent, | believe.

MR. ARMATO  You know, | don't know the
answer to that.

PRESI DI NG MEMBER BYRON: What |'m
driving at is that you're obviously -- you're
probably a very | arge purchaser of gas for core
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custoners. And if you were to stretch out these
purchase periods, other than the way the nmarket's
currently set up on a nonthly basis, wouldn't that
hel p noderate these trenendous fluctuations that
we see in the price of natural gas, as well?

MR. ARMATO W do take a portfolio
approach. W do try and spread out our purchases.
However, no, we don't go out beyond a year
particul arly.

I''mnot sure how that would really help,
to tell you the truth. | don't see how that night
nmoderate the prices.

PRESI DI NG MEMBER BYRON: | m sunderstood
you, when you were describing your weddi ng cake.

MR. ARMVATO Yes.

PRESI DI NG MEMBER BYRON: The annual
purchases, were that up to 30 percent?

MR. ARMATO No, sir. They were up to
70 to 75 percent.

PRESI DI NG MEMBER BYRON: Ckay.

MR. ARMATO But they're multinonth and
annual purchases. The base |ayer of the weddi ng
cake is conposed of nultinmonth and annual
pur chases.

PRESI DI NG MEMBER BYRON: Ckay, so |
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can't break those out, then. Any other questions?

MR. ARMATO. It's probably nore -- it's
definitely nore nmultinonth than annual. But |
don't have that breakdown.

PRESI DI NG MEMBER BYRON: M. Armato,

t hank you.

MR. ARMATO.  Thank you.

ASSCCI ATE MEMBER BOYD: Yes, thank you

MR. TAVARES: Thank you, M. Arnato.

Conmi ssioners, we're scheduled for a
short break so that the panel will all get
together here. Wuld you like to take a break for
about ten ninutes, and then cone back? O do you
want to proceed?

PRESI DI NG MEMBER BYRON: I think we're
in agreenent for a ten-ninute break, M. Tavares.

MR. TAVARES: Ckay.

PRESI DI NG MEMBER BYRON: Ckay.

MR, TAVARES: We'll have a break.

PRESI DI NG MEMBER BYRON: Thank you.

(Brief recess.)

MR. TAVARES: W're going to continue
now. We're going to have a panel discussion. In
addition to the speakers this norning, we have
anot her two persons. One is joining us by
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tel ephone, that's Richard Meyers fromthe
California Public Uilities Commi ssion. R chard,
are you there?

MR, MEYERS: | am

MR. TAVARES: Ckay, wel cone.

MR. MEYERS: Thanks.

MR. TAVARES: W al so have Ray Wl ch.
He's from Navi gant Consulting. He's actually an
Associate Director from Navigant. He actually
spent 14 years at PGE in the natural gas market.

So, with that, I will have Lana and
Kati e El der, from RW Beck, nobderate the panel.
And go ahead.

MS. ELDER We're back. So, welcone to
t he gane show portion of our schedul e today. W
have a |l ovely set of panelists, sone of whom
you've heard from al ready, Comm ssioners. But, we
t hought we'd give the two that you haven't heard
fromyet just a chance to make a coupl e of
comments. Ray Wl ch from Navi gant Consul ti ng; and
then we'll go to Rich Meyers off on our ethernet
here.

So, if you' d like to make a coupl e
comments here, Ray, go right ahead.

MR. VWELCH: Thank you very nuch.
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PRESI DI NG MEMBER BYRON: Go ahead; nake
sure that your green light is on on your
m crophone button. Okay, thank you.

MR VWELCH It is, so are we live here?

MR. SPEAKER: No.

MR, VELCH Geat. You can't hear it?

PRESI DI NG MEMBER BYRON: Just bring it a
little closer and we'll be able to hear you.

MR WELCH How s that? |Is that better?
Ckay, great.

First, | appreciate the opportunity to
partici pate on the panel today. As Ruben said, |
was portfolio manager for PG&E for a core gas
group for ten years.

And so when | |earned just the other day
that this panel was convening, and there was a
potential for ny participation, | junped at the
chance. So | really appreciate being brought up
t oday.

I guess through ny experience and nmarket
observati ons over the years | think that in the
Il ong run reducing denand is the way to approach
cost reductions rather than hedgi ng.

I nmean, hedging to reduce costs is
chasing a will'o'the wisp from ny perspective.
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Hedgi ng, as an inmpulse to sidestep the narket is a
m sgui ded i npul se. The costs are what they are.
We're all part of the dynamc that is the narket.

| think a lot of the conments that we've
seen so far reflect nmy sentinents on this issue,
that there really isn't any way to sidestep the
market in the long run, any nore than we can
sidestep, for exanple, the climte crisis.

It's sinply something that is part of --

it's environnental, and we're part of that

environnent. And the notion that we can hedge to
reduce costs, | know that seens to be part of the
CPUC mandate in the OR, is, | think, kind of

phobic, really. That's the word | would use for
it.

And there's really nothing to be done
for it. W're all part of this market. It's a
dynani ¢ where our actions or inactions feed into
the totality of the picture.

I have a little thing here just to kind
of quaintly put it: Hedging and expecting to beat
the market is kind of like getting nmarried and
expecting to continue to play the field.

(Laughter.)

MR. VWELCH:. It's a conpelling fantasy,
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but it's bound to produce heartbreak if acted
upon.

MR DYER It's worth a try, though
isn't it?

(Laughter.)

MR. WELCH: So hedging is about risk
reduction, it's about specific risk reduction.
It's about risk that's been thought through
bef orehand and accepted beforehand. 1It's not
about the risk of prices going up necessarily.
It's about a nore targeted sort of thing.

The DGS, for exanple, has a budget it's
trying to manage, too. And so if it can nanage to
buy its gas below that target, it's happy with
that, in advance, even though they nmi ght be
offside with the market when the actual tine of
delivery cones.

But that's a thought-through and valid,

I think, risk managenent objective. And | think
in a lot of cases, hedging and ri sk nanagenent are
sort of not really thought through to that |evel
where there's a concrete objective. And it

gets -- the objectives get sort of meshed in with
mar ket performance. And | think that's a rea

m st ake.
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I think the distinction between your
obj ective and narket performance has to be very
very clear; that those two things should not be
confl ated because it will lead to confusion
second guessi ng, public policy problens and
ultimately di sappoi ntnent, because you can't beat
the market. The market, in the long run, is what
it is, and we're all part of it.

MS. ELDER. Rich Meyers, have you got
anything you'd like to throw in here?

MR MEYERS: 1'd just like to say that
think fromthe energy division's point of view and
I think the Comm ssion's, in general, point of
view is that the gas cost incentive nechani sns
have worked quite well over the tine period that
they' ve been in pl ace.

And | think they've certainly worked
quite well conpared to the kind of regul atory
franework we had prior to the incentive nmechani sns
bei ng i n pl ace.

And |1've been involved with natural gas
i ssues for | guess close to 20 years now. | can
remenber the period when we did conduct
reasonabl eness reviews and | think not only were
t he reasonabl eness reviews that we did conduct
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quite contentious and took a long tinme, and took
up a lot of resources for both the utilities and
t he Conmi ssi on.

But once, | think, the incentive
mechani sns began to be inplenented it not only
reduced the tine spent on reviewing utility gas
purchases, but it resulted in | ower gas costs.

And so | think it was beneficial from
that viewpoint, as well. | nean especially when
you | ook at the conparison of the utilities' gas
costs, when there is a reasonabl eness revi ew
franmework in place versus the cost conpared to
mar ket prices once the incentive nechani sns were
in place, | think the incentive nechani sm
framework is a far better framework overall than
what we had before.

And | think that's basically just what
I'd like to say.

MS. ELDER: Thanks. | thought what we'd
do is kind of go around. | know a coupl e peopl e,
in their remarks, answered this question, but I
t hought it would be good to see if we could get
all the panelists to share this little bit of
i nformati on.

And that is how nuch gas do you buy. So
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['ll start way down there with Herb.

MR EMVRICH Is this mcrophone on?

MS. ELDER: | think that's the one that
goes to the -- there's one that goes to the
webcast and one that goes to the room So you
have to sort of nmke sure you talk into both.

MR. EMVRICH. W purchase 1.1 bcf of gas
a day on average. And in the wintertime would be
10 percent nore.

MS. ELDER. So SoCal's buying 1.1 bcf a
day in the summerti me, and maybe 10 percent nore
than that in the w nter.

MR EMVRICH: If it's a cold year

MS. ELDER: If it's cold, yeah, yeah,
yeah. Okay, great, thanks.

Pam

MS. TAHERI: W do about 40 bcf a year.
That's just as conparison to yours is how nuch a
day.

MS. ELDER: And | thought earlier, |
t hought you'd said about 80 a day, maybe up to 120
mnm cf's per day?

MS. TAHERI : |s averagi ng about 120.

MS. ELDER. Great. And Laird's selling
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MR. DYER W buy it, too. W're
obligated to purchase, they're called Shell Rocky
Mount ai n Producti ons, our producer entity in the
Rocki es. W buy about 350 nmillion a day from
them And then we trade with that vol ume included
about 2.1 bcf a day in the west.

MS. ELDER: In the west. And can you
break that down, how about being for just
Cal i forni a?

MR DYER Gee, we don't think of it
that way. | would be guessing at the nunber, but
maybe half a b a day, --

MS. ELDER:  Ckay.

MR DYER -- little bit better than
t hat .

MS. ELDER:  Thanks. And, WMarshall, tell
us again how nmuch. | think you nentioned it
earlier, but I've forgotten already.

MR. CLARK: About 32 bcf a year; in
terns of the daily flow, between 80 and 100 nmBt u.

MS. ELDER: Bet ween 80 and 100 nmmBtu a
day.

MR. CLARK: Yeah.

M5. ELDER  Great.

MR, CLARK: A thousand nmBt u.

PETERS SHORTHAND REPORTI NG CORPORATI ON
(916) 362- 2345



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

99

M5. ELDER: | would | eave off those
three zeroes.

(Laughter.)

MS. ELDER  And | think John nentioned
earlier, what, 800 nmcf per day?

MR. ARMATO | did. On an average
annual basis about 800 a day for the core
portfolio. In the wintertine that averages about
alittle over 2 bcf. But in the sumertine it
drops down to about 480, 490.

MS. ELDER: So, |I'mtoo not quick enough
to add all those nunbers together, but |'m
thinking, just in a ballpark term so that we've
probably got represented here close to half the
Cal i fornia market?

MR EMVRICH Well, SoCal Gas is about 18
percent for the core.

MS. ELDER: So anot her question |
t hought maybe it woul d be good to all answer woul d
be to talk a little bit about custoner bills. And
what kind of bill size does your custoner see in
terns of maybe an average bill size. Wat kind of
dollars would they see typically, just to kind of
put it in perspective.

MR EMVRICH Well, in the sumertinme
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it's about $30; in the wintertine, this year it's
$67. But in sone years it's been over $100 in the
w ntertine.

MS. TAHERI : W average about $70 per
month, that's for electric.

MS. ELDER: For electric service about
$70 per nonth.

MR DYER -- ny first is the one |I get

on ny house. |It's about $400, 13.4 therns, 1205

in mrBtu.

MS. ELDER: That was your | ast househol d
bill?

MR. DYER M February bill, yes.

MS. ELDER: Your February bill. Okay.

MR, CLARK: Finally one that | get the
bi g nunbers. Qur custoners average, | think, for
the whol e group, about three-quarters of a mllion

doll ars a year

Ranges all the way up -- | have one
custoner that's spending, oh, about 2.2 mllion a
month. And it goes all the way down to Yosenite
Community College, which | think ny house bill is
bi gger.

MS. ELDER: Ckay.

MR ARVMATO And, Katie, for P&RE it's
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about what SoCal Gas' custoners pay. One
difference is although SoCal Gas has nore core
custoners, | think we have a greater variability
in the load. W serve 58 counties in California,
everywhere fromthe desert to the nountains to the
coastal areas. And we probably do have custoners
t hat maybe, on average, have a hi gher usage than
sonme of the SoCal custoners.

MS. ELDER: So you're going to have nuch
wi der variability anmong the use of those
custoners, and therefore in their bills.

MR. ARMATO. | woul d expect that, yes.

MS. ELDER: Because of the climte
vari ati on across the service area.

Sort of in that sane direction John
tal ked earlier about bal anced billing and had sone
nunmbers in m nd about how nany custoners are using
the bal anced billing service. But | thought the
Comm ssioners would be interested in hearing that
data for the rest of you fol ks.

MR. EMVRICH  SoCal Gas, we have about 4
percent of custoners choose the | evel pay plan.

So it's a very snall anount.
MS. TAHERI: | actually don't know that.
MR, DYER: It's not pertinent to this,
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but | have opinions on it.
(Laughter.)

MS. ELDER: Well, tell us your opinion,

Laird.

MR. DYER: Number one, the |evel pay
plans -- that's hard to say -- the LPPs, they do a
couple things that we're not particularly thrilled
about .

First of all, they don't address the
underlying portfolio, volatility in the underlying

portfolio. Secondly, they nmute cost signals to
custoners, which I think we all agree is
sonet hi ng, the custoners that see price signals.
And they nute not only price, but usage. So if
you have a denmand responsi veness programt hey
negatively inpact those, as well.

And | ast, you're not going to get
everybody in the state, every custonmer, to go,
yeah, okay, 1'll go for a |l evel pay plan

So the utilities are still faced with,
you know, if the Comm ssion is true inits
obj ective of launching volatility mitigation, the
utilities still have to deal with that.

MS. ELDER: So your view would be the
| evel playing plans, or balanced billing plans,
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aren't really a substitute for a conprehensive
hedgi ng program

MR. DYER: | think they're a great idea,
they're kind of fun, but it nutes too many
signals, and they don't really sol ve underlying
pr obl ems.

MS. ELDER: Marshall, how do your fol ks
deal with that?

MR. CLARK: W don't have any | evel --

MS. ELDER: They really can't.

MR CLARK: -- plan for it. Wth a $260
mllion a year business | have zero worKking
capital. So, everything settles every nonth.

MS. ELDER  And | think John had said
about 350,000 out of, was it 4 million?

MR. ARMATO  Yeah, out of about 4.2
mllion custoners, a very snuall percentage.

MS. ELDER: So that's going to be what,
maybe 6 or 7 percent --

MR. ARMATO. Cose to 5, yeah.

MR, VELCH: Katie, if |I nmay?

MS. ELDER: Yeah, please, Ray.

MR. WELCH: | think the idea of pricing
is areally interesting one to naybe tal k about a
little bit. Because | think that's a prinary
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policy issue that the state night want to
i nfluence and have an opi ni on about.

To what extent do they want price
signals to reach a popul ati on and nake t hem
responsi bl e to nake deci si ons about their own
ener gy usage.

Because anything that we're tal king
about here today, whether it's a bal anced paynent
program or hedging, we'll nute that signal. |
mean that's the whole point is to take the
volatility out and not let that signal get through
to the consuner.

From ny point of view, just speaking as
an individual citizen, not as a gas person or a
hedgi ng person, but just sonebody who gets a bill,
I"'mreally interested in how nuch ny bill is. [|I'm
not particularly interested in having to develop a
measur abl e percentage of ny life in figuring it
out .

I want to understand what the bill is
and its relationship to ny usage. And | do

recogni ze that the usage conponent is the one

thing that | can control. | can turn ny
t her nost at down. | can cook differently. | can
rearrange ny living patterns. But | can't control
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the price.

So to conplicate ny life with a bunch of
choi ces about, you know, portfolios and involve ne
in the public policy machi nati ons of whet her we
shoul d be hedging or not, froma consuner point of
view, | think, is really expecting a |lot of a
consuner. |It's really putting a burden on them
that they don't want.

MR. MEYERS: This is Richard Meyers to
follow up on Ray's point. The California
utilities change their prices every nonth to all ow
custoners to see what the changes are in the price
that they're paying so that they can nake their
deci si ons about how nmuch they want to use.

And this wasn't always the case. This
is only been -- this began to be the case, |
think, in like the early 1990s or md 1990s.

Before that, the natural gas procurenent
price was set for a year, or even two, | believe.
And so it was only the case that the natural gas
procurenent price that the custoner saw changed
every nonth begi nning about the early to md
1990s, so that custoners could see what the
variation in price actually was.

MR. VELCH:. Now, that being said,
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there's a lot of problems with trying to get that
price signal to the consuner. Because it's always
after the fact. You're always seeing your bil
two nonths after the prices have happened. So
it's very very difficult to adjust your behavior
in real tine.

And |I'mal so very sensitive to the idea

that -- hedging to me is a good tool to use to
mtigate those kinds of bill situations -- 1'11
avoid the word price, but I'll say bill situations

-- for particularly | owincome people where it's
going to force themthat nonth to choose between
f ood and fuel.

That seens like a legitimate public

policy sort of approach for hedging to ne, to nake

sure that bill doesn't put sonebody in that
posi tion.

But just to mtigate volatility for the
sake of nmitigating volatility seens very abstract,

theoretical and ultimately sort of pointless.

MS. ELDER: | know Herb wants to junp in
here.

MR. EMVRICH: Yes. W do believe that
the pricing or the nonthly change --

MR. MEYERS: |'mhaving a hard tine
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heari ng Herb.

MR EMWRICH |Is this better, R chard?

MR. MEYERS: Yeah, thanks.

MR EMVRICH:. W do believe that the
monthly price signal is very inportant. And if
you | ook at the electric side, they' re tal king
about critical peak pricing which is going by the
hour in order to give custoners the incentive to
reduce their usage.

We have nonthly netering and we have
mont hly pricing, and the industry, on the gas
side, is a nonthly industry basically for probably
80 percent of the vol unes.

So | think we are in tune with that. W
certainly don't want to go to daily pricing, but
because we do have storage and we can draw on t hat
to even it out.

But the nmonthly pricing is inportant to
us and it's also inportant for energy efficiency
that the custoners get the right signal that it's
more expensive to use gas in the wintertine than
in the sutmer. And that we can conserve pipeline
capacity and storage capacity and so on.

MS. ELDER  John tal ked earlier about
kind of the bill responses -- or, I'msorry, the
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custoner inquiries, |I'mnot using the right
term nol ogy, fromcore customers and how t hat
vari ed over the course of the year.

I''m just wondering what SoCal's seeing
on that front, what's it hearing fromits
cust oners?

MR. EMVRICH. Well, obviously when it
gets cold and the bills go up, we get increased
calls through the call center that we have to
respond to. W have nore high-bill conplaints and
so on.

But it's basically the |Ievel of the
bill; it's not just the gas price. |If the gas
price is high and it's a warmw nter, you don't
get those calls --

MS. ELDER: Right, --

MR EMWRICH -- gas bill. It's like --

MS. ELDER: -- and so what | think I
heard from both, you know, the big gas utilities,
is that custoners are calling about their bill and

they're not necessarily, in the context of that
phone call, nentioning the price. |It's not clear
if they're really not paying attention to the
price, or if they're -- do they know the price and
are just not nentioning it, or do they not even
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really know the price?

MR EMVRICH Well, |'ve worked for The
Gas Conpany, and when | get ny bill 1 ook at the
bill.

(Laughter.)

MS. ELDER: You and | are different,
t hough.

MR. ARVATO  For PG&E custoners | think
what we've experienced is that custoners sonetines
don't even distinguish between the electric
portion and the gas portion of their bills. They
just look at the bottonline, and they say, why is
my bill so high.

MS. ELDER: And Pam s noddi ng her head.
She's got the sane experience with electric
custonmers for SMJUD, I'Il1l bet.

MS. TAHERI: Yeah. Usually it's like a
hot summer day, |ike a couple years ago when it
was 110 degrees for a nunmber of days. And then
our sunmer prices is also -- we have like two
seasonal prices on the electric. So that's when
we get the calls.

But, again, as an individual | would
agree with sone of the other panelists'
observations, which is | look at ny bill. If it's
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small enough I'm not going to pay attention. And
I work in this industry. |If it's big, then I'm
going to start digging into it.

MS. ELDER: Marshall, did you have
sonet hi ng you wanted to junp in on?

MR. CLARK: Well, just again, our
situation is sonewhat peculiar. But we publish on
the 5th of every nonth, once we've got the bid
week price, we send each customer a price sheet
that shows them what their price for that nonth
will be by the 5th of the nonth.

That's primarily for the cogeneration
operators who want to use that input to deci de how
they're going to run their cogen pl ants.

But we give themthat price ahead of
time. And in that same sheet we always send them
a whole year. |It's both the actual to-date, and a
projected for the rest of the year, using just the
future curve for the market price.

And down in the bottomright there's a
nunmber that says, based on today's information we
project that your total bill for the year will be
such-and-such. And, of course, that changes every
nmont h.

But what we see from our custoners is
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that as long as that number stays below their
budget, we never hear fromthem The nminute it
starts edgi ng above their budget, we hear from
them constantly.

So, again, it's they're matching the
information they get to their own benchmark. And
as long as it's staying bel ow the benchmark they
don't care.

MS. ELDER: That rem nded ne of a point,
I think that you nade earlier, Marshall, is that
you're really managi ng your gas procurenment
expense to budget. And other folks, | think, are
managi ng to different benchnmarks, if you will.

I don't nean to inmply that the benchnark
that's in the incentive nmechanisns. But | think
it m ght be the case that SMJD, perhaps, is
managi ng nore for rates and rate stability. 1Is
that a fair characterization, Pam or am!|
overstating it?

MS. TAHERI: On an overall basis that's
absolutely true. W nmanage to the rates. |In our
situation it's simlar to the DGS program  But
what we do is actually we know that our fuel
budget, and the whol esal e size, the one that
sw ngs the nost.
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And as we all know, the gas price and
electric price track pretty closely for the nost
part, unless it's areally wet or dry year.

But having said that, what we do i s when
we go into setting the budget cycle we pretty nuch
have to lock in npbst of our open positions. So
that we could then say, okay, we know what our
budget is, and it's not going to be changing too
substantial ly.

During the year we al so have to worry
about the volunetric risk, and also the price risk
associ ated with hydro, because we al so, as |
indicated earlier in nmy presentation, a pretty
substantial piece of our portfolio is based on
hydro. So if you have a dry year, you got to al so
manage that, as well.

So, we do try to lock in nost of the
position by the tine we set the budget.

MS. ELDER: One of the kinds of gas
buyers that we didn't get onto the panel for you,
and I'lIl sort of try to substitute for themreal
quickly, is we didn't get anybody who actually is
just a nerchant generator who's buying natural gas
to fuel a single, or maybe a handful of power
pr oj ect s.
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It turns out that | advise those fol ks
quite a lot. And npost of those folks are actually
way di fferent than any of these fol ks here on your
panel in that they really are buying gas on the
day narket. And they don't give a rip what the
price is, as long as the price of gas tracks the
price of electricity.

Because they won't know until naybe a
coupl e of days or the day before that they have to
go out and buy the gas, whether they're going to
get di spatched on that day.

And so what they're trying to nanage is
the link between the electric price and the gas
price. So, a totally different issue. Laird may
have sone nore experience of selling gas to those
peopl e.

MR. DYER: Well, | agree with you. |
mean they are basically a processing plant.
They're taking one form of energy and converting
it to another. And it's a (inaudible) of their
own, which is --

MS. ELDER: Right, right.

MR. DYER: -- and they don't want to
hedge, because they're naki ng a bet on where the
true prices are.
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MS. ELDER: And their banks that finance
them don't want themto hedge, because the bank
doesn't want that risk transferred to them

MR. DYER: W have had fol ks, though,
that will hedge both ends. WII| hedge agai nst
price and the power price, lock in a margin --

Now, they do take some unit contingent
risk with that. So we tend not to |ike doing that
with entities of one unit. But when they have,
you know, may have three or four, that's not a bad
approach, as well, for at |least a portion.

So we see that anpbng the nunicipal s.

MS. ELDER: And simlarly, the
muni ci pals, we've got SMJD here, but we didn't get
sone of the smaller nmunicipals like Palo Alto.

Was down working with Palo Alto a coupl e weeks
ago. One of the things | heard was that custoners
were upset in ternms of the response back to the
utility, feedback back to the utility, that

natural gas prices had fallen since | ast sumer,
but the prices on their bills weren't dropping.

So, maybe sone confusion there between
it's the fact that it's winter, that consunption's
hi gher so the bill is higher. But sone of them
may have actually, naybe in Palo Alto, paid
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attention to summertine prices versus w nter
prices. They're snmarter in Palo Alto there than
the rest of us.

MR. DYER. Well, they actually run a
three-year programin Palo Alto. They buy --

MS. ELDER: They have a | adderi ng
pr ogram

MR. DYER: Yes. And so their city
council actually likes increase in prices because
it makes their purchase price | ook good. And
summer prices could fall. O course, they've
|l ocked in, you know, $8, and it's $3, and they're
li ke, well, you guys don't know what you're doing.

So it's really difficult to try --
peopl e think there are gains and | osses when
hedgi ng. And that's the underlying problem

MS. ELDER Well, Pamtal ked about that
sone when she tal ked about there are years that
you | ook like a hero, and there are years you | ook
i ke a dunce.

Maybe coul d you expand on that just a
little bit, what we're getting at there?

MS. TAHERI : Well, that depend on when
you retire.

MR. DYER. Well, yeah
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MS. TAHERI : Yeah. If you do a
| adderi ng program obvi ously there are good years,
there are bad years. And it shows very mnmuch
Ri ght now doesn't | ook so good because we al so do
sone | addering program But who's to say,

t onorr ow sonet hi ng coul d happen and prices go back
up.

So, alot of it is that you have to take
your -- recognizing that there is a price. And
then it's a policy issue in ternms of, you know,
what is that risk appetite. It's the stability
versus, there's a certain amount of price that you
have to pay.

MS. ELDER: Laird, yeah

MR. DYER: Underlying all of this, and |
don't want to be presunption that, you know, we're
just price takers in this narketplace. | reject
that outright.

There are nmany tools available to us in
the nmarketplace to assess our risk. There's
obvi ously fundanental analysis just |ooking at the
flows of gas. And you can make -- there's sone
pretty astoundi ng things going on in southern
California right now, as the prices in the mddle
of 2006, that paint a very bearish picture for
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prices in southern California going forward.

Then you al so apply to that sone
techni cal analysis. And between the two you can
make sone pretty decent calls. That's how we nmake
our living. Qur job is to -- we're not only, you
know, not only narket, but we're a trade shop. So
we spec in this market.

And so we make big bets at tinmes based
on our fundanental technical view. And, you know,
it's our noney on the line.

And so | don't adopt the -- just, you
know, prices are what they are. Yes, the narket
is what the market is. But you can defend and you
can be aggressive at tines. And today's the day
to be aggressive, frankly. Just the way the
mar ket's set up right now.

MS. ELDER: And we shoul d be aggressive
because prices are | ow?

MR. DYER: Well, they're bel ow the
repl acenent costs.

MS. ELDER: Bel ow the repl acenent costs.

MR. DYER: And that should always be a
signal to you to be, gee, | should be thinking
about buyi ng | ong-term gas.

Now, frankly, the nmarket is very
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contangl ed right now, neaning that the prices are
-- it's quite a steep slope. But through the
sunmer when we start getting some LNG and that
may change.

Nonet hel ess, we shoul d be prepared to be
| ong-term buyers.

MR, VWELCH. Could | junp in?

MS. ELDER. Wwell, -

MR. FOX: Just a real quick question for
those on the phone. | am Patrick Fox from PGRE
Earlier | thought you specul ated that the narket
was goi ng down to $2.

MR. DYER:  Yeah.

MR FOX: So wouldn't it be better to

wait then, and buy your long-termat $2 versus

t oday' s?

MR. DYER. Well, you have an investnent
portfolio. |'ve never picked the bottomin ny
life, ever. So what you do is you | ook for the

appropriate risk/reward profile.

And | woul d now and say, gee, we're at
$3,80 on the NYMEX right now, 2.50 mght be the
bottom it's $1.30 downside. W' ve seen $13 and
$15 on the upside.

My risk/reward profile tells nme | should
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be a buyer here. Now, | night have to live
t hrough $2. 50, havi ng bought $3.50 gas. But 1'd
be pretty happy about that four or five years from
now.

MS. ELDER  And there's that issue of
regret and how nuch regret you're willing to bear
as part of your risk/reward profile.

MR. DYER:  Making an infornmed choice.

MS. ELDER. Ray wanted to junp in here.

MR. VELCH:. Yeah, | would agree with
Laird to the extent that there is information
avai |l abl e that sonebody who's conpetent in the
mar ket can anal yze and nake use of and take the
ri sk, that analysis, and put their npney on the
i ne.

And that is probably -- that's
definitely appropriate for an organi zation |ike
Shell. \Whether it's an appropriate response or an
appropriate activity for an investor-owned utility
that's regulated, that has this |larger public
policy sort of overlay to it, | think that's a
di fferent question.

There are many different risks that
apply to that kind of decisionnaking that are
external to the gas market. The npbst spectacul ar
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one, of course, right nowis the credit meltdown.

And so that could have a really
really -- it's an unknown and extrenely strong
effect on gas prices going forward for a long tine
to cone. It could depress themfor quite a bit.

I'mnot saying that it will. |I'mjust
saying that's a risk. So, to put ny noney on $4
or $3 or $2.80 is sonething of a risk.

And if |'m concerned about market
performance, and even despite the fact that we
have all di savowed narket perfornance as a rea
measure of the effect of hedging, we still keep
coning back to it in this conversation. So, it's
al ways there.

So getting in at $3, $2.80 is perhaps
not going to play out agai nst the market as people
woul d, you know, down the road ultimately would
have |li ked to have had happen.

MS. ELDER It seens like there's a
question, and you're sort of getting to it, Ray, a
little bit. And that is, you know, we all agree
the market's volatile. W can put the graph up
and we can | ook at what the nonthly index has done
over the | ast unpteen years. And we can see that
it's junped all over the place, in this |ast year,
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we' ve experienced extraordi nary swi ng between the
$13 and -- or $12.sonething, high $12s in June and
July, and back down to the $3s now, maybe.

But the question, one question is who's
best equi pped, or who do we want to nmanage t hat
volatility for us. And | don't know the answer.

I think that different people would probably
answer that differently. But Laird' s got an
answer, | can tell.

(Laughter.)

MR, DYER: Wth that introduction, |
woul d subnit that gas procurenment or gas purchase
shoul d be a core conpetency of the utility, given
who t hey represent.

And to suggest that it's not or is not

necessary, or that they're just going to foll ow

the market, | think, is incorrect. I think --
woul d argue that | think the best nodel is the
SMUD nodel .

Have the utilities report back to the
citizens. And if they don't do a good job, and
t hey gouge you on prices, well, you get a schoo
out of it, or nore paved roads, or nore police
of ficers. At | east the benefit returns back to
the community.
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So | think it's a better nodel than the
| QU nodel, frankly, for California. |It's proven
to be so, so far

MS. ELDER: And interestingly, |I'm
hopi ng that John Arnato is sitting there
sni ckeri ng because he may well renenber that |
personal ly had that argunent with Gordon Snmith at
PG&E about 1990 or 1991. And | | ost.

(Laughter.)

MS. ELDER: And procurenent was set up
to be done according to an i ndex where we filed a
short-termindex and the utility mnimzed its
ri sk because there was no upside for the utility
in being a gas purchaser.

And John may have a different --
sonething different he wants to add to that.

MR. ARMATO. No, |I'mnot sure | really
want to add to that. |It's just a, it's a question
of risk. And who's going to bear the brunt of
that ri sk.

And every time there's a hedge put on,
or every tine there's a fixed-price |ong-term gas
contract that has been purchased, that really does
represent a huge risk to the utility sharehol ders.

So perhaps until such tine as that is

PETERS SHORTHAND REPORTI NG CORPORATI ON
(916) 362- 2345



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

123
resol ved, then the situation is just going to be
status quo.

M5. ELDER: So | know that there's a
proceedi ng that's going on at the PUC. And we
didn't really want to, you know, go into the guts
of that proceeding.

But let ne just test whether or not this
is a fair characterization. |Is it correct that
proceeding's really | ooking at hedgi ng and how
hedgi ng shoul d be incorporated or should not be
i ncorporated into the nechanisn? 1It's not really
| ooki ng at the question of the nechanism itself,
is that right?

MR DYER | think that it would be
characterized -- the CPUC has two procurenment
goals. They identify volatility and mtigation in
the AR On top of, | would think, that their
| ong- st andi ng | ow cost procurenent goal .

And so it's addressi ng how do we
i ncorporate this new objective within the existing
framewor k, or what do we do differently. | think
it's that wi de open of a question. It doesn't
presuppose that it has to be invol ved, included
within the nechanism It can be kind of anywhere.

So, we think it can be included in the
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mechani sm but that's just our opinion.

MS. ELDER: And then Pam has to |ive and
breathe it every day.

MS. TAHERI: | think it really gets down
to our custoners. W don't have a pass-through
mechani sm So we have to live with whatever it is
that we do as a result. W hedge significantly.

But, as | say, dependi ng on where the
prices turn out, | nean our custoner has enjoyed
very stable and low rates for nany years because
of that particular strategy.

But to the extent, if it turn out that
the deals are not as favorable as conpared to the
spot, like it is now, it could very well that our
custoner could have a different perspective now.
And if that is the case, |'"'msure we will hear
about it.

And it's possible that we could be
potentially, and I'mnot taking a SMJD position in
saying this, it's possible dependi ng on what our
custoners' reactions are. It could potentially
change our strategy going forward. Although |I'm
not predicting that at this tine.

MR EMVRICH  Well, of course, we are
actively participating in the proceedi ng, but
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it's, you know, if it ain't broke why fix it.
We've got a proven track record that by buying
mont hly we' ve got the | owest rank and the | owest
cost of gas every year, and over the last 14
years.

So, there is always room for
i mprovenent. We have an open nind. |I|If sonebody
can show us how that benefits customers, the cost
of the hedgi ng doesn't out-weigh the benefits,
then we have an open mind to that.

But right now we feel very confortable
with the incentive nechani smwe have, that nonthly
price signals that you have, and the custoner
sati sfaction that we have. Customers are
satisfied with what we are doing for them

MS. ELDER: Any focus group work with
custoners? |'mjust curious what we know about
what customers are actually | ooking at on their
bills.

VWhat |'mthinking, |I'mactually working
on a rate case in Uah where the local utility has
got evidence from survey that custoners aren't
|l ooking at the third tier of the electric rate.
And so they're not even looking at it.

Pam s goi ng, yeah, ny custoners don't
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look at it, either. Because Pamand | don't | ook
at it, nor SMJD custoners.

MR. EMVRICH: Well, we keep in contact
with custonmers all the tine. And we do have focus
groups and so on to respond to custoners' needs.
That has not been a big demand at this point in
time.

O course, if we go to $15 gas prices,
that all would change. But we don't see that in
the nedium to long-term especially with LNG
coning on big-tinme in this com ng year. And next
year .

So the delivered price of LNGis
probably going to put a lid on gas prices in the
$4 to $5 range.

ASSOCI ATE MEMBER BOYD: Katie, could
ask a question --

MS. ELDER: Yes, sorry, please junp in.

ASSCOCI ATE MEMBER BOYD: -- of the group
This is very interesting, but |I'mjust wondering
what the role of storage in California has been
with regard to all this discussion of California
having, in the past, and kind of atypical, having
had pretty decent storage.

And then | want to reflect on what |
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thi nk was an experience during the electricity
crisis. There were actually people telling the
t hen- governor that we have to go buy into the gas
busi ness just |ike you' ve had to do with
electricity. It's really the gas business that's
driving this electricity crisis.

And nmany of us had to | ook at that
situati on and cone back and say, you know, there's
really a better market in the gas world. And, you
know, we think you should |l eave it al one and | et
it play out.

But the observation, and Marshall may
remenber this, is that at that point in tine,
during that alleged crisis, storage was way under -
utilized. And it's kind of like it seened that
one year that after restructuring of the
electricity industry, gas folks didn't put gas in
the ground li ke they historically had.

And after that year, no matter what the
price was in the summer, everybody's, you know,
chucking it back in there, filling up storage.

So, what role does storage play in this
situation in California, and what we're seeing in
this di scussion about hedging in the market and
price volatility?
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MS. ELDER: | know, Herb tal ked about
that earlier, so |I'mthinking he m ght want to
expand on that a little bit.

MR EMVRICH  Well, from our
perspective, of course all these crises and so on
have notivated us to i ncrease storage. W had 90
bcf of storage; we now have 131. And we're
expandi ng anot her seven. W'IIl have 138 bcf of
st or age.

There's all kinds of storage com ng on
in northern California, private sector
devel opnent. PG&RE, | believe, is buying into sone
of that storage. And nationally. So with that
goal noderate sone of the pricing that we're --
price swi ngs we've had before.

And also LNG is coming online. And with
LNG we'll again have a noderation of those
vol atile prices that we've had in the past.

It's essential that the custoners put
that gas in storage and not bet on a warm w nter,
as was done in that 2000/2001 period. Reliability
is the nunber one issue, and you got to get that
gas in storage to be able to withdraw it in the
wintertime. And custoners have | earned that
| esson.
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We' ve been chocked full of storage every
year since then. And we are again this year.

MS. ELDER: Laird's going to junp in
here.

MR. DYER: From a nmarket standpoint
st orage devel opnent has nothing to do with
reliability. [It's driven by volatility. It's a
val uati on process. You devel op storage because
you want to take advantage of volatility. Kind of
t he short answer.

And we'll see continued storage
devel opnent as |l ong as there's perceived
volatility in the marketpl ace

And | woul dn't hang your hat too heavy
on LNG coning here in big volunes for too |ong.
Probably in the near term given the econonic
environnent, this is a great dunping ground
because we have storage. |It's a place to hide
it. So, this sumrer should be, we should be
swanped with it.

And there's sonme new facilities coning
on line, and the (inaudible) are quite busy up
there. But after 2010 there's nothing on the
drawi ng boards.

And if the econom es recover you'll see
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t hat soaked up by the Asian econonies, again. And
they' Il pay $18, $19 a nmBtu before |i ke they
haver done in the past.

And today that they're even considering
delivering it to the U S. shores for $3 and $4
tells you how dire it is out there. | love to
throw that word in there.

So, LNG the U S. is going to be in near
term-- two years ago we had a very warm w nter.
They dunped LNG. Here we got 3 bcf a day into the
U S. through the summer. The last two winters
have been a lot colder. W're a half a bcf a day
right now, injection, of inportation of LNG into
the United States. And it's been that way for a
good year and a hal f.

W will see a ranp-up here, but |
woul dn't hang your hat on it, that it's going to
protect us fromeverything. The shales wll
actually do that in tine.

ASSOCI ATE MEMBER BOYD: Yeah, | was
going to say that this isn't a gas supply
wor kshop, but it does seemto nme that gas shale is
pretty well nove your doubt any di scussi ons of
bringing LNGinto California fromnew facilities.

And the fact that there was reference by
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Herb to LNG in California nade nme think that those
folks in Costa Azul nust be planning to send sone
of it into California. Wereas heretofore we've
never quite known where that gas night go.

MS. ELDER: | do happen to know t hat
staff is going to cone back with a workshop on the
supply --

ASSOCI ATE MEMBER BOYD: Ch, | --

MS. ELDER: -- and LNG -- Marshall, you
were | ooking like you want to add sonmething. D d
| misread that?

MR. CLARK: Storage, our business npdel
we don't use it, so that's not ny pigeon.

MS. ELDER. So the folks that you're
buying gas for, let ne nake sure | interpreted
this correctly. 1s what you're saying that the
fol ks that you're buying gas for are really not
usi ng storage as part of their portfolio?

MR. CLARK: Correct.

MS. ELDER: Correct. Ckay.

Interesting. John, did you want to say sonet hi ng
about storage and how it fits into P&E s core
portfolio?

MR. ARVMATO As | nmentioned before, we
wi sh we had nore storage. | do agree with Laird
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that, you know, volatility -- storage devel opers
depend on volatility. That's really what drives
t he devel opnent of storage.

However, storage can danpen volatility
to sone extent. And, again, whereas SoCal seens
to be flush with storage, our storage for the core
is quite limted in northern California.

We have gone out and purchased some
third-party storage beyond what just PG&E hol ds.
So we have been able to do that just recently.

MS. ELDER: Herb tal ked about 138 bcf of
storage. |Is that just for the core or is that
total ?

MR EMVRICH: That's total.

MS. ELDER  That's total. And the core
share that was 98 --

MR. EMVRI CH: 79.

MS. ELDER 79, 79. For P&XE there's
maybe, what, 367

MR. ARVMATO No. For PG&E core it's
about 32.

MS. ELDER: 32 for the core. Ckay.

MR. ARVATO Plus we have a lot |ess
wi t hdrawal capability during the wi nter.

MS. ELDER. Right, right. SoCal can
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meet a huge portion of its demand with withdrawal s
fromstorage. And P&E can't quite to that.

MR. ARVATO That's correct.

MR. EMVRICH. Yeah, just to reiterate
that we purchase flat basically 1.1 bcf a day
every day of the year. In the wintertime we just
wi thdraw the gas from storage. W don't increase
purchases in the winter unless it being an
extrenely cold winter, then we would have to
pur chase nore.

MS. ELDER: And so you're purchasing
that 1.1 bcf a day. And so in a nonth when denand
is lower than that, or days when denmand is | ower
than that, the difference between denmand and t hat
1.1 is what you're injecting into storage.

MR. EMVRICH: That's right.

MR VWELCH: Well, | think there's an
interesting distinction that's being drawn here,
which is, you know, the market notivates people to
take certain actions on a private |level |ike
st orage devel opers are notivated by price
volatility to take advantage of that. Because
they see the commpdity is basically sonething that
is a profit center for them They can nake sone
money off that.
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For a utility, if they have access to
more of that devel oped storage that's a benefit
that the market provides them But their real
focus is not on whether it's expensive or
i nexpensive. Their real focus is on naking sure

t hat nobody runs out of gas in the niddle of the

W nter.

And the price effects are not trivial by
any neans, they're inportant. But they're
certainly secondary. | think it's a corollary to
sonet hi ng that Marshall was saying earlier. It's

that you don't want to have to explain why you ran
out of gas, you know. You'd much rather explain
why gas is $10.

MR. FOX: And ideally neither of those
situations.

(Laughter.)

MS. ELDER: Right, ideally neither of
t hose situations arises.

If we could i magi ne Lana's graph back up
there. | don't have a magi c wand to wave and neke
it go up there, but sonebody el se may, while I
sort of stall here.

One of the graphs that she had was the
mont hly i ndex. Yeah, that one will do, close
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enough.

If you |l ook at that graph and you think
about a hedgi ng program | think one of the other
pi eces of analysis -- oh, | get a pointer. Now
I'mreally dangerous.

One of the other points that she nmade
was when you | ooked at what core custoners were
actually paying, it actually | ooked a lot like
this graph. The ups and the downs, the way COGs
tend to nove with the index.

And that's what we'd expect, given the
way the benchmark, the incentive programis set
up, which is telling ne, just go out and buy
mont hly spot gas.

The question is, and this mght be a
good cl osing question since it's 11:55. Unl ess
t he Conmi ssioners have got nore questions that
they want to ask.

But here's ny goofy question: And that
is if sonmeone were to inplenent a, quote-unquote,
effecti ve hedgi ng program how woul d t hat graph
|l ook different. In other words, would it | ook
different and what would it look like. Any
t hought s?

In other words, would we see kind of the

PETERS SHORTHAND REPORTI NG CORPORATI ON
(916) 362- 2345



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

136
peaks and vall eys kind of disappear a little bit?
MR. DYER: It would naturally take those
out. You'd see the trend should still be -- if
it's an upward trend, you should nmintain the
upward trend.

MS. ELDER: The upward trend. So it

woul d - -

MR. DYER: You're going to reflect the
mar ket .

MS. ELDER: It would sort of even it
out ?

MR. DYER. Well, you know, California
adopted the interline principle that -- and |

remenber Dan Fessl er saying this was narket-to-
mar ket, you know, |'mgoing to get this price.
You're going to get that price

You will take the peaks and troughs out
of the thing.

MR FOX: And | think it's inportant to
remenber that when you hedge you're not trying to
| ower your cost. You're trying to decrease the
variability, --

MS. ELDER: The volatility.

MR FOX: -- the size of the
distribution. Correct. And so we are not
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| ooki ng, or anyone hedging is not | ooking to | ower
their average cost. The nean will stay the sane
with your different financial instrunents. You're
| ooki ng to decrease that distribution.

MS. ELDER  And that's --

MR, MEYERS: In fact, --

MS. ELDER. -- that Ray was
tal king --

MR. MEYERS: -- what | believe is going
t o happen under a hedgi ng programis that you
m ght have a slight danpeni ng of those peaks and
val | eys, but the overall costs are going to be
hi gher.

MS. ELDER  Because of the cost of
i npl ementing the hedgi ng program is that what
you're getting at, Rich?

MR MEYERS: Yeah.

MS. ELDER: So when you add that headi ng
program onto your cost of gas, we've taken out the
peaks and vall eys, but your total cost will be
hi gher because as Marshall pointed out, there
ain't no free lunch. You got to pay for hedgi ng
program sonewhere. You have to pay sonebody el se
to take away that risk, right?

MR. MEYERS: And | think the PUC has
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used t he hedging program at l|east currently, as
more of an insurance program agai nst unexpectedly
hi gh gas pri ces.

And so | think the expectation is that
you'd put noney into this to prevent an extrenely
hi gh price blowut. But you're going to end up
payi ng sone noney in order to do that.

So you're effectively adding onto your
expected gas cost.

MS. ELDER: | see |lots of heads noddi ng.
Does anybody want to anplify on that?

MR DYER: | would like to say, | always
like to think that I have control. [It's a human
condition. So I think, yes, you're transferring
ri sk, you have to pay to do that.

But there are lots of ways to do it out
there, and | still think that, at least in
everything I do for nyself, personally, | try to
mtigate ny volatility.

I'"'mwilling to pay sone noney for that.
But | also think if I nmanage it right the cost to
do that can be m ni mal.

And | also like the idea of thinking
that I can win. You have to go in that way.

MS. ELDER: You have to go in that way,
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okay. Any cl osing thoughts anybody wants to add.
We're getting to 11:58. M job is to wap this up
by noon unless |I'm otherw se instructed.

PRESI DI NG MEMBER BYRON: Ms. Elder, |et
me interrupt for just one nonent in the event --

|'ve got two cards here fromfol ks that are on the

phone, and they have sone questions. |If they're
still with us, they've been very patient.
The order | received them-- is Wendy

Al - Mukda on t he phone?

MS. AL- MUKDA: Hi, yes, I'mon the
phone, but actually |I don't. It was very
interesting presentations, thanks.

PRESI DI NG MEMBER BYRON: Ckay, good.

Any other -- thank you for joining us. The other
one that | have is M. Ron Perry.

THE OPERATOR  He has di sconnect ed.

PRESI DI NG MEMBER BYRON: Ckay. Sorry
for the interruption. Wanted to nmake sure that if
there was anyone on the phone they had opportunity
to conmment.

MS. ELDER  Good.

ASSOCI ATE MEMBER BOYD: "1l make one
observation. | was intrigued with the discussion
about price transparency and letting the custoners
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make deci sions predicated on getting a real price
versus price averaging or any other approach
that's taken short of just, you know, aid to the
really poor people and support there.

And being a SMJD custoner, and a
lifetime Sacranentan, recently -- well, sone tinme
back you changed your billing and you started
telling us not only, you know, what our use was
for the billing period, but what our nei ghborhood
is doing and what the best person in the
nei ghbor hood i s doi ng.

(Laughter.)

PRESI DI NG MEMBER BYRON: Did you get a
smley face on your bill?

ASSCOC| ATE MEMBER BOYD: Yeah, and | know

we're an atypical audience, but, you know, | guess
Pavl ov was right. That incented ne to engage in
conpetition nore than I ever thought | would in
terns of, by god, |I'mgoing to knock that down. |

shoul d be bel ow t he average of the nei ghborhood,
et cetera, et cetera. And |I've succeeded, too.

But there's something interesting in

t hat approach. And what influence will have on
people. There are sone people who will never pay
any attention, but I'll bet you there's nore
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peopl e who woul d. Lesson | earned for ne today.

MS. TAHERI : Thank you, Conmi ssioner
for that comment. | certainly will pass that
al ong.

As you've -- very much into custoner
engagenent and we're ranping that up. And because
we're | ooking at different ways in anticipation of
when we have the AM, you know. Wth all this
i nformati on pushing out to our custoner in terns
of real-tine pricing, howis that going to inpact
and influence their behavior in terns of when
woul d be a good tinme maybe to do the | aundry, or
what - have- you.

But, conpetition. | mean | know, if |
knew all ny nei ghbors doi ng better than ne,
considering |I'm supposed to be SMJD s ri sk
manager, --

(Laughter.)

Ms. TAHERI: -- certainly that's going
to have nore inpact in ternms of ny personal usage
patterns as conpared to the bill. Thank you

ASSOCI ATE MEMBER BOYD: | have one ot her
message for you to deliver to your nmanhagenent.
WIll you quit hiring so many of our enpl oyees.

MS. TAHERI: This is the second tine
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|'ve heard that today. | will certainly pass that
on.

ASSCCI ATE MEMBER BOYD: Ah, very good.

It hurts.

PRESI DI NG MEMBER BYRON: Well, so naybe
I'll take a nonent to add, as well, this has been
a very interesting discussion. | appreciate all

of you and those that made presentations and
stayed for this panel.

O course, the debate will continue, |
suspect. M. Welch indicated you can't beat the
mar ket; and M. Dyer indicating that you can and
you should be trying, at |least, to beat the narket
all the tine.

And M. Emmrich and others indicating
that everything's working fine. So, you know, why
do we have to do anything about it.

The PUC, of course, will continue to
take this up, and I'"'mglad they are taking it up.
I'd like to al so thank our coll eague, M. Meyers,
fromthe PUC to be able to join us by phone.

But there are sonme potential policy
reconmendati ons that we can nake fromthis. And
I'"ll be discussing them w th Comm ssi oner Boyd,

t hose i deas.
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We are interested, of course, in trying
to inprove the I evel of service to the custoners,
as well as reducing their costs. The volatility
of the price of natural gas will continue to be a
concern. Certainly this |ast year was

extraordi nary i n what happened.

So, we'll put our heads together,
Comm ssioner, and we'll do our best to predict the
future, as well, | suppose.

I'' m ki ddi ng, of course.

ASSCCI ATE MEMBER BOYD: Yeah, very good.
We're not very good at that.

PRESI DI NG MEMBER BYRON: We're not very
good at that. M. Elder, why don't you cl ose us
out here.

MS. ELDER: Well, do any of the panel
have a | ast comment they'd |li ke to nake,
recognizing it's 12:03?

(Laughter.)

MS. ELDER Herb would |ike to.

MR EMVRICH Well, | think |I've been
rem ss, Conmi ssioners, not thanking Lana Wng for
the excell ent and conprehensive staff paper. W
had sone contact, exchange of enmmils, and she did
an outstanding job. And | want to express ny

PETERS SHORTHAND REPORTI NG CORPORATI ON
(916) 362- 2345



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

144
appreci ati on on behal f of SoCal Gas and San Di ego
Gas and El ectric.

MS. ELDER  Yeah, rah, Lana. Anybody
el se?

MR. FOX: | nean again PGE woul d echo
that. W appreciate the ability to take part in
t hese conversations. W care about our custoners,
their costs, the variability they see in pricing.
And we're conmritted to working with custoner
groups and different Conmi ssions to better that.

MS. ELDER: Pam

MS. TAHERI: On behal f of SMJD we j ust
want to appreciate that you guys are really great
custoners. The bill keeps getting paid, so we
really appreciate that.

(Laughter.)

MS. ELDER And with that | think we're
done. Thanks to everyone for comi ng and for
participating and tolerating ny questions.

ASSCOCI ATE MEMBER BOYD: Thank you, all,
very very nuch

(Wher eupon, at 12:08 p.m, the workshop

was adj our ned.)

--000- -
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