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Clinton Square

Post Office Box 1051

Rochester, New York 14603-1051

(716) 263-1000

Fax: (716) 263-1600

Direct Diak: (716) 263-1529
E-Mail: swidger@nixonpeabody.com

January 27, 2000

VIA FEDERAL EXPRESS

Hon. Debra Renner

Acting Secretary

Public Service Commission

3 Empire State Plaza -
Albany, New York 12223

RE: Case 98-'G-1_589 - In the Matter of Rochester Gas and Electric Corporation's
Plans for Gas Rates and Restructuring .

Case 97-G-1380 - In the Matter of Issues Associated with the Future of the
Natural Gas Industry and the Role of Local Gas Distribution Companies

Dear Acting Secretary Renner:

On behalf of Rochester Gas and Electric Corporation (“RG&E,” the “Company™) we arc
submitting herewith twenty-five (25) copies of the Company’s Filing in compliance with the
Commission’s Order Approving Petition, issued September 30, 1999 in Case 98-G-1589, and the
Commission’s Policy Statement Concerning the Future of the Natural Gas Industry in New York
State and Order Terminating Capacity Assignment, issued November 3, 1998 in Case 97-G-1380
et al. (the “Policy Statement”). By this Filing, RG&E seeks to establish rates for natural gas
service through June 30, 2002 and to implement a restructuring of the Company’s gas business.
A summary of the Company’s complete proposal can be found in Appendix B to the Filing.

As the Commission is aware, RG&E’s gas base rates have been “frozen” since July 1,
1994. Although the Filing presents all the data necessary to support a significant gas rate
increase, the Company has not, at this time, sought a specific increase. Instead, RG&E believes
that, through the collaborative negotiations that it expects will follow this Filing, it is possible
that the need for the full amount of this otherwise justified increase may be ameliorated.

In addition to complying with the requirements of the Policy Statement, as further
elaborated upon in the Commission’s Order Clarifying Gas Policy Statement, issued April 1,
1999, this Filing fulfills RG&E’s obligations under the September 14, 1999 Proposal for
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Capacity Release Revenue Imputation and Capacity Cost Mitigation Issues and Framework for
Resuming Settlemert Negotiations that was approved in the aforementioned Order Approving
Petition. Specifically, in this document, the Company has incorporated an updated, public
version of the Report to the Staff of the Department of Public Service on Natural Gas Capacity
Cost Mitigation the Company submitted on November 29, 1999, In addition, as called for by the
approved Proposal, RG&E has included a discussion of its continuing work on rctail access
program improvements.

Copies of this Filing are being served today on Chief Administrative Law Judge Judith
Lee and Administrative Law Judge Walter Moynihan, as well as on all parties to
Case 98-G-1589. RG&E desires to commence negotiations regarding this Filing as soon as
feasible, consistent with the conditions set forth in the Policy Statement. While RG&E
recognizes that actual negotiations may not begin until thirty (30) days have elapsed from the
date of this Filing, the Company believes that it-would be both efficient and consistent with the
public interest for the parties to meet in advance of the expiration of the thirty-day period. At
such a meeting, logistics and other administrative details could be addressed, thereby permitting
the parties to make the best possible use of their time, once negotiations are permitted to begin.
The Company will take the initiative to contact the parties with regard to these matters.

Any questions regardihg this Filing should be directed to Mark Mafini, Manager of
Regulatory Affairs of RG&E ((716) 771-4692), or the undersigned.

In addition to the twenty-five (25) copies of the RG&E document and this cover letter for
filing, we arc cnclmmg onc (l) extra copy of each and ask that you kindly acknowledge receipt
of this Fllmg by date-stamping those extra copies of this letter and the document and returning
them to us in the enclosed postage-paid envelope.

Very truly yours,

Ll ””*"a’“ﬂ

Stanley W. Wldger Jr.

Enclosures

cc &encs:  Hon. Judith A. Lee ‘
Hon. Walter T. Moynihan
All Parties .
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SECTION
I

BACKGROUND AND OVERVIEW

A. INTRODUCTION

Rochester Gas and Electric Corporation (“RG&E,” the “Company”) makes this filing
pursuant to the Company’s Proposal for Capacity Release Revenue Imputation and Capacity
Cost Mitigation Issues and Framework for Resuming Settlement Negotiations (the “Proposal”)
filed September 14, 1999 and approved by the Commission in its Order Approving Petition
issued September 30, 1999 (the “September 30 Order”) in Case 98-G-1589.! More specifically,
and consistent with the terms of the Proposal as approved, this filing addresses the rate and
restructuring issues identified in the Commission’s Policy Statement Concerning the Future of
the Natural Gas Industry in New York State and Order Terminating Capacity Assignment issued
November 3, 1998 (the “Policy Statement™) in Case 97-G-1380%and the Commission’s Order
Clarifying Gas Policy Statement issued April 1, 1999 (the “Clarifying Order”).

The Policy Statement articulates the Commission’s “vision for the future of the natural
gas industry in New York in an increasingly competitive market” as a series of eight goals:

(1) Effective competition in the gas supply market for retail customers;
(2)  Downward pressure on customer gas prices;

(3)  Increased customer choice of gas suppliers and service options;

(4) A provider of last resort;

5) Continuation of reliable service and maintenance of operations procedures that
treat all participants fairly;

(6) Sufficient and accurate information for customers to use in making informed
decisions;

! In the Matter of Rochester Gas and Electric Corporation’s Plans for Gas Rates and Restructuring (the “RG&E
Restructuring Proceeding”).

z In the Matter of Issues Associated with the Future of the Natural Gas Industry and the Role of Local Gas
Distribution Companies.
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(7)  The availability of information that permits adequate oversight of the market to .
ensure its fair operation; and

(8)  Coordination of Federal and State policies affecting gas supply and distribution in
- New York State.

Policy Statement at 4.

Fundamentally, RG&E shares the Commission’s vision and believes that the goals, as
stated above, provide a reasonable set of objectives for achieving that vision. RG&E also shares
the Commission’s view, inherent in the Policy Statement, that success in realizing the vision
depends on a well articulated, practicable transition process. Toward that end, the Policy
Statement envisions a three-part process to be pursued in parallel: (1) “discussions with each
LDC on an individualized plan”; (2) “collaboration among staff, LDCs, marketers, pipelines, and
other stakeholders on a number of key generic issues . . . [including] future system operation and
reliability issues. . . [and] market power issues”; and (3) “coordination of issues that are also

faced by electric utilities . . . [including] provider of last resort issues, as well as a plan to allow

competition in other areas, such as metering, billing, and information services” (Policy Statement
at9)?

This filing presents RG&E’s “individualized plan” in accordance with the Policy
Statement’s requirements. These requirements envision the presentation of comprehensive
proposals that will be distributed to interested parties in preparation for settlement negotiations.
Specifically, the Policy Statement requires local distribution companies (“LDCs”) to address the
following six issues in individual plans:

(1) A strategy to hold new capacity contracts to a minimum;

(2) A quantification of potential stranded costs and a plan to mitigate and manage
them,;

(3) A long term rate plan with a goal of reducing or freezing rates;
(4) A plan to further unbundle rates which would

3 The third group of issues is to be addressed “in conjunction with the electric restructuring proceedings” (Policy
Statement at 9).
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() separate distribution and gas purchase (upstream) costs;
(ii)  separately identify distribution cost elements;

(iii)  identify changes which would promote retail competition;
(iv)  propose other rate design changes, if appropriate.

) A plan to enhance consumer education programs and facilitate customer
participation;

(6)  The possibility of a more aggressive role for LDCs in facilitating the move to a
competitive market.

Policy Statement at 8; footnote omitted.*

This filing is intended to provide the basis for negotiations, as contemplated in the Policy
Statement and in the Clarifying Order, on RG&E’s individualized plan to effectuate the LDC-
specific provisions of the vision presented in the Policy Statement. Because the Company has
been engaged in negotiations with Staff and interested parties over much of the past 18 months,
certain elements of this filing will be familiar to these parties. Other elements, however, reflect
changes in approach that either incorporate further evolution in the Company’s thinking on these
issues or are intended to eliminate impediments identified in prior negotiations. In addition to
the individualized plan, this filing discusses, where necessary and relevant to the treatment of
“individual” issues, the two other basic elements of the Commission’s overall approach under the
Policy Statement, generic issues facing LDCs and coordination of issues also faced by electric
utilities. It must be borne in mind that much of the work on these issues has yet to be

completed;’ any comment on them in this filing will be limited.

4 In the omitted footnote, to item (2), the Commission stated:

At a minimum, the LDC must demonstrate that it has made reasonable efforts to minimize
strandable costs in compliance with the Commission’s directives in Case 93-G-0932, including the
requirements of the Order Clarifying the April 1998 Excess Capacity Filing Requirements, issued
September 4, 1997.

Policy Statement at 8, fn. 1.

> On December 21, 1999, the Commission issued its Order Concerning Reliability in Case 97-G-1380. This
Order requires a series of ongoing activities with respect to reliability issues. RG&E expects that, as
negotiations concerning this filing progress, there will be ample opportunity to discuss the impact of these
generic reliability issues in the context of the Company’s specific plan.
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Further, this filing reports on RG&E’s ongoing activities with regard to two related .

matters that were identified in the Proposal: efforts to mitigate pipeline capacity costs; and work
on retail access program improvements with marketers operating in the Company’s service
territory. The first of these topics is addressed in an update to RG&E’s Report to the Staff of the
Department of Public Service on Natural Gas Capacity Cost Mitigation (the “Capacity Report”)
that was submitted November 29, 1999.6 The Company’s Updated Report on Natural Gas
Capacity Cost Mitigation (the “Updated Report™) is discussed in Section II of this filing and is -
attached hereto as Appendix C. RG&E’s efforts to improve transportation gas service are
discussed in Section VI C, below and in Appendices A and K.

As this filing confirms, RG&E is committed to competition in the provision of natural
gas service for the benefit of its customers. The process of opening up the market to competition

is already well under way. The plans contained in this filing are designed to foster and enhance

such competition in a manner that recognizes and deals fairly with the interests of all
stakeholders: customers, marketers, shareholders and regulators.

In this Section of the filing, RG&E will describe the regulatory background, pertinent
recent history of the Company’s gas operations, and major issues and policies that have a bearing

on the subject matter of this submission.

B. THE REGULATORY ENVIRONMENT

Although the restructuring of the natural gas market in New York can be traced back at
least as early as the 1980s with the implementation of large-volume transportation service by

LDCs, the “modern era” of restructuring has its origins in Case 93-G-0932, Proceeding on

¢ The Capacity Report and Supplement Nos. 1 and 2, dated December 10, 1999 and December 16, 1999,
respectively, were submitted as trade secret documents pursuant to the Commission’s regulations (16 NYCRR
§§ 6-1.3, 6-1.4) and were granted provisional status as such. In view of the public nature of the instant filing,
the Updated Report has been modified to avoid disclosure of trade secret information on file with the
Commission.
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Motion of the Commission to Address Issues Associated with the Restructuring of the Emerging

Competitive Natural Gas Market (the “Gas Restructuring Case”). On December 20, 1994, the
Commission issued Opinion No. 94-26,” which adopted a broad range of specific policies
applicable to the gas industry in New York. For present purposes, several are relevant; they
include: (1) recognition of distinctions between core customers and non-core customers,
whereby market pricing to non-core customers is generally acceptable; (2) providing an incentive
to LDCs to release excess pipeline capaci'cy8 and allowing a degree of discretion as to pricing of
released capacity and/or other services; (3) requiring LDCs to offer firm customers access to the
LDC’s upstream facilities; and (4) allowing aggregation of groups of smaller customers to permit
them to be treated as units for purposes of acquiring gas as an alternative to full retail service
from the LDC, and encouraging LDCs to increase or eliminate minimum volume re:quirements.9
Over the past five years, RG&E and other LDCs have actively implemented the
forégoing policies and others through tariff filings and settlements. During this time, these
policies have continued to evolve, and the Commission has addressed changes and refinements
to them in a series of documents, the most comprehensive of which is the Policy Statement. The
Commission’s vision of the competitive market is not static, however; further orders have
continued to define and refine that vision.'® In addition, the work of Staff and other parties on
some of the broader issues identified in the Policy Statement is ongoing, as discussed in Part D

of this Section I, below.

Opinion and Order Establishing Regulatory Policies and Guidelines for Natural Gas Distributors (“Opinion
No. 94-26™).

The Commission adopted a sharing mechanism whereby customers would be credited with 85 percent of
margins received from capacity releases and shareholders would have the opportunity to retain 15 percent,
unless a different mechanism is justified on a case-by-case basis. Opinion No. 94-26 at 8.

®  See Opinion No. 94-26 at 6-12.

Requirements relating to the assignment/release of capacity to marketers, for example, have undergone a series
of changes. See, e.g., Case 97-G-1380, Order Concerning Assignment of Capacity, issued March 24, 1999,
and subsequent Orders in the same proceeding.
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In this filing, RG&E addresses not only the requirements of the Policy Statement, but .

also the requirements of other Commission Orders that apply to the subject matter. To the extent
necessary in the explanation of the Company’s proposal, the specific requirements of these

Orders are discussed herein.

C. RG&E-SPECIFIC HISTORY

In August 1998, before the adoption of the Policy Statement, RG&E had initiated
negotiations to implement a multi-year gas rate and restructuring plan as a successor to a 1995
Settlement that was set to expire at the end of October 1998."" The 1995 Settlement contained
three major provisions. First, RG&E had agreed to absorb certain amounts related to gas supply
and capacity costs. Second, the Company forewent a rate increase already approved by the
Commission, as well as all potential rate increases through June 30, 1998, the effect of which

was to freeze base rates at their July 1, 1994 levels. Third, for each year of its three-year term,

the 1995 Settlement imputed a particular level of revenues representing targeted cost reductions
from capacity release transactions. 2

During negotiations on RG&E’s 1998 rate and restructuring proposal, it appeared likely
that the parties would not be able to resolve all pertinent issues prior to the expiration of the 1995
Settlement (i.e., by October 31 1998). Accordingly, RG&E, Staff and several other parties to the
negotiations entered into an Interim Settlement Agreement dated October 16, 1998, which was

approved by the Commission on November 9, 1998."% The Interim Settlement, which expired

This Settlement, dated August 15, 1995, was approved by the Commission on October 27, 1995. Case 94-G-
1048 et al., Proceeding on Motion of the Commission to Investigate the Practices of Rochester Gas and
Electric Corporation in the Acquisition of Pipeline Capacity and the related Costs, Opinion No. 95-18, Opinion
and Order Approving Settlement Agreement.

2 The revenue imputation for capacity release transactions was intended to mitigate, for the benefit of customers,

the impact of the surplus capacity held by RG&E following the in-service date of the Empire State Pipeline
(“Empire”) in November 1993, as discussed in greater detail in the Updated Report (App. C).

Case 98-G-1589, Order Freezing Base Rates, Limiting Mandatory Assignment of Capacity, and Resolving
Other Issues.
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June 30, 1999, maintained the existing base rate freeze, committed the Company to provide
customers with a minimum $11.9 million reduction related to capacity release transactions,'*
provided for elimination of the requirement in the Company’s tariff that suppliers providing
service to customers under Service Classification Nos. 5 and 6 take assignment of a portion of
the Company’s upstream pipeline capacity, and resolved certain other matters relating to
RG&E’s Supply Portfolio Management Agreements and the Gas Cost Adjustment (“GCA”).
After approval of the Interim Settlement, in February 1999, negotiations resumed with

respect to RG&E’s gas rate and restructuring plan, which had been revised and updated in certain
respects, partly for the purpose of ensuring that all of the issues required by the Policy Statement
were explicitly covered. Because negotiations as to RG&E’s settlement proposal predated the
issuance of the Policy Statement, and the proposal had been presented to, and discussed with, the
negotiating parties under the assumption that such material and discussions were confidential in
accordance with the Commission’s confidentiality requirements,'® the Company’s renewed plan
was treated as confidential. In its Clarifying Order of April 1, 1999, the Commission addressed
how RG&E’s unique situation — as the only LDC whose restructuring negotiations had begun
before issuance of the Policy Statement — would be addressed:

[T]o the extent the revenue requirement and other rate aspects of

[RG&E’s] proposal were distributed as confidential settlement

documents, RG&E cannot rely on the documents as complying

with the requirements of the Gas Policy Statement. Therefore, if

[RG&E’s settlement] negotiations prove unsuccessful, RG&E is

obligated to bring itself into compliance with the Gas Policy

Statement, as clarified herein, by submitting a public plan
concerning the rate aspects called for in the Gas Policy Statement.

Clarifying Order at 2.

4 This capacity release revenue imputation incorporated an incentive to discourage releases of capacity that
would increase the overall cost of gas to RG&E’s customers. See Interim Settlement, Paragraph 5(c) at 7-9.

> See 16 NYCRR § 3.9.
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At the time the Clarifying Order was issued, there was no need to modify the Company’s ‘

filing (e.g., by making a public filing of the revenue requirement and other rate aspects of the
proposal); negotiations were continuing and appeared promising. In June 1999, however,
settlement negotiations reached a standstill and were suspended. The provisions of the Interim
Settlement other than those pertaining to capacity release revenues, which ran through

August 31, 1999, expired as of June 30, 1999. With no “replacement” settlement agreement in
place with regard to the treatment of capacity release revenues, the $11.9 million imputed benefit
to customers no longer existed and, at the end of August 1999, the Company filed a GCA
statement that eliminated the impact of this imputation. On September 14, 1999, after
discussions with Staff, the Company filed the Proposal that was subsequently approved by the
Commission and that provided for this filing.

The Proposal, as approved by the Commission, addressed four principal areas. First, it

continued to provide customers with a reduction in capacity costs of $11.9 million, consisting of
$10.2 million relating to upstream capacity release transactions for the period September 1, 1999
through August 31, 2000, and $1.7 million from the expiration of a contract with Texas Eastern
Transmission Corporation, which the Company determined not to renew. To the extent that
RG&E realizes capacity release revenues and credits in excess of the $10.2 million, the overage
will be shared by customers and shareholders, 95 percent and 5 percent, respectively, after
subtraction of sharing payments made to the Company’s portfolio manager, if any, for capacity
release transactions.'®

Second, as mentioned earlier in this Section, the Proposal provided for reporting by

RG&E on its capacity cost mitigation activities, first in a filing to be submitted 60 days after

approval of the Proposal (i.e., in the Capacity Report submitted to Staff on November 29, 1999),

1 The mechanics of implementing this provision of the Proposal are detailed in Appendix A to the Proposal.
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and subsequently in an update to that Report to be included in this filing. Under the Proposal,
Staff was to comment on the adequacy of the Company’s efforts and plans; Staff did so by letter
dated January 4, 2000.

Third, as indicated at the outset, the Proposal called for making this public filing within
120 days of approval.'” Under the Proposal, and consistent with the Policy Statement, settlement
negotiations are contemplated to resume as soon as feasible after the requisite 30-day interval
following filing.

Fourth, and finally, the Proposal called for RG&E to continue its efforts to work with
marketers to improve the retail access program through such measures as development of

balancing services. The Company will discuss these efforts in this filing.

D. RELATIONSHIP TO “GENERIC” AND “COMMON” ISSUES

This filing addresses in detail all of the issues presented by the Policy Statement and the
Proposal with the exception of the “key generic issues” to be addressed in the collaborative
processl (“future system operation and reliability” and “market power™), and coordination of
issues common to the electric, as well as the gas, business (“provider of last resort” and
“competition in other areas, such as metering, billing, and information services”).18 That is not
to say that the “generic” and “common” issues are ignored herein. In RG&E’s vie\y, a successful
multi-year settlement of rate and restructuring issues depends on anticipating and, where
possible, incorporating the impact of any proposed resolution of these broad issues. In some
cases, however, it may be necessary td postpone commitment to a specific course of action until

particular generic or common issues are resolved.

7 Asnoted in the Proposal (p. 2), it was understood that portions of this filing would qualify for trade secret
protection. See footnote 6, supra.

8 See Policy Statement at 8-9.
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Before turning to the heart of the Company’s rate and restructuring plans, it is useful to .

review the status of the generic and common issues.

1. GENERIC ISSUES
a. System Operation and Reliability

Collaborative efforts regarding future system operation and reliability began in
December 1999 and continued in three working groups of interested parties, as follows:
(1) Communications Working Group, dealing w1th day-to-day communication protocols between
LDCs, marketers and pipelines, especially during critical periods; (2) Capacity Requirements
Working Group, considering the shorter-term issue of the capacity a marketer must hold to serve
the market reliably; and (3) Capacity Dedication Working Group, addressing the longer-term
issue of how to retain capacity available to serve the New York market. By its Order Concerning

Reliability (“Reliability Order”), issued December 21, 1999 in Case 97-G-1380, the Commission

reported on the status of the efforts by each of the three Working Groups, required LDCs to file a
Gas Transportation Operating Procedures Manual and conforming tariff revisions, and issued for
comment a series of questions pertaining to curtailment issues and Staff’s recommended
protocols for implementing a “default capacity requirement” for marketers.

As described in the Reliability Order, of the three working groups, only the
Communications Working Group had reached consensus. That consensus is presented in the
August 5, 1999 Report of the Working Group, attached to the Reliability Order, which
recommended that LDC communications procedures be codified in the Gas Transportation
Operating Procedures Manual and which was adopted in the Order. This working group,
however, was unable to reach consensus regarding issues that may arise during times of

curtailment and that may go beyond existing curtailment procedures. Accordingly, the
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Commission issued for comment the “Curtailment Issues” listed in Appendix B to the Reliability
Order.”

Ip defining the capacity a marketer must hold to reliably serve the market, the Capacity
Requirements Working Group was charged with developing protocols to implement the
Commission’s requirement that “all marketers serving firm loads [must] demonstrate that they
have firm, non-recallable, primary delivery point capacity to the citygate, but only for the winter
season (November through March)”20 (the “Five-Month Requirement”) and with considering
alternatives to the Five-Month Requirement. While the Capacity Requirements Working Group
agreed that a “reliability forum” should be established to facilitate ongoing communication
among LDCs, marketers, pipelines and others, the Group was unable to reach agreement on the
Five-Month Requirement or any alternative to it2! Although there was general agreement that
certain protocols would be required to implement capacity requirements for marketers, the
Commission concluded that there was a need for further analysis of several specific issues,
including the nature of the assets a marketer must hold to serve reliably, the upstream point at
which the marketer must supply the gas, and the details of marketer compliance. Accordingly,
the Commission issued for comment the Staff Recommended Protocols for Implementing the
Default Capacity Requirement contained in Appendix C to the Reliability Order.?

The Capacity Dedication Working Group agreed on the broad principle that there is a

need to tie pipeline capacity to the markets the capacity currently serves; but the Group was

1 Comments are due 60 days after issuance of the Order and reply comments are due 75 days after issuance.
2 Case 97-G-1380, Order Concerning Assignment of Capacity, issued March 24, 1999, at 7.

2! During the same general time that the Capacity Requirements Working Group was considering these matters,
the Commission, in an effort to ensure that marketers had sufficient capacity for the current winter, adopted a
Staff proposal that marketers serving firm customers have firm, primary point delivery point capacity for the
months of November through March, but allowed an alternative for marketers to have firm secondary point
capacity and to pay the LDC a “standby” charge for backup service. Case 97-G-1380, Order issued August 19,
1999.

22 The deadlines for initial and reply comments are the same as those for the Curtailment Issues. See footnote 19,
supra.
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unable to reach consensus on the means of achieving that goal. In the Reliability Order, the .

Commission reviewed the complexities of this set of issues and concluded that the non-
uniformity of LDC/pipeline contract terms, renewal/cancellation notice dates and the like
“provides an opportunity to approach the transition incrementally, with opportunities for testing
and correction where appropriate” (Reliability Order at 9). Concomitantly, the Commission
observed that “[t]he proper balance among . . . objectives is best explored on an individual
company basis” (ibid.). Among the issues the Commission identified are:

(1) the level of capacity that should be relinquished relative to the

overall level of capacity that the LDC requires, (2) the liquidity of

the hub or trading points that the capacity connects to, (3) the level

of marketer penetration and interest in capacity, (4) the potential

for competition for relinquished capacity, and (5) options for
replacing that capacity should the need arise.

Id. at 9-10.

The Commission stated that it would direct the Office of Hearings and Alternative
Dispute Resolution to “establish a process for examining the capacity issues, including what
capacity requirements should apply and the extent to which capacity availability requirements
are appropriate in the context of the evolving gas market” (id. at 10).

RG&E will, of course, comply with the Reliability Order’s requirements pertaining to the
filing of a Gas Transportation Operating Procedures Manual and corresponding tariff
amendments, and will participate in the comment procedures for the Curtailment Issues and
Default Capacity Requirement. With regard to the remaining capacity issues,' this filing
addresses all of them in the context of RG&E’s plans for dealing with the specific needs of its
service area and the Company’s relationships with marketers and customers.

b. Market Power

Collaborative efforts have not begun regarding the Policy Statement’s charge to

“examine and develop safeguards and monitoring mechanisms for market power issues in natural
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gas markets, particularly in light of the LDCs’ exiting the merchant function” (Policy Statement
at 9). The fact that this element of the collaborative process for generic issues has not progressed
does not present a stumbling block to implementing RG&E’s gas rate and restructuring plans.

RG&E’s traditional dominance of the gas supply market in its service area — a direct
consequence of the long-standing bundled character of the LDC function - began to change
immediately after large-volume transportation-only service was approved in the 1980s. The
Company’s large-volume market, consisting primarily of large industrial and commercial
customers, has grown to the point where annual transportation throughput constitutes
approximately 45 percent of total Company throughput. Very few customers with throughput in
excess of 5,000 dekatherms (“DT") per year remain as retail sales customers. Equally important,
competitive suppliers are making significant inroads into the small-volume, non-residential
market.

In terms of sheer numbers of customers, the residential market represents the greatest
potential for shifting to competitive suppliers. Since the advent of the customer aggregation
program under Service Classification Nos. 5 and 6, and as of the beginning of December 1999,
approximately 7,000 residential customers have converted to alternative suppliers. The pace of
residential migration has been, and continues to be, rapid.

It is reasonable to conclude from the foregoing empirical evidence that development of
the competitive natural gas market in RG&E’s service area is progressing well. There should be
no concern that the Company’s former dominance of the market, as a natural consequence of its
monopoly provision of bundled service, will continue or will have any lasting effect on this open
and rapidly developing market.

Tumning from the existing state of the market to thé Commission’s vision of a market in
which the LDC’s merchant role is nearly or fully supplanted by other suppliers, the focus

becomes: what is necessary for competition? There are, in RG&E’s view, two basic underlying
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assumptions inherent in that inquiry. First, a competitive market is one in which consumer
surplus is maximized. In other words, there exists, by operation of the market itself, the greatest
opportunity for consumers to select from a number of suppliers at prices reflecting meaningful
choice for consumers. The second assumption is that the results of these competitive conditions
for any particula}r supplier are irrelevant to policymakers. That is, the manner in which the
market is opened to competition should not be dependent on the particular circumstances of
potential suppliers.

Simply put, viable competitive markets arise without centralized intervention when
certain conditions exist. The most familiar condition is that “well-behaved” supply and demand
curves adequately describe the behavior of market participants. The text book characterization
of downward sloping curves leads to a stable balance of supply and demand. Effective
competition also requires that there be no persistent lack of relevant knowledge on the part of
suppliers or consumers. Where the potential rewards of participation in the market provide
sufficient incentive for suppliers to invest in ensuring that their prospective customers have such
knowledge, markets will flourish. Other potential barriers, such as lack of trained technical
personnel, hardware and software, and marketing resources, must also be surmountable. These
circumstances are not unique to supplying natural gas. Potential barriers exist in all fields of
endeavor; this is precisely why some firms flourish and others perish. The Company believes
that these issues present no barriers to the introduction of competition in the retail gas
commodity market. Apparently, the Commission shares this view.

Subsidies offered to potential market entrants, however well-intentioned, must be
avoided. Subsidizing the development of a competitive market is an oxymoron; a subsidy
actually hinders competition. While past experience shows that subsidies are all too often
employed as a means of “jump-starting” a market, their ultimate product is mischief. Perhaps

their most pernicious effect is allowing relatively inefficient suppliers to persist in the
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marketplace with the troubling result that consumers are effectively misled into relying on weak
participants and society’s resources are misallocated to the subsidized entity.

Obviously, if the traditional regulated monopoly is replaced by an alternative — most
likely unregulated — monopoly, a competitive market will not thrive. Among the factors that
could lead to a monopoly under such conditions are technological factors whereby the average
cost curve slopes downward over the relevant range of demand, resulting in such economies of
scale that a single supplier, or group of suppliers, could undercut all other competitors.
Similarly, collusive practices among suppliers can lead to restriction of supply in order to raise
prices. Finally, lack of equal access to bottleneck facilities can restrict competitive entry and
expansion. The first two of these factors are addressed by the antitrust laws, which can be
invoked should such circumstances arise. The third factor, equal access to bottleneck facilities,
is already dealt with in RG&E’s tariff for gas transportation service. The Public Service Law
itself also prohibits unduly discriminatory practices.”> In addition, RG&E’s settlement in the
electric Competitive Opportunities Proceeding contains an extensive “Code of Conduct”
governing relations among Company affiliates, as well as between the Company or its affiliates
and third parties involved in the energy supply business.2* The Code applies to gas, as well as to
electric, operations.

These existing safeguards should be sufficient to protect the market from monopolistic
abuse. Their effectiveness can be enhanced, however, by development of a “supplier manual”

incorporating all relevant procedures and other information necessary for participation in the

B See Public Service Law § 65(3).

2 Case 94-E-0952, In the Matter of Competitive Opportunities Reearding Electric Service and Case 96-E-0898,
In the Matter of Rochester Gas and Electric Corporation’s Plans for Electric Rate and Restructuring, Pursuant
to Opinion No. 96-12, Amended and Restated Settlement Agreement dated October 23, 1997, Schedule I. This
Settlement Agreement was approved by the Commission in Opinion No. 98-1, Opinion and Order Adopting
Terms of Settlement Subject to Conditions and Changes, issued January 14, 1998 in Case 96-E-0898.
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market. As noted in Appendix A, RG&E has released the initial portions of its operating manual ’

and further work will proceed as recommended by the Commission.”

If, notwithstanding the existence of the foregoing safeguards, a single supplier or group
of suppliers is able to maintain higher prices than others for the same or similar products and
retain substantial market share, such factors may be symptomatic of excessive market power that
would require stronger remedial action.

RG&E recognizes that consistent policies regarding market power concerns are generally
desirable; and the Company expects that there will be a generic resolution of these questions, as
contemplated in the Policy Statement. At least for the proposed term of this rate and
restructuring plan, however, the existing means of addressing any remaining concerns about
market power should be adequate. The Company does propose a new market monitoring

program, however. This is described in Section VI below.

2. COMMUON ISSUES
a. Provider of Last Resort

In the Policy Statement, the Commission referred to provider of last resort (‘POLR”)
issues as requiring resolution “in conjunction with electric restructuring proceedings” (Policy
Statement at 9). Shortly after the Policy Statement was issued, the consideration of POLR issues
in the electric restructuring proceeding of Orange and Rockland Utilities, Inc. (“O&R” 2 was
expanded by soliciting input from other interested parties, particularly those involved in the gas
industry, on Staff’s position in that proceeding.27 RG&E and other parties having an interest in

POLR issues as they affect the gas business submitted comments and participated in discussions

% See Case 97-G-1380, Order Concerning Reliability, issued December 21, 1999.

% Case 96-E-0900, In the Matter of Orange and Rockland Utilities, Inc.’s Plans for Electric Rate/Restructuring

Pursuant to Opinion No. 96-12 (Unbundled Rates).

Staff’s letter inviting participation was dated November 9, 1998, six days after issuance of the Policy
Statement.

27
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among the parties. To date there has been no resolution of the POLR issues presented in the
O&R case?® and RG&E assumes, for present purposes, that there will be no changes in the
Company’s current legal obligations with respect to this subject. That is not to say that POLR
responsibilities must be handled as they are today. Indeed, the Company’s plan provides for
alternative means of carrying out these responsibilities in a manner consistent with the
Commission’s current vision. In the event that further guidance on POLR issues should become
available during the course of negotiations, RG&E is prepared to address POLR responsibilities
in light of such developments.

b. Other Common Gas/Electric Issues

The Commission also identified, for treatment in conjunction with the electric
proceedings, “a plan to allow competition in . . . areas, such as metering, billing, and information
services” (ibid.). To date, no determination has been made with respect to these issues.
Accordingly, RG&E has not assumed any change in responsibilities with regard to these
activities. In the event that a determination requiring a change in treatment should occur during

the negotiations, the Company will address any such change at that time.

E. IMPLEMENTATION ISSUES

While the major points of the Commission’s vision for the future of the natural gas
industry are clearly stated, the vision raises numerous practical issues that must be resolved in
order to proceed. In this Part, we describe these issues and the Company’s related conclusions.
We have grouped the issues under the four elements of the Commission’s vision that apply

directly to the upcoming Company-specific restructuring negotiations.

2 Separate from the O&R case, however, Staff has undertaken a series of meetings with individual stakeholders
to obtain their views on a variety of issues pertaining to the transition to competition, including the handling of
low-income customers and other customers who are not attractive to competitive marketers, at least under
existing conditions. Staff’s report, entitled “Stakeholders’ Views on Competition: from Transition to the End
State,” was issued on the Commission’s web site on or about December 23, 1999
(http://www.dps.state.ny.us/stakeholder.htm).
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1. COMPETITION AND CUSTOMER CHOICE

The Commission envisions that LDCs should cease selling gas, leading to the
establishment of a “competitive market in gas supply.” Additionally, the Commission believes
that “the regulation of a competitive function should be unnecessary” (Policy Statement at 4).

The current situation, of course, is rather different from the end-state proposed by the
Commission. In particular, most of the natural gas consumed in New York State is sold by the
regulated utilities at regulated prices. In RG&E’s case, in 1999, 62 percent of system throughput
was sold through the regulated business. Due to the great disparity between current
circumstances and the Commission’s vision, legal, economic and contractual issues must be
addressed and resolved before that vision can be implemented.

Proposals to move toward the Commission’s vision must first acknowledge and
accommodate the existing legal framework applicable to LDCs. New York’s utilities are
governed in part by the terms of the Transportation Corporations Law (“TCL”) and the Public
Service Law (“PSL”), which includes the Home Energy Fair Practices Act (“‘HEFPA”).
Franchise agreements also impose certain obligations on the utilities. These laws, and most
franchise agreements, were drafted with no expectation of unbundling or the introduction of
competition; therefore it is unclear how their requirements will be interpreted in ligﬁt of the
Commission’s vision. However, the basic obligations of the utilities appear to be as follows.
First, the TCL appears to require the LDC to provide gas service to all non-residential customers
who request it. HEFPA may require the same for residential customers, and it adds a number of
provisions governing minimum terms and conditions of service for that class of customers.

Utility franchise agreements, arguably, also require the provision of service for all customers
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who meet the requirements for such service. Finally, the PSL requires that utility rates be just
and reasonable, and that rates may not discriminate against similarly situated customers.”

The basic question that needs to be answered is this: Is price deregulation consistent with
the law? The answer to this question requires an affirmative response to each of two sub-
questions. First, can the cost of the merchant function (principally the gas commodity and
upstream capacity portion) be separated from that of the LDC function and subjected to the
market? The answer, subject to the uncertainty of interpretation discussed above, appears to be
yes. There appears to be no statutory impediment to this course. The second sub-question is,
can the LDC’s traditional role with respect to the merchant function be “delegated” to other
suppliers? Again, subject to the aforementioned uncertainty, the answer seems to be yes. These
two inquiries rejoin under the concept of the LDC’s obligation to serve. For the present, at least,
it would appear that, while the LDC retains responsibility to ensure that commodity services are
available to customers within its service territory, the Commission has substantial flexibility,
under the applicable law, to determine how that responsibility is carried out.

A second set of issues flows from simple economic analysis of possible transition
scenarios where a competitive retail market for the natural gas commodity exists alongside a
regulated market for the same product. This situation would produce significant financial risk
for both regulated and competitive suppliers. Consider a situation where customers may switch
without limit between regulated and competitive suppliers. Competitive natural gas prices are

volatile, whereas regulatory pricing rules tend to dampen the impacts of that volatility on

# It is important to recognize that RG&E does not present the foregoing interpretations as definitive, indisputable
constructions of the relevant statutes, case law or franchise obligations. Instead we present these plausible
interpretations to underscore two points. First, implementation of plans that are consistent with the
Commission’s vision may face obstacles in the form of legal requirements established in another era. Second,
proposals to move toward the Commission’s vision must take into account the utility’s fundamental obligations
under the law.
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regulated rates.>® Occasionally, then, adverse market price changes will produce situations
where regulated commodity prices are below prices available from competitive suppliers,
causing customers to flock from competitive suppliers to the regulated merchant. In particularly
extreme circumstances, regulatory authorities could come under political pressure to prevent
regulated prices from fully reflecting increased costs. The resulting artificial price signals would
negatively impact competitive suppliers, since they would lose their customers. Those suppliers
without the financial wherewithal to struggle through the dry spell would be forced to withdraw
from the market. The situation would adversely affect the regulated supplier as well, became it
could be forced to absorb the increased costs. In RG&E’s case, for example, a 10 percent
increase in the city gate cost of gas, if unrecovered, would increase éystem-wide annual costs by
$15 million to $20 million and result in losses for the gas segment of RG&E’s business of

$5 million to $10 million over the course of a year.®' This analysis demonstrates that movement
toward the Commission’s vision of full deregulation of retail prices should be as rapid as
possible in order to quickly eliminate the risks described above.

A third set of issues is related to long-term contracts to which the utilities are parties and
which enable the utilities to meet their basic service obligations. The State’s utilities hold long-
term firm capacity contracts on the upstream pipelines that serve their systems. These contracts
allow for the movement of system supply gas from producing areas to LDC city gates, and for

the seasonal storage of gas supplies. The details regarding RG&E’s capacity contracts are

3 RG&E'’s existing gas cost adjustment rules spread price fluctuations over a twelve-month period.

31 1t should be noted that a regulated price offer has coexisted with a fully competitive market for gas commodity
for the large-volume customer segment since transportation gas was initiated in the mid-1980s, and the
concerns raised above have not been manifest. This is because customers in this segment have not been
required generally to contract for firm capacity at RG&E’s city gate, so the effective difference between
regulated and competitive prices has been sufficient to fully overshadow market price volatility. In order to
ensure continued reliability of supply in the small-volume market, Commission rules require suppliers to such
customers to have firm capacity at the LDC city gate for a portion of the year, so the effective price difference
is not as great. See Case 97-G-1380, Order Concerning Assignment of Capacity, issued March 24, 1999, and
subsequent orders in the same proceeding.
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described fully in Section II of this filing and in the Updated Report (Appendix C hereto). These
arrangements support highly reliable supply for customers taking service at regulated rates.
However, current market prices for this utility-owned capacity are generally less than the
regulated prices that the utility must pay to the pipelines under long-term agreements. Asa
result, when customers migrate to competitive suppliers, utilities are not able to recover

100 percent of the capacity costs they incurred to serve those customers. The difference between
the costs that the utility is obligated to pay and the market price of the capacity is generally
described as “transition costs.” The utilities must be allowed to recover these transition costs so
that they are not punished, in effect, for their historical obligation to serve as the retail merchant.
At the same time, cost recovery must be designed in a way that treats all customers in an

equitable manner.

2. PROVIDER OF LAST RESORT

The Commission intends for the regulated utilities to “continue to be the provider of last
resort for gas service, at least for the short term . . .” (Policy Statement at 5). Clearly, the
Commission’s vision on this score is consistent with the LDCs’ apparent statutory obligations
under the law, as described above. Specifically, LDCs appear to have a statutory obligation to
ensure that service is available within their territories, at just, reasonable and non-discriminatory
rates. For residential customers, certain minimum terms and conditions must be made available.
It also appears that the Commission has substantial flexibility in ensuring that these obligations

are met.

3. RELIABILITY

The Commission articulated its firm view in the Policy Statement that “[n]Jo compromise
in system reliability will be permitted.” In order to achieve that result, the Commission stated its
intention to allow LDCs to “maintain access to sufficient assets . . . to assure proper operation of
the system” and to “impose reasonable requirements on marketers to assure such proper
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operation” (Policy Statement at 5, 6). Currently, RG&E’s system supply and reliability
management operations are closely intertwined. As a result, the maiﬁtenance of adequate
supplies is critical to RG&E’s ability to operate its system reliably. The system supply function
provides the foundation for managing system reliability in four critical dimensions:
(1) managing daily flows into the system; (2) managing hourly flows into the system;
(3) managing flows by delivery point; and (4) ensuring reliable deliveries. These dimensions of
reliability are described below.
a. Managing Daily Flows

RG&E must operate its system to ensure that daily deliveries follow daily load variations.
The Company meets these requirements through a combination of managing daily system supply
deliveries (utilizing both flowing supplies and storage) and through no-notice storage. Both
nominated and no-notice services are critical to the successful management of deliveries. Two
examples illustrate this point.

First, consider a winter day. The utility first forecasts total system load for a given day.
It subtracts planned deliveries from competitive suppliers to determine the amount for which it is
responsible. The utility then determines the amount of gas it would ideally take from no-notice
storage on that day, and nominates volumes under its flowing supply and firm storage contracts
to make up the remaining forecast volume. RG&E's flowing supply contracts fall into two
categories: base load supply and swing supply. Base load supply nominations generally do not
vary from day to day. Swing supply nominations do vary to meet varying demands. On the
actual day of flow, more or less gas will flow from no-notice storage, depending on how actual
load differs from the forecast load. The original plan for the day, of course, must be set to ensure
that no-notice withdrawals stay within the boundaries of the utility’s contract with the no-notice

storage provider. These boundaries ordinarily change as the season progresses. Occasionally,
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intra-day nominations may be necessary to stay within these boundaries, or to fine-tune flows
from storage.

Next, consider a summer day. Again, the process begins with a forecast of load for the
day. The utility then subtracts planned deliveries from competitive suppliers and adds planned
injections into firm and no-notice storage. On the actual day of flow, more or less gas will flow
into no-notice storage, again depending upon the difference between forecast and actual system
demand. The utility must make its original plans so that flows into storage comply with its
storage contract; and again, contractual limits ordinarily change as the season progresses. The
utility may make intra-day nominations in some cases in order to stay within limits or to fine-
tune flows.

These examples illustrate that both nominated supplies and no-notice storage are used to
meet fluctuations in demand. Nominated supplies are varied to meet forecast loads; no-notice
supplies allow management of unplanned variances from the forecast; intra-day nominations
provide a tool for quick response to unexpected variations in load.

Daily swings between transportation gas deliveries and consumption add to the total daily
swings that RG&E must manage. For aggregation loads, suppliers generally provide a flat
monthly amount equal to the expected average daily consumption of their customer groups
during each month. For large-volume loads, suppliers may choose between two options. The
first involves managing their own deliveries so that daily deliveries follow daily loads. No
suppliers have chosen this option to date. The second option involves accepting a daily delivery
quantity from RG&E. Under this approach, RG&E has the option to change the daily delivery

quantity in order to keep the difference between deliveries and consumption within certain
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limits.*? In any event, the utility has the responsibility to manage daily swings for both retail and .

transportation load.

A necessary precondition for the use of swing supply contracts and no-notice storage to
manage daily system loads is the existence of a utility merchant function. Without retail sales
customers, and thus without the supply and capacity resources associated with the merchant
function, RG&E’s management of daily swings would be greatly complicated. For example, if
actual load exceeded forecast load, the utility would have to bring in gas and recover the cost
from competitive suppliers. Such a process could lead to arguments over which supplier was
responsible for how much of the additional gas and over how much the gas cost or should have
cost. In the opposite situation, where actual flows were less than forecast load, the utility would
have to buy gas somewhere upstream of the city gate and get rid of it somehow. This could lead

to arguments over how much gas the utility should buy, from which supplier it should buy and

how much it should pay. Clearly, the system works efficiently today because the utility’s
merchant role allows it to increase or decrease deliveries for its own load so as to follow
increases and decreases in total system load.

Note that the use of no-notice storage alone to manage daily load fluctuations would be
extremely expensive. If RG&E were to depend upon that type of resource only, it would have to
maintain adequate injection and withdrawal capability to meet the maximum expect;ed
difference, positive or negative, between average daily flows and peak and minimum daily flows
throughout the year. Such a strategy would increase RG&E’s no-notice storage costs

dramatically.

32 To date, the Company has not exercised its full rights under the tariff to manage deliveries to the allowed

tolerances.
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b. Managing Hourly Flows

Managing hourly flows into the system is the second critical dimension of system
feliability. RG&E’s system load varies hour by hour. For example, the minimum hourly flow
can be less than 3 percent of the daily flow. The maximum hourly flow can be almost 7 percent
of daily flows. The typical hourly load profile varies with the magnitude of the demand placed
upon the system. During high load conditions, when spaceheating equipment makes up a huge
share of the load, the hourly profile is generally flatter than during low- to medium-load
conditions when process use makes up a larger share of the load.

RG&E depends upon the upstream pipelines serving the system to meet hourly variations
in load. This is because RG&E has no on-system storage capability, and little ability to use
“line-pack” for this purpose. Pipeline operating constraints vary. For instance, the Empire State
Pipeline, one of two pipelines serving the Company, restricts hourly flows to a maximum of
5 percent of daily flows except when greater amounts are specifically authorized. Currently, no
such limits exist on the CNGT system, the other pipeline to which the Company is connected; so
hourly load variations in excess of 5 percent are generally provided for through deliveries on that
system®>. The key point is that, at present, RG&E holds city gate capacity contracts that support
hourly load variations on its system.

Of course, RG&E holds these contracts in order to fulfill its merchant obligations. As
this role shrinks in accordance with the Commission’s vision, the Company’s contract holdings
will — ideally — also shrink. In that environment, competitive suppliers serving the system will

have to take on contracts that support hourly load variations.

3 CNGT has recently proposed hourly flow limits for firm transportation service. This could require the
Company to change its operating procedures.
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c. Managing Flows by Delivery Point

Delivery point constraints are the third dimension of system reliability. In RG&E’s case,
the Rochester district, which makes up the bulk of the system, is supplied through two city gates.
The Caledonia city gate is the Company’s connection to the CNGT system. The Mendon city
gate connects RG&E with Empire. Together, these two city gates serve 95 percent of the system
load. In addition, a back-up connection with CNGT exists at Tyre, although this city gate is
rarely used. Service of the Pavilion district represents roughly 5 percent of total system load;
this district is not physically connected with the rest of RG&E’s distribution system and is served-
through a number of connections with CNGT.

As more fully described in Appendix J, neither the Caledonia nor the Mendon city gate is
individually capable of supplying peak loads in the Rochester district. Both are needed to serve

the system reliably. The degree to which the system can depend upon one city gate or the other

varies with load conditions. In general, higher loads mean that a smaller percentage of system
demand can be served through Mendon, and, during peak load conditions, supplies must flow
through both city gates. Prior to November 1999, the Company managed these constraints with
no interaction with competitive suppliers. Recognizing that transportation gas loads had grown
to the point where that approach was becoming increasingly risky and potentially costly, in
November, 1999, the Company instituted a seasonal planning process and proposed a surcharge
to share the burden of managing delivery point constraints with marketers. The surcharge is

currently under consideration by the Commission.>* The seasonal planning process is in place.

34 Case 99-G-1468, Ordinary Tariff Filing of Rochester Gas and Electric Corporation to Implement a Seasonal

Planning Process Ensure System Reliability. The Company made its initial filing on October 22, 1999. On
November 16, 1999, RG&E agreed to postpone its implementation.
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In any event, even the newly implemented process calls for the Company to shift its
system supply gas from one gate to the other if daily operating conditions so require. Obviously,
this system will not work if the Company has no system supply obligations. As the Company’s

merchant role shrinks, competitive suppliers must become responsible for meeting delivery point

constraints.

d. Ensuring Reliable Deliveries

The fourth dimension of reliability is ensuring reliable deliveries. RG&E’s system load
is used primarily for spaceheating purposes. About 75 percent of retail throughput flows to
residential spaceheating customers on an annual basis. Much of the remaining retail throughput,
and a substantial share of transportation throughput, is used for spaceheating purposes as well.
The Company serves very few dual fuel customers and serves no explicitly interruptible load.
Curtailment, of course, would be an extremely undesirable event, both due to the cost,
inconvenience and hazards associated with interruption of gas service, and due to the cost of
restarting the system after the event. Therefore, reliability of upstream supply is critically
important. Given current regional load patterns, peak loads occur in the winter and planning for
the winter peak is of the highest priority. In the future, if current plans come to fruition, a
substantial amount of gas-fired generating capacity will be in place in the State and summer
capacity planning could become equally critical.

RG&E provides for a continuously reliable suppiy of gas through its firm contracts with
upstream pipelines and firm gas sﬁpply contracts. The PSC recently adopted a requirement that
marketers serving aggregation and human needs load within the state contract for sufficient firm,
primary city gate capacity during five winter months to meet the peak requirements of load they

serve.”> No matter what the future holds in terms of load patterns, if RG&E is to exit the

3% See footnote 32, supra.
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regulated merchant function, competitive suppliers must take on the responsibility for ‘

continuously serving firm loads.
e. Conclusions Concerning Reliability

In order to manage each of the four dimensions of reliability described above, RG&E
makes use of assets and capabilities directly associated with its role as a gas commodity
merchant. If RG&E is to shed that role, an entirely different regime for managing deliveries of
gas into the system will be necessary in order to maintain reliability. The Company believes that
new procedures should be implemented as soon as possible, so as to provide an adequate testing
period for the refinement of new systems and approaches. RG&E’s proposals for phasing in the
necessary changes are presented later in this document.

4, CUSTOMER EDUCATION

The Commission has concluded that “[e]nhanced customer education is needed to

facilitate the transition to 2 competitive market.” The Policy Statement goes on to state that
“LDCs must provide customer education as long as they are in the merchant business” (Policy
Statement at 6.)

RG&E has long been active in educating customers about all aspects of its business,
including the retail access program. With respect to natural gas choice, large-volume gas
customers were given the opportunity to choose suppliers starting in 1985, and by 1996 virtually
all eligible customers had chosen to switch. Customer education during this period was
supported by one-on-one contacts between eligible customers and their RG&E marketing
representatives and was driven by the marketing efforts of the unregulated gas suppliers. Retail
choice was made available for all gas customers beginning in November, 1996,%¢ and the

Company’s information programs entered a new phase at that time. The Company prepared a

36 Migration to the small-volume transportation program was limited to specified consumption caps, but all

customer classes were eligible to participate.
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generic gas choice booklet in cooperation with Staff and delivered it to all RG&E gas customers.
The Company prepared and distributed supporting news announcements, bill inserts, and
Solutions Page articles.”” The Commission approved changes to RG&E’s large-volume
transportation program at the same time, and the Company invited all affected customers to
attend one of a series of orientation sessions dedicated to describing new program features. The
Company held orientation sessions for marketers as well prior to the implementation of the
program changes.

Retail choice for electric service began in February 1998 with the introduction of the
“Dairylea” retail access pilot program and expanded in July 1998 with the introduction of
RG&E’s full-scale program. Prior to implementation, the Company undertook many of the same
informational activitieé that it utilized to educate the public regarding gas retail choice: news
announcements, bill inserts and Solutions Page articles. To supplement these activities and place
the introduction of choice in the larger context of industry restructuring, RG&E produced two
detailed videos that were used in public presentations and aired on public access television®® and
carried out a television and radio advertising campaign. In addition, the Company carried out
two orientation sessions for potential energy service retailers in which it described the
operational details of the program. To date, the Company, through the Community Relations
team, has conducted nearly 150 community presentations in response to public interest in
obtaining information about choice. In addition, choice is included in the Company’s overall

portfolio of presentation topics. RG&E has also developed an E-Choice Fact Kit. It is mailed

37 The Solutions Page is a full-page, paid advertisement that appears monthly in local newspapers. The Solutions
Page provides information about services and programs that the Company offers. The Company also publishes
a Spanish-language version, knows as Soluciones.

3% One of the videos was produced before the Competitive Opportunities Settlement (in Case 96-E-0898, In the
Matter of Rochester Gas and Electric Corporation’s Plans for Electric Rate/Restructuring Pursuant to Opinion
No. 96-12) was signed in 1997 and, therefore, focused on the fundamental issues that led to industry
restructuring efforts.
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directly to customers who call for information regarding retail choice, and it is also available via
the Company’s web site.

The results of these efforts have been impressive. RG&E’s recent retail customer surveys
included questions related to awareness of competitive retail service. The most recent results,
from November 1999, show that 78 percent of residential customers in our service territory say
they have seen or heard about electric energy choice from RG&E. That is up from the
58 percent awareness number found in the summer survey just six months earlier. Of those who
have heard about it, nearly 40 percent say they understand choice clearly, based on what they
have heard from RG&E.

The same questions were asked in the survey with regard to awareness of gas choice. In
the November 1999 survey, 67 percent said they were aware of gas choice. That is up from
52 percent in the survey conducted just six months earlier. These increases are attributable
chiefly to an intensified paid advertising campaign in the fourth quarter of 1999, where one
60-second radio spot and two 30-second TV spots were run. This conclusion is further supported
by the survey result that showed that residential customer recall of seeing and hearing any
RG&E advertising went from 47 percent in the summer to 57 percent in late 1999.

Clearly, RG&E’s customer education efforts to date have been effective in preparing

customers for the advent of retail access. Specific proposals to add to these efforts are described

later in this document.

F. GOALS

Before embarking upon a description of RG&E’s proposals, it is appropriate to describe
the goals that the Company considered while crafting its plans. Obviously, the primary goal is to
comply with the Commission’s Policy Statement. Given the vision articulated in that document,

the Company has used the following specific goals and constraints as a guide.
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1. End retail price regulation as comprehensively, quickly and thoroughly as
possible. This is clearly the primary outcome sought by the Commission. And,
for the reasons set forth above, a mixed system of regulated pricing alongside a
competitive, unregulated market is untenable in the long run. Quick action to
progress as far as possible toward the end state is clearly the best approach.

2. Maintain system safety and reliability. While the Commission’s Policy
Statement clearly seeks change in some fundamental aspects of the gas business,
it is equally clear in demanding that no degradation of safety or reliability be
allowed to occur.

3. Keep regulated rates as low as possible, consistent with maintaining the utility’s
ability to provide safe and reliable service and to attract capital. The Policy
Statement requires utilities to submit a rate plan with their restructuring plan. As
it always has, the Company seeks to serve its community as efficiently as possible
and with the highest possible levels of service quality.

As further guidance in the development of its proposals, the Company has adhered to the

following principles.

1.

G.

Eliminate subsidies between customer groups where possible, and do not create new
subsidies. This is a long-standing and well-accepted regulatory priority, and the Company
has found that even short-term deviations from this principle can lead to recalcitrant
problems later on.

Ensure that the end result provides RG&E with an opportunity to profit from the energy
business in which it has participated for over 150 years. This clearly is consistent with
RG&E’s business strategy. Adherence to this principle also will provide for a stable long-
term solution to the problems of transitioning to a more competitive marketplace.

Limit the proposal to just those items identified as necessary by the Commission.. Clearly,
the Commission has set before RG&E and the other interested parties a daunting and
complex task: that of overhauling a business that has functioned as a vertically integrated
regulated monopoly for most of the past century. Expanding the scope of the task beyond
those boundaries will at least delay the achievement of the Commission’s vision, and may
prevent the achievement of that vision at all. The Company believes that a singular focus on
the issues identified by the Commission as necessary to achieve its aims is by far the best
way to reach a successful result.

SUMMARY OF PROPOSALS

In this Part, the Company presents a brief summary of its proposals. These are fully

described in the following Sections of this document. In addition, for the convenience of

interested parties, Appendix B contains a summary matrix describing this material. The

Company notes that its proposals are intended to be a starting point for negotiations. RG&E is
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willing to work with good-faith counter-proposals from all interested parties. The Company
further notes that many details remain to be worked out prior to implementation of some aspects
of this proposal. The Company believes that such detail will be developed most effectively
through an exchange of ideas in good-faith negotiations.

Section II and Appendix C present the Company’s proposals regarding minimizing new
capacity contracts and mitigating and managing potential stranded capacity costs. The Section
describes the Company’s current portfolio, quantifies the value of that portfolio, and presents the
Company’s long-term strategy for supporting the transition to a competitive retail market. As set
forth below, RG&E finds that the ideal state would be one in which it reduces — and, if possible,
eliminates — capacity commitments upstream of the city gate, and purchases all gas required for
system supply at the city gate. This approach minimizes the risk of future stranded capacity
costs. The proposed strategy to bring about this state is comprised of three prongs, each of
which is under way. First, the Company has begun negotiations with the pipelines that provide
transportation and storage services to it, with a view towards reducing costs and capacity
commitments in a mutually agreeable manner. Second, the Company has initiated an “open
season,” offering its current capacity holdings to interested parties. Bidders are free to express
interest in all or any subset of the Company’s holdings. Third, the Company has issued a
Request for Proposals for the packaging of supply and capacity into a market service for the
Company’s retail load. Successful bidders would take assignment of a share of the Company’s
remaining capacity holdings proportional to the retail load they agree to serve. Compensation
would be in the form of dollars paid for gas delivered at the city gate. Section II and Appendix C
present a complete description of each prong and provides an update regarding the current status

of activities for each.
Section III presents the Company’s rate plan. This plan is based upon data available

immediately prior to the preparation of this document; limited updates may be provided later
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during negotiations. In general, as presented in Section III and in Appendix D, the Company
expects revenues to be inadequate over the forecast period (July, 2000 through June, 2002) to
provide an acceptable rate of return on equity. Appendix E provides the Company’s analysis of
the required return on equity. The Company proposes to address appropriate rate levels in the
context of the upcoming negotiations, where the inter-relationship of all aspects of the proposal
will be balanced. To the extent that an agreement reached in this proceeding commits the
Company to increase expenditures on any aspect of its regulated gas business, it will seek
additional revenues to fund those cost increases. The Company further proposes to adopt for the
ga§ business mandate and catastrophic event protection similar to that adopted in the Company’s
electric Competitive Opportunities Settlement.

Section IV presents a plan to further unbundle rates. It describes a three- to five-year rate
design strategy and provides specific proposals to initiate implementation of that strategy.
Specifically, the Company seeks to increase monthly minimum charges, roll gas costs out of base
rates, and revise the gas adjustment clause in limited ways consistent with the Commission’s
latest Order on the subject. The Company proposes to continue to recover transition costs as it
does currently, until such time as retail prices are fully deregulated. At that time, the Company
proposes to switch to a uniform surcharge on all post-November 1, 1996 transportation load.
This surcharge would be designed to recover all remaining capacity costs over a reasonable
period of time, and would cease when those costs are fully recovered. The Company does not
propose a specific retailing backout credit at this time, recognizing that the level of the credit
must depend upon agreements reached with respect to the nature of the retail access program and
the future of regulated commodity service. The Company also proposes to adjust balancing
charges in a manner consistent with its proposals for improved balancing services. The level of
those charges cannot be calculated at the present time, however, due to the unresolved status of

CNGT'’s filing with the Federal Energy Regulatory Commission (“FERC”) to implement new
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services for marketers serving retail loads. Appendix F presents customer bill impacts.
Appendix G provides a marginal customer cost study relevant to the Company’s proposal to
revise the monthly minimum charges. The Company plans to supplement this filing with a
revised embedded gas cost study as well.

Section V presents the Company’s customer education plan. It describes the goals
motivating the design of the program, and presents related strategic guidelines. The Company
proposes to continue to measure customer awareness of gas choice, as well as understanding of
gas choice, and to use the results of this measurement program to evaluate the effectiveness of its
customer education efforts. The Company proposes to utilize customer focus groups and
RG&E/marketer forums to guide the development of content for the education program, and to
utilize a variety of tested and proven delivery methods. RG&E also proposes to submit to Staff
an annual customer education report to be developed in cooperation with marketers operating in
the Company’s service territory.

Section VI presents the Company’s proposals to facilitate the development of a
competitive market. It is divided into five subdivisions. The first deals with the nature of
distribution service. It describes the differences between electric and gas distribution service,
and differences in services provided to large-volume and small-volume gas customers. While
the Company believes that customers will be best served by the implementation of the single-
retailer model for gas distribution service, it recognizes that the Commission is considering the
issue on a generic basis through its inquiry on retail access billing practices.’® Rather than make
a proposal in this proceeding which may conflict with a generic ruling later on, and in order to
avoid introducing an additional level of complexity into the forthcoming negotiations, the

Company will not propose to implement the single retailer model at this time. However, the

3 Case 99-M-0631, In the Matter of Customer Billing Arrangements.
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Company does propose to address certain flaws and inconsistencies in its current transportation
gas tariff. In summary, the Company proposes to create an explicit tariff-based relationship
between all competitive suppliers and the Company. The Company further proposes that
balancing charges be imposed on suppliers and not on retail customers, and that operating details
be moved to a supplier operating manual. The proposed changes are described below and
summarized in matrix form in Appendix H.

The second subdivision of Section VI deals with the management of transportation gas
deliveries to RG&E’s system. As noted above, a new regime for managing deliveries is
necessary to allow for the LDC to exit the merchant function. RG&E’s proposed end state
would require that competitive suppliers forecast their own load for each gas day, make intra-day
nominations as necessary to ensure that system integrity is maintained in the face of unexpected
load changes, participate in a seasonal planning process to ensure that delivery point
requirements are met, ensure that nominations are within limits for each delivery point on a daily
basis, arrange for delivery contracts that support expected hourly load variations for their
customer groups, and contract for CNGT’s CSC service or its equivalent in order to manage
daily load variations. RG&E’s proposals to phase in this new regime are presented below, and in
summary form in Appendix I. Appendix J provides details regarding delivery point constraints.

The third subdivision of Section VI presents RG&E’s proposals regarding it-s interactions
with gas marketers supplying load on its system. The Commission recently issued the
“Reliability Communications Working Group Report” in Case 97-G-1380, and encouraged the
utilities to adopt communications protocols dealing with the issues identified in that report. The
Company has developed a proposed communications protocol; it is included as Appendix K and
is described below. In addition, the Commission has ordered the utilities to develop and

distribute supplier operating manuals, governing the day-to-day operating practices necessary for
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successful retail access programs. The Company has already promulgated the initial sections of ‘

its operating manual, as described in Appendix A.

The fourth subdivision of Section VI provides the Company’s proposal for full
deregulation of retail commodity prices. Of course, the Company’s rates for transportation
service would continue to be regulated as they are today. The Company proposes a target date of
May 2002, for deregulation of retail prices for all customer segments, assuming that the end state
for managing deliveries of gas into the system will not be implemented prior to that time. The
Company proposes to structurally separate its retailing functions from its distribution function at
that time, and to apply at that time the standards of conduct pertaining to affiliate relationships
adopted by the Commission in the Competitive Opportunities Settlement. RG&E proposes that
upstream assets that have not been shed as a result of the capacity cost mitigation plan presented

in Section II and Appendix C continue to be the responsibility of the regulated distribution

company. Its affiliate will be treated like any other competitive supplier for the purposes of
capacity release or other sales of capacity. The Company proposes, in addition, that a market
monitoring plan be adopted by the Commission, and that the Commission further adopt certain
procedures for resolving complaints regarding alleged exercise of market power.

The fifth subdivision of Section VI presents the Company’s proposals with respect to its
obligation to provide service. Regarding residential service, the Company proposes to solicit
bids from qualified competitive suppliers to provide services to all who request it under the terms
and conditions of the applicable law. The supplier would charge the customers it serves fixed or
indexed rates for unbundled services, and the Company would contribute an additional amount to
cover the incremental costs related to that service. The Company would collect the subsidy

amount through rates for distribution service. Regarding non-residential service, the Company

proposes to solicit bids from qualified suppliers that are willing to provide commodity service to

such customers. Bidders would be free to propose reasonable customer segments, within which
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pricing would be uniform. Bidders would also be free to propose other uniformly applied,
reasonable terms and conditions of service. In this case, the bidders would depend entirely on
revenues from their retail customers; the Company would provide no additional funds. While
not required by the law, the Company proposes to continue its existing low-income assistance
program, with some improvements. The cost of the program would be collected through a

surcharge on all throughput. Appendix L provides details regarding this program.

R369546.1
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SECTION
II
CAPACITY COST MITIGATION

The first two of the six substantive issues required to be addressed in filings
pursuant to the Policy Statement pertain to the control of capacity costs: a “strategy to
hold new capacity contracts to a minimum”; and a “quantification of potential stranded
costs and a plan to mitigate and manage them” (Policy Statement at 8). The avoidance of
new contractual obligations for upstream capacity, a determination of the Company’s
potential exposure to stranded costs, and a strategy to mitigate and manage such costs
were at the heart of the Capacity Report submitted to Staff on November 29, 1999. That
Report constitutes an in-depth review of RG&E’s entire capacity situation and, as such,
provides greater detail on this subject than otherwise would appear to be required by the
Policy Statement. In complying with the requirements set forth in the Proposal, however,
RG&E considered such depth important to a full appreciation of the Company’s unique
circumstances. Likewise, the Company contemplated that the update to the Capacity
Report to be included in this filing would provide a similar level of detail as to RG&E’s
capacity circumstances.

Accordingly, to fulfill the requirements of the Policy Statement and the Proposal,
RG&E is including, as Appendix C to this filing, the updated version of the Capacity
Report (the “Updated Report™). In addition to updating the information provided to Staff
in the original November 29, 1999 Report and the two supplements thereto, the text of
the Updated Report has been modified to remove commercially sensitive information
contained in the initial version that necessitated treatment of the original and

supplemental submissions as trade secrets under the Commission’s regulations.’

! See 16 NYCRR §§ 6-1.3, 6-1.4.
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Although RG&E is cognizant of the desire of the Commission and various parties to .
make public as much information as possible on this subject, it is importaht that sensitive
commercial terms and strategies ultimately intended to operate to the benefit of
customers not be compromised by disclosure. The need for trade secret treatment 1s all
the more critical in these circumstances where RG&E is actively engaged in seeking to
market surplus capacity and to negotiate with pipelines.
As Staff is already aware, and as first-time readers of the Updated Report will
readily become aware, RG&E is continuously pursuing the strategies and actions
identified in that Report. Accordingly, the Company anticipates providing further
updates to this Report as significant developments occur, just as the Company did in the

two Supplements that followed the November 29, 1999 initial submission.

One further point regarding confidentiality warrants mention. The original and updated versions of the Capacity
Report refer to and append excerpts from the March 4, 1999 Upstream Capacity Study that the Company
presented during settlement negotiations. As pointed out in the updated Report (see Report at 5, footnote 9),
although RG&E has waived the confidentiality of the excerpts from the Upstream Capacity Study as a settlement
document subject to the Commission’s regulations governing settlements (16 NYCRR § 3.9), the Company does
not waive the right to request trade secret status for the contents of the Capacity Study in accordance with the
Commission’s Trade Secret Regulations. (16 NYCRR §§ 6-103, 6-1.4)

R370203.1
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SECTION
III

LONG TERM RATE PLAN

The Commission’s Policy Statement requires that, in preparation for negotiations, LDCs
address, among other things, a long term rate plan with a goal of reducing or freezing rates
(Policy Statement at 8). As noted in Section I, the Company’s rates for distribution service have

been frozen for more than five and a half years.

A. REVENUE REQUIREMENTS

The Company has prepared and is presenting in this proposal a two-year rate plan.
Appendix D reflects the development of revenue requirements for the forecasted rate years
ending on June 30, 2001 and June 30, 2002, respectively. Appendix D has been prepared in a
manner consistent with the “Commission Guidelines Regarding the Support for Rate Proposals
and Unbundling Under the Gas Policy Statement” as attached to the Commission’s Order
Clarifying Gas Policy Statement, issued April 1, 1999 in Case 97-G-1380.

Appendix D consists of 7 pages and is organized a format similar to the Gas Income
Statement and Rate of Return exhibits presented by the Company in prior regulatory filings as
follows:

Pages 1 and 1a. Income Statement and Rate of Return
Page 2. Expenses

Page 3. Amortizations and Book Depreciation

Page 4. Taxes, Other than Income

Page 5. Federal Income Taxes

Page 6. Average Rate Base
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Each of the aforementioned phges, which will be discussed later in this Section, is .
organized in a similar manner. Descriptions of the various line items are contained in the far-left
column on each page, followed by columns displaying both adjustments and the forecasted rate
year data. Moving from left to right, the first column, labeled “Test Year End Dec. 31, 1999”
reflects the actual historical data for the twelve-month period ending on December 31, 1999.

The next column displays adjustments that were made to normalize the historical test period.
The column labeled “Proforma. Dec. 31, 1999 reflects the normalized December 1999 results.

The reiﬁaining columns display adjustments and rate year data for the forecasted rate
years ending on June 30, 2001 and June 30, 2002, respectively. The rate years were developed
under traditional cost of service rate making principles showing the revenue requirements
necessary to produce a fair and reasonable rate of return for the Company’s Gas Operations.

Descriptions of the adjustments reflected on the aforementioned pages are contained in

the footnotes. Additional information, calculations and related documentation can be found in
the Company’s workpapers.

In addition to the footnotes describing the various adjustments contained in Appendix D,
an overview of the major cost components follows to facilitate an understanding of the

methodology employed to develop the revenue requirements.

1. REVENUE FORECAST

Consistent with past practice, the Gas Revenue Forecast was developed by using a multi-

step process as follows:
a. For Retail and SC 5 Forecasted Sales

The forecasted rate year sales were developed by averaging two prior year actuals and

normalizing those to the rate year’s normal heating degree days (“HDD”). For example, the

normal for December 2000 is 901 HDDs (based on the average number of consumption days for .
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that billing period). Therefore, December 1997 and December 1998 actuals were averaged; then
a baseload (the average of August 1997 and August 1999) was subtracted. The result is a heating
load that is then divided by the actual heating degree days (the average of December 1997 and
December 1998). This results in a heat load per HDD. This heat load per HDD is then
multiplied by the normal HDD (901) for December 2000, resulting in the projected heat load for
December 2000. The baseload is then added back to the heat load, resulting in the forecasted
December 2000 load. This methodology was used for each month of the forecasted rate years.

b. For SC 3 Forecasted Sales
Rate year sales were forecasted using the actual metered loads recorded for October 1998

through September 1999. On a calendar month basis, baseload (the smallest throughput month
for that 12 month period) is subtracted from the actual load for a given month, resulting in that
month’s heat load. This value is divided by the actual HDDs for that month resulting in a heat
load per HDD value. The heat load per HDD value is multiplied by the normal HDDs for that
calendar month and the baseload is added back. This results in the forecasted load for that
month. Explicit adjustments were made for known changes in major customer loads.

c. Normalized Margins Per Therm Were Calculated By Restating The

Actual 1999 Margins To Eliminate The Effect Of Weather. To Do
This, The Following Steps Were Followed:

e Normalized 1999 sales were calculated, using the same methodology that was used for the
forecasted rate year sales with the exception that actual 1999 sales were used (i.e., no prior
year averaging was used).

e The average normal use per customer, by customer class, was calculated.

o The margin rate per therm from the rate block corresponding to the average normal
consumption per bill for each customer class was applied to the sales variance (normal minus

actual) to calculate the adjustment to the actual margin.
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e The adjustment was added to the actual margin to calculate normalized margin.
e Normalized margins for the year divided by normal sales for the year results in the
normalized margin per therm.
e This amount was applied to forecasted sales to develop forecasted margins.
d. Applicable Gas Cost Adjustment (“GCA”) Rates, Transportation

Rate Adjustments And Revenue Tax Rates Were Applied To Develop
Rate Year Revenues.

All revenues are based upon current service classifications and current rates.
Miscellaneous revenues are based upon the adjusted base period revenues and held constant
throughout the forecast period. SC No. 2 — Gas Lighting Service revenues are included in
miscellaneous revenues. The GCA mechanism reflects full recovery of purchased gas costs.
Consistent with full recovery of purchased gas costs, deferred fuel expense is assumed to be zero
in the forecasted rate years.

The supporting calculations and underlying assumptions are contained in the Company’s
workpapers.

2. EXPENSE FORECAST

Operation and Maintenance expenses, excluding fuel, were extracted, by cost category,
from the General Ledger for the 12-month period ending on December 31, 1999. Common
expenses for Class 5 (Customer Accounts Expenses) and Class 7 (Administrative and General
Expenses) were allocated to gas operations by applying allocation factors of 48 and 35.6 percent
respectively. Adjustments made to normalize the historic test period are contained in the
footnotes to Appendix D.

Calendar Year 2000 operating expenses were developed from the Company’s operating

budget for that period. The basic steps in the preparation of the operating budget are as follows:
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e Corporate guidelines for budget preparation were first distributed to department managers
and their budget staff.

o The resulting departmental budgets were gathered and consolidated by corporate accounting
staff.

e The consolidated budget was compared to corporate and business segment goals.

o Senior management reviewed the consolidated budget and decided on necessary changes.

e The resulting management-recommended budget was presented to the Board of Directors for
its approval.

e Department managers and their budget staff compared the Board-approved budget to historic
expenses by cost category, and identified normalization and activity-level changes.

Forecasted rate year expenses, for the most part, were then developed by applying
projected GDP chained price escalation factors to the year 2000 operating forecast. Payroll
expenses were developed by applying a 3 percent per year wage increment offset by a 1 percent
per year productivity adjustment. Class 5 and Class 7 payroll expenses were allocated using
allocation ratios from the historic test year.

Uncollectible expense was forecasted using a three-year average for the years 1996, 1997
and 1998. Pension credits are expected to be approximately $17 million in the year 2000. The
forecasted rate year amounts for pension credits were developed by using a three-year average of
1998, 1999 and projected 2000 pension credits.

Fuel expense, labeled “Purchased Gas Cost” reflects the cost of existing upstream
pipeline transportation and storage contracts and commodity pricing based upon a December
1999 NYMEX forward price forecast. A number of upstream transportation and storage service

contracts are expected to expire during the forecast period. The forecast assumes that all
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upstream transportation and storage contracts that expire will be replaced with supplies .

purchased in the market-area or at the city gate, and that the Company will recontract for a
portion of the CNG storage assets it currently holds.

3. AMORTIZATIONS AND BOOK DEPRECIATION

Base period amortization expense has been normalized to remove those items that will no
longer be amortized subsequent to the end of the base period. The forecasted rate years reflect
amortization expense for the recovery of costs relating to FASB 112, which will become fully
amortized as of June 30, 2001, and the passback to customers of the gas portion of the proceeds
received from the 1999 Contractor Settlement.

Book depreciation expense was developed using the newly developed composite accrual
rates resulting from the Company’s Depreciation Study. This study is included in the

Company’s workpapers.

The depreciation study consists of both an actuarial life study and a salvage study. The
actuarial life study is a study of historical retirement experience and an evaluation of the
applicability of this experience to future retirements. The actuarial life analysis addresses the
determination of average service lives of each utility plant account.

The salvage study was based on historical gross salvage and cost of removal experience
as it relates to the original cost of property retired. Data were analyzed by account to determine
the gross salvage rate, cost of removal rate and net salvage rates.

Finally, an evaluation of the life analysis and salvage analysis as they relate to current
utility property and future requirements was performed. This evaluation produced the applicable
depreciation accrual rates for existing and future gas and common utility plant.

Composite depreciation accrual rates, retirement factors and net salvage factors

developed in the Depreciation Study, along with the forecasted plant additions were used to
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determine book depreciation expense in the forecasted rate years. A further discussion of the
calculations, as they relate to net utility plant, can be found later in this filing.

4. TAXES, OTHER THAN INCOME

The forecasted rate year Local, State and Other taxes were developed in the same manner
and utilized the same escalation rates as operation and maintenance expenses. Consistent with
payroll expense, a 1 percent productivity adjustment was applied to the forecasted rate year

payroll taxes.

S. FEDERAL INCOME TAXES

Federal income tax expense was developed by applying the 35 percent Federal Income
Tax rate to the pre-tax operating income resulting from the aforementioned items, giving
recognition to the forecasted capital structure and other forecasted tax adjustments that have

specific revenue requirement effects.

6. AVERAGE RATE BASE

Average rate base was developed by first determining Net Plant for each of the forecasted
rate years. Net plant is the sum of the average balances for the various functional sub-groups
which include Gas Production, Distribution and General and includes the portion of Common

Structures, Transportation and Other that are allocated to the Company’s Gas Operations.

Each of the aforementioned functional areas was developed individually starting with the
beginning of period balances, as of December 31, 1999, for both plant and reserve. Retirement
factors, composite depreciation accrual rates and net salvage factors from the Depreciation Study
were used, along with the forecasted plant additions to project the impact on both plant and
reserve balances. This methodology is consistent with that employed in the Company’s prior

regulatory filings and the supporting documentation can be found in the Company’s workpapers.
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With the exception of Gas Storage, which was forecasted separately, the Working Capital .

components were held flat at base period levels throughout the forecast period. Gas storage

working capital reflects forecast storage inventory and commodity prices.

Finally, the actual and forecasted rate base reductions for deferred investment tax credits
and deferred income taxes and amortization items have been reflected, where applicable, in a

manner consistent with the income statement presentation.

7. - COST OF CAPITAL

The calculation of each component of average capitalization and the associated cost of
capital for each rate year, along with assumptions and supporting documentation, are located in
the workpapers. Development of the average common equity for each rate year reflects the

operations of RG&E and excludes the operations of any other subsidiaries of RGS Energy

Group, Inc. The calculation of the indicated cost of capital for the rate year uses a common
equity cost of 11.75 percent. This is the mid-range of the return on common equity as
recommended by Robert Rosenberg in his report, “Report on the Determination of the Cost of
Common Equity,” which was prepared on the Company’s behalf. This report is included as

Appendix E.

The Company’s proposed return on equity reflects the risks inherent in undertaking the
transformation of its business proposed by the Commission. Implementation of the goals
outlined in the Policy Statement will bring about fundamental changes in the way RG&E does
business. These changes will create new risks. The Company must manage these changes and
risks in a way that does not weaken the Company’s financial performance, does not negatively

impact the safety and reliability of the distribution system, maintains customer satisfaction and

provides for a reasonable transition to a more competitive marketplace.
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More specifically, the Company is faced with the following types of risks and
uncertainties:

1. Traditional business risks will continue to exist, such as inflation, and economic
cycles within the service territory, as well as within the broader economy. In particular, RG&E’s
service territory continues to be dependent upon the economic fortunes of specific, major
employers such as the Eastman Kodak Company and Xerox Corporation.

2. RG&E must continue current reliability and maintenance programs, and perhaps
even expand them, if necessary to ensure safety and reliability and meet all regulatory
obligations.

3. The sheer complexity of the business process changes necessary to implement the
Commission’s vision creates a set of risks that can barely be imagined. Many fundamental
operations managed by the Company will have to change to provide for a deregulated
commodity market -- from billing, to provision of services as required under the law, to
managing system reliability. Related Commission initiatives, such as its consideration of
competitive metering, customer billing, uniform business practices, and electronic data
interchange can raise costs in unexpected ways. While the Company proposes to defer and
recover mandated costs and competition implementation costs as described below, it is probably
impossible to create adequate protection given the complex and inter-related nature of possible

changes.
B. REVENUE REQUIREMENT PROPOSAL

1. NEGOTIATION

Based on the revenue requirements analysis presented, the Company expects revenues to

be insufficient during the forecast period to provide an acceptable return on equity. Specifically,
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the revenue requirements projection supports a revenue increase of $14.2 million (5.4 percent) ‘

for the rate year ending June 30, 2001, and a revenue increase of $4.0 million (1.6 percent) for
the rate year ending June 30, 2002. The magnitude of a revenue increase will depend on the
resolution of all the issues presented in this proposal. Therefore, the Company proposes to
address appropriate rate levels through the course of negotiations, recognizing that revenue
requirements are inextricably connected to every other aspect of this proposal.

2. MANDATE, CATASTROPHIC EVENT, COMPETITION
IMPLEMENTATION COSTS

In the event one or more mandates' is implemented, or one or more catastrophic events®
occurs during the term of this agreement, the Company proposes that the cost impact of any
individual mandate or any individual catastrophic event be entitled to deferral treatment. That is,

RG&E shall be entitled to defer the entire amount attributable to such mandates and catastrophic

events and to recover or pass back such amount as soon as possible. In addition, the Company
proposes to allow for deferral and recovery as soon as possible, the entire amounts associated

with competition implementation costs.>

A “mandate” shall mean (a) any governmental action, including changes in laws and regulations (including
tax laws and regulations) and orders of regulatory and other agencies which result in cost changes, and

(b) any changes in accounting required by generally accepted accounting principles. In the event that any
such “mandate” consists of actions in response to an asserted failure by the Company to conform to valid
legal requirements, the Company shall have the burden of showing that its conduct which gave rise to such
action was consistent with the best interests of customers,

A “catastrophic event” shall mean an event that triggers the designation of part of the Company’s service
territory as a disaster area or as being under a state of emergency, or that results in curtailment of gas service
to a portion of customers.

w

“Competition implementation costs” shall mean all incremental expenditures, incurred by RG&E after an
agreed-upon date, in connection with all regulatory proceedings, legislation, regulations, and orders
pertaining to the development of a competitive market for natural gas service. ‘
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. 3. COST ADJUSTMENTS ARISING DURING NEGOTIATIONS

Should the parties reach agreement during the course of negotiations for RG&E to
implement new programs, or enhance existing programs for which costs have not been included
in the Company's filed revenue requirements, the Company proposes that the revenue
requirements be adjusted to reflect such costs. Examples of programs where adjustments may be
needed to reflect cost changes or enhancements as a result of negotiations are issues associated
with POLR obligations, the low income program, the management of gas deliveries into the
system, the development of balancing services, and the erthancement of customer outreach and
education programs. To the extent that these costs. cannot be quantified prior to the conclusion
of negotiations and considered in the rate-setting process, the Company proposes to treat such

costs as competition implementation costs as described above.

R.371468.1
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SECTION
IV

PLAN TO FURTHER UNBUNDLE RATES

The Commission’s Policy Statement requires that LDCs provide a “plan to further
unbundle rates which would: (i) separate distribution costs and gas purchase (upstream) costs;
(ii) separately identify distribution cost elements; (iii) identify changes which would ;;romote
retail competition; [and] (iv) propose other rate design changes, if appropriate” (Policy Statement

at 8). The Company’s proposal will address each of these.

A. STRATEGY

The Company’s rate design strategy over the next three to five years is to address the
Commission’s goals as stated in the Policy Statement, and further to move to align rates with the
cost to serve. To support the rate design proposals so as to achieve this goal of a greater
correspondence between cost to serve and rates, the Company has included a marginal gas
customer cost of service study in this filing, and is currently completing a revised embedded gas
cost study. The marginal cost study is included as Appendix G. This analysis will provide
support for revising the minimum customer charges. The results of the updated embedded cost
study will be submitted upon completion. To the extent the results of the study support a
reallocation of revenues among the rate classes listed below by Service Classification (“SC”)
number, the Company proposes to discuss this matter during the course of negotiations.

The rates for retail service will remain under SC 1 — General Service, SC 2 — Gas
Lighting Service, and SC 4 — General Service — Economic Development. The rates for retail
access service will remain under SC 3 — Firm Transportation of Customer Owned Gas, SC 5 -

Comprehensive Transportation Service, and SC 6 — Supplier Service. SC 3 provides
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transportation gas service to large volume customers, whose annual usage is at least 50,000
therms. SC 5 provides transportation gas service to all general service customers. Companion
services to SC 3 and SC 5, SC 7 — Banking Service and SC 8 — Storage Service, are expected to
be eliminated during the term of this proposal.

The Company proposes to maintain the correspondence between the distribution, or
delivery rates, net of the base cost of gas plus losses, of SC 1, SC 3 and SC 5. However, any
change in revenue allocation, which will be carried out in the re-allocation of revenues among
the rate blocks of these service classifications, will be supported by the revised embedded cost of

service study.

B. RATE DESIGN PROPOSALS

The Company proposes the following rate design changes, to become effective on July 1,
2000.

1. SERVICE CLASSIFICATION NO. 1

a. Implementation of New Gas Cost Adjustment Regulations

On April 13, 1999, the Commission issued a Memorandum and Resolution Revising
16 NYCRR Section 280.55, the regulations governing the operation of the Gas Cost Adjustment
(“GCA”™). In a manner consistent with these new regulations, the Company proposes to roll out
the base cost of gas, currently at $0.358 cents per therm plus losses, from all the rate levels for
SC 1. This will completely separate the cost of gas (capacity and commodity) from distribution,
or delivery rates. The total cost of gas will be collected through the GCA mechanism. The
change will be reflected in the SC 1 bill, an example of which is included in Appendix F to this
filing. There is no bill impact to the customer from implementing this change. The Company

proposes making this change on November 1, 2000.
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The Company also proposes to adopt other GCA changes as provided for in the
Commission’s April 13, 1999 Memorandum. Specifically, RG&E would adopt the following
procedures: (i) inclusion of risk management costs in the GCA,; (ii) calculation of the fixed cost
component of the average cost of gas on the basis of weather normalized volumes;

(iii) calculation of the commodity component of the average cost of gas on the basis of the
estimated volumes for the month in which the GCA will be effective; (iv) reconciliation of the
GCA at interim periods during the GCA reconciliation year in addition to the annual
reconciliation; and (v) filing a revised GCA within five days of the effective date of an initial
GCA filing when the replacement of estimated prices with actual prices results in a change in the
average cost of gas of more than five percent. RG&E does not foresee any significant annual bill
impacts to customers from implementing these changes.

b. Increasing the Customer Charge

The Company proposes to increase the monthly customer charge to $10. In order to
moderate the bill impact of this change, the Company proposes to phase in this increase over the
two-year term of this proposal. With gas costs rolled out of rates, the proposal is to increase the
monthly charge by $2.10 in the first rate year, and by $2.09 in the second rate year. Therefore,
the monthly charge will increase from the current $5.81, to $7.91 in the first rate year, and then
to $10. Corresponding adjustments will be made to the rates in the subsequent rate block or
blocks. An increase to the customer charge ié supported by the results of the marginal customer
cost study, which shows that the annual marginal customer-related cost to serve under SC 1 is at

least $21. This cost study is included as Appendix G.
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c. Redesign of Block Rates
At a minimum, the last two rate blocks of SC 1 will be eliminated. There is very little
usage remaining in these blocks. With the elimination of these two blocks, total revenues
collected from the SC 1 class will remain neutral for the Company.
2. SERVICE CLASSIFICATION NO. 3
In order to maintain the correspondence in rates with SC 1, the monthly charge for Firm
Transportation Service, which applies to the first 1000 therms of use, is modified to $222.00 for
the first rate year and $204.00 for the second rate year.
3. SERVICE CLASSIFICATION NO. 5
a. Increasing the Customer Charge
The minimum charge increase for SC 1 will also apply to SC 5. The monthly charge will
increase from the current $5.81, to $7.91 in the first rate year, and then to $10 in the second rate
year.

b. Redesign of Block Rates

The changes made to the block structure of SC 1 will also be made to the block structure
of SC 5.

4. SERVICE CLASSIFICATION NO. 2 and SERVICE CLASSIFICATION
NO. 4

No changes are proposed for SC 2 — Gas Lighting Service and SC 4 — General Service —

Economic Development.

S. SERVICE CLASSIFICATION NO. 7 and SERVICE CLASSIFICATION
NO. 8

At this time, the Company does not propose to make any changes to SC 7 — Banking
Service and SC 8 — Storage Service. However, as discussed below, it is anticipated that these

services could be eliminated with the creation of new balancing services.
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C. CUSTOMER BILL IMPACTS

The customer bill impacts resulting from the rate design changes described above for

SC 1, SC 3 and SC 5 are contained in Appendix F.

D. FACTOR OF ADJUSTMENT

The Company proposes to update the factor of adjustment used to calculate gas costs to a

recent historical average value of 1.0185.

E. RETAILING BACKOUT CREDIT

. The proper level of a retailing backout credit to differentiate bundled from unbundled
distribution rates depends upon a number of factors that the Company expects will be decided in
the upcoming negotiations. For instance, the timing and extent of retail commodity deregulation,
the manner in which the Company exercises its obligation to serve, the manner in which the |
Company manages deliveries of gas into its system, and the nature of transportation service will
all influence the level of any credit that may be appropriate. The Company expects to revisit this

issue during the course of discussions with interested parties.

F. BALANCING

In Section VI, the Company describes its proposals for phasing in improved balancing
services. As this transition occurs, the Company will continue to provide balancing, as it does
today in its gas tariff, P.S.C. No. 11 — Schedule for Gas Service, to marketers serving retail
customers under SC 3 and SC 5. In the interim, the Company will also continue to provide
Banking Service under SC 7 and Storage Service under SC 8. SC 7 and SC 8 will be eliminated
as balancing is developed under the CNG DPO and CSC services.

The rates and resulting bill impacts included in this proposal reflect the current balancing

services. However, as noted below, the Company proposes to make competitive suppliers, rather
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than the individual retail customers, responsible for balancing charges. Therefore, balancing .
charges are included in the resulting bill impacts for SC 3 and SC 5, and are also listed

separately.

G. TRANSITION COST RECOVERY

Given the Company’s proposal to implement price deregulation and the on-going plans
and efforts to mitigate and manage upstream capacity costs, the Company proposes to continue
with the current Commission-approved transition cost recovery mechanism for stranded capacity
costs resulting from the migration of retail customers to competitive suppliers.' That is, net
stranded capacity costs are recovered from all firm sales and post-aggregation firm transportation
customers. For RG&E, such costs are recovered from customers in SC 1, customers who

converted to service under SC 3 after November 1, 1996 and customers in SC 5. The rates and

resulting bill impacts included in this proposal reflect the current Commission-approved
transition cost recovery mechanism.

As the implementation of full price deregulation proceeds, and as the changes to the
Company’s upstream capacity portfolio begin to take shape as a result of the long-term strategy
that has been undertaken, the Company proposes that the transition cost recovery mechanism be
revisited. Upon full deregulation of commodity costs, the Company proposes to switch to a
uniform surcharge on all post November 1, 1996 transportation load. This surcharge would be

designed to recover all remaining capacity costs over a reasonable period of time. Actual

! On November 19, 1998, RG&E filed tariff leaves to implement a transition surcharge mechanism as a result
of the Company’s October 16, 1998 Interim Settlement Agreement, approved by the Commission on
November 9, 1998 in the Order Freezing Base Rates, Limiting Mandatory Assignment of Capacity, and
Resolving Other Issues. Although this mechanism was implemented prior to the Commission’s February 22,
1999 Order Concerning Recovery of Stranded Capacity Costs, which states the final ruling on transition cost
recovery, the mechanism that the Company put in place is in conformance with the Commission’s policy on .
this matter.
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. transition costs would be tracked against these revenues, and the surcharge would cease once

costs are fully recovered.

R371462.1
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SECTION
A%

CUSTOMER EDUCATION PLAN

The section presents RG&E’s proposals regarding a customer education plan. RG&E has
;cwo principal goals with respect to this program. First, the Company intends to comply with the
Commission’s Policy Statement, working to ensure that customers have “sufficient and accurate
information . . . to use in making informed decisions” regarding their choice of gas suppliers
(Policy Statement at 4). Achieving this aim will demand recognition of the fact that the
Company is only one source of information about choice. The Company will have to coordinate
with or influence other communications channels to achieve the best results. Second, the
Company intends that all communications efforts ensure that RG&E continues to be a trusted
source of information within its community. The Company’s primary communications
responsibility is to inform customers about the safe and responsible use of its products. Every
communications effort in which the Company engages must uphold its reputation for providing
accurate, reliable and useful information.

The Company proposes to adopt a multi-part strategy for rolling out this education
program. The first element of the strategy is to maintain the Company’s position as an unbiased
and neutral source of information about choice. Messages must be crafted so as to present all
choices available. The second element is to urge customers to use the information provided by
RG&E, gather additional information relevant to their specific circumstances and make a choice
that is right for their individual situations. The third element is to coordinate the education plan
with gas marketers operating in the Company’s territory. In the customer’s mind, gas marketers

may be the most important source of information regarding choice. The information marketers
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provide must be accurate, complete and consistent with the Company’s messages. The fourth
element will be to attempt to influence local media to ensure that information distributed through
these channels is consistent with messages provided by the Company.

The Company proposes to continue its ongoing program of measuring customer
awareness and understanding of retail choice, and to use these measurements to help guide the
development of its education program. For many years, the Company has conducted an opinion
survey of its residential customers at least annually. RG&E has utilized the nationally-
recognized polling firm of RKS Research and Consulting, Inc., to design and administer the
survey, and analyze the results. The Company proposes to administer this survey or its
equivalent at least annually over the period covered by a settlement in this case, and to use it to
collect information regarding customer awareness and understanding of gas choice. Survey
respondents will be drawn from residential customers located within the Company’s service
territory, without regard to whether they purchase commodity services from RG&E or a
competitive supplier. The two specific measures are described below.

Customer Awareness of Gas Choice. This measure is defined as the percentage of
residential customers in RG&E’s gas service territory who are aware that there is choice with
regard to gas suppliers. The measure will represent the percentage who answer “yes” to the
following question: “Competition among natural gas suppliers in New York State has begun,
too. Under this plan, RG&E will continue to deliver your gas, but you’ll be able to choose from
among different companies that subply gas to your home at varying prices. Are you aware of
having choice of gas suppliers?” The surveyor will record a “yes” or “no” answer, or an answer

of “not sure” if volunteered by the respondent.
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Customer Understanding of Gas Choice. This measure is defined as the percentage of
residential gas customers in RG&E’s service territory that are aware of gas choice and state that
they understand it very clearly or fairly clearly. Specifically, the percentage reported will
represent the sum of those who respond “very clearly” or “fairly clearly” to the following
question: “How clearly do you understand the way this plan of selecting your gas provider

works - very clearly, fairly clearly, not too clearly or not at all clearly?” The surveyor will

23 &¢ 99 L&,

record the answer as “very clearly,” “fairly clearly,” “not too clearly,” “not at all clearly,” or, if
volunteered by the respondent, “not sure.” The question will immediately follow the question
regarding awareness of gas choice, and will only be asked of those customers who respond
positively to that question.

Content development will be critical to the design of a successful education program.
RG&E envisions a two-step process. The first step will be to gather information from customers.
The Company has found through its past experience that content cannot be determined
effectively without customer input. In this case, RG&E envisions using focus groups to
systematically gather information regarding program elements about which customers want more
information, and to determine which communications vehicles would be most effective. The
Company also plans to use ongoing contacts through its Community Relations program to gather
relevant information. The second step will be to design messages and programs on the basis of
the information gathered, test those plans through a focus group technique, and then revise plans
accordingly.

Prior to finalizing plans, RG&E proposes to share information regarding those plans with

gas marketers operating on its system through a RG&E/Marketer forum. Through this forum,

RG&E intends that all suppliers will share information regarding the current environment,



ongoing activities and future plans. An open exchange of information will allow for the
maximum degree of coordination between information programs, with respect to both timing and
content. The goal will be to ensure that customers receive clear, consistent, useful and timely
information regarding retail choice programs.

The Company proposes that delivery vehicles for the education program be determined
later, on the basis of information gathered from customers as described above. The Company
has utilized a wide variety of information channels in the past, and believes that most, if not all,
of these same channels will be useful in the future. A matrix summarizing communications
channels that RG&E has successfully utilized in the past is included at the end of this Section as
Figure V-A.

The Company proposes to devote incremental expenditures to the execution of its
education plan. Certain communications expenditures are part of RG&E’s ongoing business and
have been planned for in the development of the revenue requirements presentation described
previously. These efforts include web page development and maintenance, the Solutions Page,
bill inserts, newsletters, community and media relations activities, customer surveys and gas
marketer meetings. However, the education program described in this Section would call for
additional expenditures. Final budgetary plans will depend, of course, on program plans
developed with customer input, so no definite amounts can be presented at this time. The
Company proposes instead to build into revenue requirements an amount expected to be
adequate to fund an appropriate program, and to true up to actual expenditures after the term of a
settlement reached through this proceeding. For planning purposes, the Company estimates that

an amount of $372,000 per year should be sufficient, calculated as follows.
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Eight local focus groups - $20,000

Production of two 30-second TV spots - $120,000
Production of one 60-second radio spots - $8,000
Media buys - one 13-week flight - $75,000
Production of one informational video - $125,000
Fact kit preparation and mailing - $15,000
Business customer meetings - six - $9,000

As a final element of its proposal, the Company proposes to submit to Staff an annual
customer education report. This report would include measurement results, a description of
RG&E activities and expenditures, a summary of gas marketer activities and expenditures (to be
provided primarily by the marketers), and a summary of media reports regarding retail access in

the local community.
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FIGURE V-A

Communications Vehicles Matrix

Vehicle Audience
1 Company Web page g:;a;lcgeg;stribution customers, employees and others via web
www.rge.com
(Internet Information Site)
4-6 weeks prep. Time
H Readers of Democrat & Chronicle Weekend section of
2 (Sm(z!‘l;lhil:;%l;: apdeegrtiesing) Thursday’s paper. Monthly frequency with 180,000 circulation.
2-4 weeks prep. Time
“Soluciones”
(Spanish version)
4-6 weeks prep. Time
3 Highlig hts Residential customers (@342,000) in RG&E’s service territory.
(monthly bill insert)
6-8 weeks prep. Time
4 Point of View Key opiniog Ieadelars(govemment, business & human service
(newsletter) agencies, & employees)
6-8 weeks prep. Time
5 RG&E News Employees & retirees
(monthly employee newsletter)
6-8 weeks prep. Time
6 | News Announcements Statewide and local
2-4 weeks prep. Time
7 Community Relations Local community groups and agencies
Ongoing
8 Media Relations Print & broadcast media contacts
Ongoing
9 Presentations Graphics presentations will be developed for key constituency,
8-10 weeks prep. Time customer contact, employee & others requesting information.
10 Senior Connection Elde_rly customers 'in RG&E service territory & the agencies
(newsletter) serving them. Circ: 15,000
4-6 weeks prep. Time
11 | ERIN Messages Employees.
(internal e-mail system)
1 week or less
12 | ON-HOLD Messages Customer inquiries.
4-6 weeks prep. Time
13 | Paid Advertising Entire customer base.
6-8 weeks prep. Time
14 | Neighborhood newspapers, Entire customer base.
newsletters, & other publications
4-6 weeks prep. Time
15 | Business Customer Meetings Meetings w/large (SC No. 3) CBI customers
4-6 weeks prep. Time
16 Informational Videos Entire customer base, employees
weeks prep. Time
17 E-Choice Fact Kit All. Based on www access or phone call to RG&E for mailing.
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SECTION
VI

FACILITATING THE MOVE TO COMPETITION

In this Section, the Company describes additional proposals meant to allow for the
deregulation of retail gas commodity prices. This discussion is divided into five subsections.
The first deals with the nature of distribution service, the second with the management of gas
deliveries into the system, the third with communications between gas marketers and the utility,
the fourth with the Company’s proposed plan to deregulate prices, and the fifth with the utility’s

obligation to serve.

A. THE NATURE OF DISTRIBUTION SERVICE |

In RG&E’s service territory, electric distribution service is provided through the
innovative single-retailer model, approved by the Commission in Case 96-E-0898, RG&E’s
electric Competitive Opportunities proceeding. In this model, the competitive supplier becomes
the customer of the distribution company and that entity bundles distribution service, commodity
services and potentially others for resale to retail customers. In this way, the retail customer
continues to deal with one supplier for energy services, and receives a single bill for that service
from the chosen supplier. The retail customer continues to call RG&E for emergencies and
outages, and may choose to deal with RG&E directly for other service issues.

In contrast, the Company provides gas distribution service under the older two-retailer
model. In this model, RG&E provides distribution service directly to the retail customer, and
bills the customer directly for that service. The competitive supplier sells commodity services
only, and bills the retail customer separately for that service. In RG&E’s program as it is

currently structured, there are differences among customer groups in the character of distribution
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service. Large volume customers, those consuming at least 5,000 DT per year, are individually .

responsible for providing a sufficient quantity of gas to meet their needs. In all cases, however,
the customer’s supplier acts as the customer’s agent for this purpose, and in general suppliers
group most of their customers together in a single balance control pool fo? the purposes of
managing deliveries. Small volume customers, also known as “aggregation’; customers, are
responsible for choosing a qualified supplier, but that supplier is responsible for providing
adequate gas supplies. In both cases, although the gas marketer controls the supply of gas
provided for the customer, the tariff calls for balancing charges to be collected from retail
customers. These charges are intended to cover the cost to RG&E of making up differences
between gas consumed by the customer and the gas delivered on behalf of that customer on a
daily and hourly basis.

The Company believes that the single-retailer model is far superior to the two-retailer

model. For one thing, it is by far the simplest and clearest approach for retail customers. In
essence, the single retailer model allows the competitive supplier to take on the entire merchant
and “service bundler” role of the utility. In RG&E’s territory, of course, adoption of the single-
retailer approach for gas service would allow retail customers to benefit from the model for both
electric and gas service, further simplifying retail choice. Simplicity, of course, provides
multiple benefits. It should lead to greater customer acceptance of the program and, therefore,
greater participation in retail access; it should lower barriers to entry for competitive suppliers;
and it should facilitate communications and education programs regarding retail access, leading
to greater effectiveness.

The single retailer model also provides for the least possible duplication of services

between the utility and competitive suppliers. For example, it allows for a single bill to be .
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provided for the retail customer. This model should, therefore, lead to least cost energy services
for the retail customer. Finally, and perhaps most importantly, the model allows for a sensible
and practical relationship between the utility and competitive suppliers, that of a supplier and a
customer. This should allow for the highest possible degree of mutual cooperation and support
in providing energy services to retail customers.

In the short run, however, the Commission is considering its policy toward billing issues
and the single-retailer model. In Case 99-M-0631, the Commission issued a request for
comments regarding the entire range of billing issues and asked parties to comment specifically
on the single-retailer model. A policy statement or order from the Commission is expected in the
near future. This issuance could, in theory, support further implementation of the single-retailer
model, oppose such steps, or support other options altogether. Until the Commission’s policy
with respect to these issues is clear, it would be premature to propose implementation of the
single-retailer approach in this case. Rather, the Company proposes to act on the Commission’s
recommendations when they are known. If the Commission acts prior to the conclusion of
negotiations in this case, the Company is prepared considered any relevant issues in this
proceeding.

However, in the short run, the Company does propose to implement a number of
improvements to its two-retail program. The first is to create an explicit, tariffed relationship
between the Company and suppliers to large volume transportation gas customers. Currently,
relationships with these suppliers are based entirely on operating procedures developed by the
Company. Specifically, the Company proposes that suppliers to large volume customers would

be required to qualify under the “supplier service” provisions of its tariff, known as Service
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Classification (“SC”) No. 6 (“SC 6”). The Company proposes a number of changes to SC 6 .
intended to implement a mutually beneficial and clearly understood contractual relationship.

The Company also proposes a second set of changes, intended to make competitive
suppliers, rather than individual retail customers, responsible for balancing charges. This change
would place responsibility for these charges on the entity that is able to influence them. Also,
balancing services are expected to be offered in the future by suppliers other than the Company.'
Making suppliers responsible for balancing charges will allow them to determine the appropriate
trade-offs between suppliers of those services. Corresponding changes are proposed for the retail
transportation service classifications, SC Nos. 3 and 5.

In addition, the Company proposes a third set of changes that would move certain
detailed operating procedures out of the tariff and into RG&E’s gas supplier operating manual.?

Finally, RG&E proposes a number of minor “housekeeping” changes, intended to improve the

organization and clarity of the tariff.
Appendix H to this report provides a summary of all proposed changes, including specific

references to the tariff.

B. MANAGING GAS DELIVERIES

As noted above, in order to allow for deregulation of commodity prices, competitive
commodity suppliers must ultimately take on the responsibility of matching daily and hourly
flows into the system with the daily and hourly consumption of the customers they serve, and for

providing supplies with a level of reliability equal to that currently provided by the utilities. The

The Company’s proposals to allow gas marketers to take advantage of these services is described in the
following subsection.

In Case 97-G-1380, the Commission recently ordered all gas utilities to create and distribute such manuals by
late March. RG&E has already made portions of its manual available to marketers through its web site,
www.rge.com, and will continue development of this document in accordance with the Commission’s order. ‘
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process has, of course, been ongoing since the initiation of transportation service in the mid-
1980s. As recently as November 1999, improvements were implemented in New York and
specifically in RG&E’s territory. However, the regulated merchant function of the LDC still
bears the burden of ensuring that adequate gas supplies are delivered into the system at all times;
competitive suppliers bear a much lighter burden.

The Company proposes to address this barrier to competition by phasing in new
responsibilities for competitive suppliers over the next two years. The first phase ideally would
begin on May 1, 2000. At this time, suppliers serving daily metered loads would acquire the
responsibility to follow those loads on a daily basis. “On-system” balancing, as it is known in
the tariff, has been an option since November 1996, but no suppliers have utilized it. The
Company makes this proposal under the assumptions that CNGT’s proposed DPO/CSC service
will be available prior to that time, and that this service will allow suppliers to economically
manage deliveries.® To the extent that CNGT’s new service is not available at that time,
implementation of this phase later in the year is possible, although complicated by the fact that

in-field transfers of stored gas would most likely be necessary. Also in this phase, RG&E "

3 On October 8, 1999, CNG Transmission Corporation ("CNG"), filed as part of its FERC Gas Tariff, Second
Revised Volume No. 1, tariff sheets proposing two new rate schedules, Rate Schedules DPO and CSC,
together with related changes. The purpose of CNG’s filing is to implement two new services designed to
allow CNG and its shippers to better serve an unbundled retail market. The Delivery Point Operator or DPO
service is designed to give LDCs such as RG&E, and potentially others that operate physical points of
interconnection between CNG and the LDC system (the “citygate™) the ability to meet any swings in demand
or supply at the citygate without the necessity that the DPO hold contract service rights sufficient to absorb
the level of potential swings. The Citygate Swing Customer (“CSC”) Service is a companion service to the
Rate Schedule DPO service. This schedule is designed primarily to allow shippers behind the DPO’s citygate
to receive no-notice service directly from CNG. On October 20, 1999, RG&E filed a Motion to Intervene and
Protest in Docket No. RP00-21-000, CNG’s DPO/CSC Filing, and on January 14, 2000, RG&E filed
comments to CNG’s December 23, 1999 Modification to the DPO/CSC Proposal. In both cases, RG&E
stated that it does not object to the concepts of the DPO and CSC, but rather opposes certain features of
CNG’s proposal that would place undue burden on the Company and other LDCs who participate in the
program. The Company is confident that a reasonable resolution of these issues will be forthcoming.
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proposes to allow intra-month nomination changes for suppliers to small-volume customers, in
order to allow for a closer match between deliveries and consumption for this group.

The second phase would begin on April 1, 2001, when RG&E’s current contract for no-
notice storage with CNGT expires. At that point, RG&E proposes that suppliers serving
monthly-metered loads take on the responsibility of matching deliveries to consumption on a
daily basis. Since actual measurements for these loads would not be available, the Company
would forecast loads each day using a mutually agreeable process. Also at this time, the
Company proposes to require that all suppliers maintain transportation contracts that allow their
hourly deliveries to match the expected hourly profile of their customer group. In addition to
moving toward a system of equal responsibilities for all suppliers, both changes would allow the
Company to minimize the amount of no-notice storage it contracts for after the expiration of the
current contract. This is consistent with the Commission’s directive to minimize future
contractual obligations.

The final phase would begin on May 1, 2002. At that time, the Company proposes to
equalize responsibilities for all suppliers serving load on the system, regardless of their affiliation
with the LDC. This would allow for retail commodity price deregulation, as envisioned by the
Commission. RG&E’s proposal would also ensure that delivery system reliability is equal to
that in place today, as the Commission requires. The specific changes would be to require all
suppliers to make intra-day nomination changes when required by the distribution company, to
meet delivery point constraints at all times, and to contract for primary, firm transportation

capacity, from the citygate to a liquid trading point, adequate to meet the needs of their firm
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customers at all times during the year.? Interruptible loads would not be bound by this last
requirement.

The Company proposes to make the necessary tariff filings to implement these changes
four to six months in advance of each change. The timing of phase 1, of course, will not allow
for that degree of lead time. Of course, the Company would request that the Commission
expedite the handling of each filing in order to allow for efficient implementation of the changes
without concern for regulatory uncertainty. |

Appendix I presents these proposals in matrix form. It includes as well a summary of
changes implemented in November 1996 and November 1999, in order to provide some

historical perspective.

C. COMMUNICATIONS BETWEEN GAS MARKETERS AND THE UTILITY

As the Commission has recognized in Case 97-G-1380, communications between
marketers and LDCs is critical to the continued reliable provision of service to retail customers.
As described in Section I, a number of parties worked together under the auspices of that case to
develop guidelines for “communications protocols” to formalize communications practices
between marketers and LDCs. During the previous round of negotiations in the instant case, the
Company worked with several marketers to develop a communications protocol suitable for use
in this territory. The Company has taken the result of that collaboration and modified it
somewhat for consistency with the proposals being made at this time. It presents that document

in Appendix K for the consideration of the parties in the upcoming round of negotiations.

4 While CNG south Point and Dawn appear likely at this time to be sufficiently liquid to support reliability, the
Company proposes to undertake additional analysis to verify this. Of course, the liquidity of any trading
point may change overtime. Further, the Commission’s ongoing consideration of reliability issues may
influence this determination.
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D. PROPOSAL TO DEREGULATE RETAIL COMMODITY PRICES .

Consistent with other elements of the Company’s proposal, RG&E proposes that the
Commission deregulate retail commodity prices on May 1, 2002, upon implementation of equal
reliability responsibilities for all gas suppliers. The Company believes that an earlier date could
also be feasible, if reliability responsibilities can be equalized sooner.

Specifically, the Company proposes that retail commodity prices be deregulated as of the
indicated date. At that time, the retailing arm of the Company would be free to charge
competitive prices for commodity services to its customers, and it would be required to provide a
separate bill for those services. Distribution prices, of course, would continue to be regulated as
they are today. All retail customers would be billed for those services under SC 3 or SC5, as
appropriate. The Company’s retailing operations would be moved to an affiliated company at

that time, and existing standards of conduct governing affiliate relationships would apply to the

interactions between the Company and that affiliate.”

Upstream assets would continue to be the responsibility of the regulated company. Any
costs for which the Company remains obligated after all mitigation efforts have been carried out
will be recovered from all post-November 1996 transportation throughput through a uniform
surcharge. Revenues collected under this surcharge will be tracked against costs, and differences
will be trued-up periodically. The Company will undertake the aggressive cost mitigation efforts
described in Section I of this document. RG&E'’s retail affiliate will be treated like any other
entity for purposes of capacity releases or other sales of capacity.

RG&E proposes that, concomitant with commodity price deregulation, the Commission

implement a market power monitoring plan. Under this proposal, Staff would gather information

5 These standards are contained in Schedule I of the Company’s Competitive Opportunities Settlement. .
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necessary to determine whether any supplier might be exercising market power. Specifically, all
suppliers would be required to report to the Department of Public Service, through trade secret
filings, annual sales and revenues for the following market segments: residential, small non-
residential (less than 5000 DT per year) and large non-residential. Any interested party,
including Staff, would be allowed to petition the Commission for an investigation of a particular
supplier, upon providing evidence that the supplier was able to hold prices above market levels.
The Commission would select an appropriate procedural approach for resolving the petition,
given the specific situation. If the PSC determined that the supplier was in fact holding prices
above market level, it would impose whatever remedy was appropriate and available to it under

the law.

E. OBLIGATION TO SERVE

In order to fulfill its obligations under the law, the Company proposes that it arrange for
one or more “backstop” providers of service through competitive market solicitations. These
providérs would serve all customers that found themselves unable or unwilling to acquire a
supplier through the market, or who were left without a supplier due to default. For residential
customers, the Company would solicit bids from qualified competitive suppliers that are willing
to provide service under the terms and conditions required by HEFPA. The bidders would
commit to selling service to customers under fixed or indexed prices, which would l;e explicitly
stated in the proposal. The supplier would also be free to propose an additional subsidy amount,
to be provided by the distribution company, to defray the additional costs inherent in providing
services under the requisite terms. The distribution company would recover these costs through
a surcharge on all throughput. For non-residential service, bidders would be free to propose to

segment customers on any reasonable basis, but within those segments pricing would be
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uniform. Again, prices would have to be explicitly stated in proposals. Bidders would also be .

free to propose other reasonable terms and conditions of service. In the case of the non-
residential class, competitive bidders would be compensated only through their own billings.
Finally, although not required by the law, the Company proposes to continue its Low
Income Assistance Partnership (“LIAP”) program for a two-year period, and to implement
certain program improvements. Each year, the program would be made available to 350 low-
income customers of the Company who are in arrears. They must have participated in, or agree
to participate in, a weatherization program with another agency. Over their two-year
participation in the program, these customers would receive household budget counsg:ling.
Collection activity would cease during their participation in the program, and all arrears would
be forgiven by the conclusion of the customer’s participation in the program. Program costs are

projected to be $1.8 million per year. The Company proposes to collect these costs through a .

surcharge on all throughput. Appendix L describes the proposed program in detail.

R371465,1
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IMPROVEMENTS
TO
TRANSPORTATION GAS PROGRAM

During 1998 and 1999, RG&E made numerous improvements in its transportation gas

program. These are listed below.

R371386.1

Service Classification No. 5 consumption information. Late in 1998, the Company
initiated a system whereby meter reads and imbalance information are posted to the
Company’s secure web site on a billing cycle basis. This allows marketers ready
access to the information they need to bill their customers and track imbalances.

Consolidation of the transportation gas program. In 1999, the Company brought
together in one department all aspects of the transportation gas program, including
enrollment processing, billing, balancing and settlement, supplier account
management and program planning. This has allowed for a high degree of
collaboration between employees who operate the program and has set the stage for
the other improvements described below.

Gas Marketer Operating Group. In mid-1999, the Company initiated a regular series
of gas marketer operating group meetings, held in May, July and October. These
meetings are planned to take place on a quarterly basis for the foreseeable future, and
will cover topics of concern to the Company or marketers regarding the transportation
gas program. Topics covered at the 1999 meeting include distribution system
constraints, delivery point operating procedures, communications, group by-laws,
Y2K preparations, winter peak day requirements, gas emergency drill planning,
therms running balance cash-out, discontinuance of service forms and procedure,
capacity release, standby service, and procedures regarding firm primary delivery
point capacity.

Therms running balance cash-out. In the Company’s small-volume transportation
program, imbalances are tracked on a customer-by-customer basis. The cumulative
imbalance for a customer is known as the “therms running balance.” Prior to October
1999, when a customer switched suppliers or returned to regulated service, the therms
running balance was cashed out, and the customer received a credit or a charge
representing the value of the imbalance at the time of the switch. This led to
customer confusion, as most marketers bill customers on the basis of meter reads, and
so the customers generally felt they had already paid for the appropriate amount of
gas through their usual monthly billings from the supplier. Similarly, the marketers
generally felt that they should be responsible for the credit or surcharge, as that
amount represented the difference between what they had delivered on behalf of the
customer and the customer’s actual consumption. Working together, the Company
and marketers devised a plan to cash out the marketer, rather than the customer, for
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the therms running balance. The Company and marketers also worked together on a
communications plan and letter to inform customers of the change.

Wholesale account managers. In October 1999, the Company assigned an Account
Manager to each gas marketer and informed the marketers of this new contact. At
RG&E, a Wholesale Account Manager is the primary point of contact for all inquiries
from the marketer. The Account Manager provides for a high level of continuity in
the relationship between the Company and the marketer, and allows for quicker
response to inquiries and requests.

Gas Emergency Drill. In October 1999, marketers and the Company participated in a
joint emergency exercise. The drill tested procedures required to implement a load
curtailment, and included testing procedures for initiating contact with marketers on a
emergency basis.

Delivery point planning process. As described elsewhere in this filing, in order to
reliably operate its distribution system, the Company must ensure that deliveries to
each of its two city gates satisfy certain physical constraints. In November 1999, the -
Company initiated a planning process designed to ensure reliable operation of the
system over the spectrum of operating conditions even as transportation gas load
continues to grow. Although this change is controversial among some marketers, it is
required to preserve reliability as the transition to system supply through competitive
suppliers progresses, and thus should be considered a program improvement. The
Company hopes that, by working with marketers over the coming months and years,
the negative aspects of this change can be ameliorated.

Supplier manual and forms. In December 1999, prior to the Commission’s Order
requiring the development of supplier manuals, the Company posted the initial
sections of its supplier operating manual on its public web site, at
www.rge.com/gasmanual.html. This first version of the manual contains sections
regarding the supplier qualification process, an enrollment calendar, delivery point
operating constraints, a glossary of terms, and forms required for various aspects of
the program.

Automated enrollment processing. In February 2000, the Company will initiate an
optional procedure allowing for electronic processing of customer enrollments. This
process will allow marketers to provide enrollment requests via an electronic file.
The data will be validated automatically, and consumption history information for
each transfer will be posted automatically to the Company’s secure web site, where it
will be available to the marketer making the enrollment request.

Continuous enrollments. Also in February 2000, the Company will initiate a process
of continuous enrollments for small-volume transportation customers. Up until now,
all transfers between suppliers or from RG&E to a competitive supplier have been
made at the beginning of a calendar month, resulting in two prorated bills for the
customer. From February on, the Company will switch small-volume customers on
their scheduled billing date, resulting in a simpler and probably quicker process for
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‘ ' the customer. This change will also be consistent with the electric retail access
program, so a customer switching both electric and gas service will be switched for
both services on the same date.

R371386.1
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I Rochester Gas an'glectric Corp .

Gas Restructuring Proposal — Summary

1. Strategy to hold new capacity contracts to a minimum; Quantification of potential stranded costs and plan to mitigate and manage them
i e BReesal T T

LONG-TERM STRATEGY
Purchase ali gas required for retail customers at the city gate and eliminate long-term capacity commitments

TRANSITION STRATEGY
. Implement a three-prong approach to identify opportunities to minimize capacity holdings and mitigate capacity costs:

= Conduct negotiétions with upstream pipelines to reduce costs and/or commitments in a manner that is acceptable to all parties

s Conduct an “Open Season” bidding process whereby the Company offers interested parties the opportunity to bid on the
Company’s current capacity holdings

®  Conduct a Request for Proposal (RFP) process whereby interested bidders would take assignment of a share of the Company’s
remaining capacity holdings, in return for supplying gas at the city gate to serve remaining retail load

2. A long-term rate plan with a goal or reducing or freezing rates

§, abn

SELERBE Y il
Proposal’

B e g

Logant ey Al
Ttem 10

REVENUE REQUIREMENTS ANALYSIS .

Supports a revenue increase of $14.2 million (5.4%) for the rate year ending June 30, 2001, and a revenue increase of $4.0 million
(1.6%) for the rate year ending June 30, 2002.

REVENUE PROPOSAL

The Company proposes to resolve revenue requirements through the course of negotiations, recognizing that revenue requirements
are inextricably connected to every other aspect of this proposal.

OTHER

= Provision included to defer costs for future recovery for any mandates, catastrophic events and competition implementation
costs

= Provision included to adjust filed revenue requirements should agreements be reached that would implement new programs or
enhance existing programs

Page |
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’ Rochester Gas a&lectric Corp ‘

Gas Restructuring Proposal — Summary

3. A plan to further unbundle rates

tem Proposal. i T T

FACTOR OF ADJUSTMENT
The factor of adjustment will be set at 1.85% for the two-year period. The factor will cover losses in base rates and upstream costs.

CUSTOMER CHARGES
The monthly customer charge, net of the base cost of gas, will be increased to $10 per month, for Service Classifications 1 and 5.
The charge will increase by $2.10 in the first rate year and by $2.09 in the second year. A corresponding change will be made to the
Service Classification No. 3 minimum charge

IMPLEMENTATION OF

NEW GCA REGULATIONS

= QGas costs will be rolled out of base rates
=  Certain other changes will be implemented consistent with the Commission’s Order on the GCA

SC1, SC 5 BLOCK STRUCTURE
The last two rate blocks will be removed. Revenue neutrality will be maintained.

TRANSITION COST RECOVERY

Continue with current Commission-approved transition cost recovery mechanism. The transition cost recovery mechanism will be

revisited when retail prices are fully deregulated. At such time, Company proposes to switch to a uniform surcharge on all post-
11/1/96 transportation load.

BALANCING CHARGES
=  Calculate later on basis of agreements reached in negotiations and resolution of CNG’s DPO/CSC service.

REDESIGN OF DELIVERY RATES

The Company is currently completing an embedded cost of service study. The redesign of delivery rates will be determined upon
the completion of an updated cost study. This Company will supplement this proposal with the updated cost study.

Page 2
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. Rochester Gas z%lectric Corp ‘

Gas Restructuring Proposal - Summary

4. A plan to enhance customer education programs and facilitate customer participation

tem-

CUSTOMER EDUCATION PLAN

=  Continue measuring customer awareness and customer understanding in Company-sponsored surveys. The results of these
measurements will be used to continuously assess the effectiveness of the Company’s customer education efforts

= Utilize focus groups and RG&E/Marketer forums to guide development of customer education content

= Utilize existing methods for delivery of customer education

=  Provide an annual report to Staff, working with the Marketers, on customer education efforts. Such a report will include,
measurement results, RG&E activities and expenditures, marketer activities and expenditures and media reports (i.e., summary
of information reported through major media channels within the local community)

5. Phase-in full deregulation of retail prices

RETAIL ACCESS
Improve two-retailer program in the following respects:

= Modify Service Classification No. 6 — Supplier Service to include suppliers serving customers under Service Classification
No. 3 -

= Apply balancing charges to suppliers and not retail customers

=  Adopt a communications protocol governing communications between the marketers and the Company, as encouraged by the
Commission in the “Reliability Communication Working Group Report” from Case 97-G-1380

= Develop a Gas Supplier Operating Manual, as ordered by the Commission in the December 21, 1999 Order Concerning
Reliability in Case 97-G-1380

MANAGING GAS DELIVERIES
Phase in plans over the next two years for suppliers to take responsibility of matching daily and hourly flows into the system with
the daily and hourly consumption of the customers they serve. Appendix H contains all proposed changes and specific references to
the tariff. Tariff changes will be filed four to six months in advance of each change.

Phase I: Begins on May 1, 2000. Suppliers serving daily metered load would acquire the responsibility of matching deliveries to
consumption on a daily basis, subject to the availability of CNG’s DPO/CSC service. The Company also proposes to allow intra-
month nominations for suppliers to small volume customers.

Page 3
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Rochester Gas zﬁlectric Corp ‘

Gas Restructuring Proposal - Summary

Phase II: Begins on April 1, 2001. Suppliers serving monthly metered loads acquire the responsibility of matching deliveries to
consumption on a daily basis. The Company also proposes to require all suppliers to maintain transportation contracts that allow.
their hourly deliveries to match the expected hourly profile of their customer group.

Phase I1I: Begins on May 1, 2002. Final phase to require all suppliers to make intraday nominations when required by the LDC,
meet delivery point constraints at all times and contract for primary, firm transportation capacity to meet the needs of firm
customers at all times.

DEREGULATION OF RETAIL COMMODITY PRICES

Fully deregulate retail commodity prices. The target date for implementation is May 2002, in conjunction with final phase-in of
managing gas deliveries. Details include:

Structural separation of RG&E retailing function from distribution function and application of standards of conduct from
electric settlement agreement pertaining to affiliate relationships

Costs for remaining upstream assets will remain with the distribution company and be recovered from all post November 1996
transportation load through a uniform surcharge

Propose that Commission implement a market monitoring plan

CONTINUING SERVICE OBLIGATIONS

6. Other Proposals
Mmoo

LOW INCOME PROGRAM

R371246.1

Residential customers: For customers unable or unwilling to acquire a supplier through the market, the Company will provide
service through competitive selection of a qualified supplier willing to provide service under the terms and conditions required
by HEFPA. The additional costs for providing this service would be recovered by the distribution company through a
surcharge on all throughput

Non-residential customers: For customers unable or unwilling to acquire a supplier through the market, the Company will
provide service through competitive selection of a qualified supplier.

Continue the current Low Income Assistance Partnership program for a two-year period and implement program improvements.
These improvements include requiring customer participation in a weatherization program with an outside agency. Also, over their
two year participation in the program, customers will receive household budget counseling. Details are presented in Appendix L.

Program costs are projected to be $1.8 million per year. The Company proposes to collect program costs through a surcharge on all
throughput.
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PUBLIC SERVICE COMMISSION
OF THE STATE OF NEW YORK

CASE 98-G-1589

o IN THE MATTER OF
ROCHESTER GAS AND ELECTRIC CORPORATION’S
PLANS FOR GAS RATES AND RESTRUCTURING

ROCHESTER GAS AND ELECTRIC CORPORATION

UPDATED REPORT ON
NATURAL GAS CAPACITY COST MITIGATION

I INTRODUCTION

On November 29, 1999, Rochester Gas and Electric Corporation (“RG&E,” the
“Company™) submitted its Report to the Staff of the Department of Public Service on Natural
Gas Capacity Cost Mitigation” ) (“November 29 Report”) pursuant to the Company’s
Seﬁtérﬁber 14, 1999 “Proposal for Capacity Release Revenue Imputation and Capacity Cost
Mitigation Issues and Framework for Resuming Settlement Negotiations” (the “Proposal”) that
was approved by the Commission in its Order Approving Petition issued September 30, 1999 in
this proceeding (the “Order”). On December 10, 1999.and December 16, 1999, RG&E provided
Supple:ments1 to the staff of the Department of Public Service (“Staff”), addressing further
developments that had occurred with regard to the Company’s discussions with upstream
pipelines. The November 29 Report described the actions RG&E had taken and planned to take,
as well as the progress the Company had >rnade, to reduce upstream gas capacity costs.

Consistent with the Proposal, the November 29 Report was also intended to provide

sufficient detail about the Company’s actions, plans and progress to enable Staff to respond, as

! Designated Supplement No. 1 and Supplement No. 2, respectively.
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called for in the Proposal, with its view of RG&E’s efforts and plans. Staff provided its response
by letter dated January 3, 2000.

The instant document is an updated version of the November 29 Report® and is included
. as an integral part of the public filing which the Proposal requires the Company to make by
January 28, 2000 (the “January 28 Filirig”) to address the rate and restructuring issues presented
in the Commission’s Policy Statement Concerning the Future of the Natural Gas Industry in New
York State (“Policy Statement”) issued November 3, 1998 in Cases 93-G-093 2% and 97-G-1380°
and the Commission’s Order Clarifying Gas Policy Statement issued April 1, 1999 in Case
97-G-1380.

As contemplated in the Proposal, RG&E has consulted with Staff regularly, via
conference call and in person, both before and after submission of the November 29 Report, to
inform Staff of the Company’s plans and progress. The ideas and feedback RG&E received
from Staff has been helpful in shaping the strategies discussed in the November 29 Report and in
this Updated Report. RG&E appreciates Staff’s commitment of time and thought to this process.
' " As the Table of Contents indicates, in addressing the Company’s actions and plans, this
Repbrt is organized to include the following elements: historical background; current portfolio
of transportation, storage and supply assets and the management of these assets; current value of
the Company’s portfolio; RG&E’s view of the future with respect to load growth and migration;
the Company’s long-term strategy to address the future; the Company’s transition
implementation strategy to bridge from the present to the long-term strategy; and
recommendations for regulatory action to support both the transition and long-term strategies.

' The final element noted above is particularly important in this context. Even the most
thoroughly developed, practicable strategy will founder if it lacks the necessary support from
Staff and the Commission. RG&E envisions such support as taking the form of an on-going,

iterative process that should continue in the negotiations to be held in this proceeding. Along

z To avoid confusion, where Appendices to the November 29 Report are not referenced and/or in this document, the letter
designations of the remaining Appendices have not been changed.

! Proceeding on Motion of the Commission to Address Issues Associated with the Restructuring of the Emerging
Competitive Natural Gas Industry.

4 In the Matter of Issues Associated with the Future of the Natural Gas Industry and the Role of Local Gas Distribution
Companies.
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with further Commission policy direction, such initial input will, over the longer term, help to

shape and implement a practicable transition to the end state presented here.

II. ~ HISTORICAL BACKGROUND

"RG&E currently serves a total of approximately 285,000 customers, broken down as
follows: 274,000 retail (SC 1) customers; 739 transportation (SC 3) customers; and 10,400
aggregated end use (SC 5) customers. To serve primarily the retail requirements of the foregoing
SC 1 customers, as well as the “swing” requirements of non-SC 1 customers, RG&E has
contracts for transportation and storage capacity totaling approximately 450,000 DT/day.’ Of
that amount, 172,500 DT/day is provided through the Company’s Mendon city gate served by
Empiré State Pipeline (“Empire”) and 277,690 DT/day is provided through the Caledonia city
gate served by CNG Transmission Corporation (“CNG”).¢ Upstream of Empire, RG&E has
transpoffation contracts with TransCanada PipeLines Limited (“TransCanada”), Union Gas
Limited (“Union”),” Great Lakes Gas Transmission Limited Partnership (“Great Lakes™), and
ANR Pipeline Company (“ANR”) (transportation and storage). Similarly, upstream of CNG,
which provides transportation and no-notice storage, RG&E has transportation contracts with
Tennessee Gas Pipeline Company (“Tennessee™), Texas Gas Transmission Corporation (“Texas
Gas”), Texas Eastern Transmission Corporation (“Texas Eastern”), and Transcontinental
Pipeline Company (“Transco”).

'On January 19, 1994, RG&E experienced its maximum daily throughput of
approximately 474,000 DT, of which 391,000 DT was for retail customers and 83,000 DT was
for transportation customers. During the early 1990s, the Company’s design day was based on

extrapolation of the 474,000 DT load to more severe weather conditions that occurred on

5 Although city gate deliverability is currently at 450,000 DT per day, capacity originating from the production area is
substantially less than that figure. In the near term, permanent and long-term capacity release transactions and contract
terminations have created a portfolio that allows for market area supply purchases and provides for an adequate capacity
reserve to meet reliability requirements. Over time, however, as CNG contracts expire, RG&E would expect to purchase
more gas in the market area, as liquidity of transportation in that area increases. Appendix A to this Report shows a
comparison of design day city gate deliverability with production area and storage deliverability from the present through
2008.

8 The quantity indicated for CNG includes capacity to serve the Pavilion District which has receipt points on CNG upstream
of Caledonia.

7 The Union service agreement is assigned to TransCanada to enable TransCanada to provide point-to-point service from
" Dawn to Chippawa.
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January 17, 1982 (an average temperature of minus 7 degrees Fahrenheit and average wind speed
of 24 MPH). The design day would be approximately 520,000 DT, with an occurrence rate of
once in over 100 years. Under that scenario, it was estimated that the throughput for retail load
would account for approximately 420,000 DT, transportation throughput would be
approximately 100,000 DT, and swing capacity for transportation would be approximately
30,000 DT.

Since the foregoing design day was developed, customers have continued to migrate to
marketers and, as a result, the level of capacity RG&E must maintain to meet the design day has
declined. In addition, RG&E has reviewed the weather history and plotted the probability of
occurrence of minimum temperatures. The Company’s current design day of 470,000 DT
ﬂuougﬁput is based on one occurrence in 30 years for a2 minus 7 degree day with the same wind
conditions that occurred in 1994. The gross transportation component of this figure is
120,000 DT which includes back-up requirem'ehts of 20,000 DT).® The remaining 350,000 DT
retail requirement is expected to decline as retail customers continue to migrate to gas marketers.

The critical challenge RG&E faces with respect to the upstream gas business is managing
the cost and amounf of capacity needed to serve remaining retail load as that load migrates to
retail access. Staff has indicated that, currently, RG&E’s upstream capacity costs are noticeably
higher than the New York State average. Further, this cost difference is projected to increase
significantly over the next several years if the effects of increased reliance on the relatively more
expéhs:i\}e Empire system, coupled with reduced system throughput resulting from migration, are
not managed.

In the past, much of the concern regarding RG&E’s gas costs has focused on the surplus
capacity the Company had as a result of the circumstances surrounding the Company’s efforts, at
the Commission’s direction, to reduce its exclusive dependence on CNG and to enhance
reliability and competition by establishing a second pipeline connection. Since Empire came on
line in 1993, RG&E has employed a series of strategies and measures that have addressed the
Company’s capacity situation. The Company’s actions, together with the background of the

surp__hié capacity situation, are described in the March 4, 1999 Upstream Capacity Study

8 This figure is down from 30,000 DT used in earlier years due to the existence of a more liquid market. See footnote 5,
supra.
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(“Capacity Study”) that the Company presented during settlement negotiations in this
proceeding. For convenience of reference, relevant excerpts from the Capacity Study are
included in Appendix B to this Report.” Through the actions described, RG&E has largely
eliminated the impact of any unneeded capacity on customers. Moreover, the ratemaking
devices instituted pursuaﬂt to Commission-approved settlements since 1995 have served to
provide additional assurance against adverse impacts to customers.

Although avoiding or limiting the impacts of unused capacity remains a priority, the
greater challenge facing RG&E is to deal with the cost implications of retail migration and
expiring capacity contracts. At first blush and as a general matter, the expiration of
transportation and storage contracts might be regarded as beneficial in that elimination of those
obligations would mitigate the total cost of capacity. In other words, to the extent that contracts
expire as retail load migrates to marketers, such reduction in contractual obligations would
appear to be helpful. As a practical matter, however, the impact is more complicated. With
regard to the transportation and storage contracts currently in place, most of the “CNG side”
contracts will expire within the next two years, while, on the “Empire side,” all of the contracts
remain in effect until 2008. Although the commodity cost of gas delivered through the two
systems varies, the fixed and variable capacity cost components on the Empire side are generally
higher than on the CNG side on a delivered basis to RG&E’s city gate. Thus, as the CNG side
contracts expire, the cost of transportation, on a unit basis, would be expected to increase. The
magnitude of such increase is largely dependent on the remaining throughput as migration
continues in future years. In addition to the foregoing concerns, simply allowing all CNG side
contracts to expire would present potential difficulties with respect to system operations and
reliability, as well as with respect to the possible permanent loss of service to the region.

One apparent solution would be to dispose of some or all Empire side capacity and to
retain CNG side assets, thus reducing fixed charges. As will be described in greater detail in this

Report, however, such a strategy is fraught with a number of economic and operational

° Pages 1-25 are included in Appendix B. The Capacity Study, as a document prepared and distributed in the course of
confidential settlement negotiations, is subject to the protection from disclosure afforded by the Commission’s regulations
govemning settlements (16 NYCRR § 3.9). Since RG&E prepared this document and it does not contain statements of other
parties’ positions, RG&E may, and hereby does, waive the confidentiality of pages 1-25 as a settlement document. Such
waiver, however, is not intended to waive the Company’s right to seek Trade Secret protection for the contents of the
Capacity Study in accordance with the Commission’s Trade Secret regulations (16 NYCRR §§ 6-1.3, 6-1.4).
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difficulties. These include the ability of RG&E to renegotiate transportation and storage contract
terms and conditions, to maintain appropriate pressures and other operating parameters at both
city gates, to match capacity commitments to system requirements as migration and unbundling
occur, and, overall, to comply with the Company’s obligation to serve under the Public Service
Law.

-Another possible solution would be to increase utilization of the Empire system as the
CNG side contracts expire and thereby mitigate the average unit cost of capacity associated with
low ihroughput. ‘While the RG&E system load factor remains at approximately 25 percent, the
load factor on the Empire system could potentially increase from its current level of 16 percent to
36 percent if deliveries through the Mendon city gate were increased. Obviously, however, the
ability to increase load factor and reduce unit cost will depend on the alternatives available at any
given time, as well as on distribution system operating constraints.

Both the market itself and the reactions it spawns are changing rapidly and will have an
impact on capacity requirements. For RG&E, there is continuing uncertainty as to the capacity
commitments that will be needed to provide SC 8 (Storage) service, stand-by service pursuant to
receﬁt b‘ommission Orders,lo and Provider of Last Resort (“POLR”) service. Such changes
make capacity requirements a moving target. While a solution is not impossible; it will

undou‘btedly be complex.

III. RG&E’S CURRENT PORTFOLIO

RG&E’s current portfolio of transportation and storage capacity and natural gas supplies
reflects the histoi-.ic-:al background discussed in the preceding section, as well as the continuing
evolution in the market and in industry thinking. _

CeA Pipeline Capacity

When RG&E determined to establish a second pipeline connection, the original intent
was to be able to take approximately half of the total system requirements on CNG and the other
half through the new pipeline (Empire). Following the series of delays in the Empire project that
thwarted the orderly phase-out of CNG (to the 50 percent level) as Empire was phased in, RG&E

10 See, e.g., Case 97-G-1380, Order Requiring Modifications to Standby Capacity Service, issued October 15, 1999.
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was able to reduce its commitment on Empire to 172,500 DT per day, a level somewhat below
the amount originally required to provide 50 percent of system requirements on Empire. Asa
result, RG&E’s capacity commitments, before consideration of long-term releases, consist of
contracts totaling 172,500 DT per day on the Empire side and 277,690 DT per day on the CNG
side. |

Appendix D to this Report provides a listing, by city gate, of all of RG&E’s
transportation and storage contracts. As indicated above, this listing includes commitments that
are subject to long-term releases, which, for present purposes, are defined as releases having a
term of greater than five months.

Certain CNG side contracts have notice dates that must be complied with to prevent
automatic “roll-over” for additional terms. The Tennessee contracts for both Cornwell and South
Webster require one-year notice for termination as of October 31, 2000. RG&E provided that
notice prior to October 31, 1999. Texas Eastern requires two-year and five-year termination
notices, which RG&E gave in 1995 and 1997. For CNG’s GSS and GSS II storage and related
transportation, either party could give two-year notice of intent to terminate as of the end of the
primary term, March 31, 2001. By letter dated March 30, 1999, CNG issued notice to RG&E
terminating the Company’s two storage contracts as of March 31, 2001. CNG has agreed,
however, not to post that capacity pending negotiations with the Company for new storage
arrangements.

" B. Kev Issues Pertaining to Contracts

RG&E’s capacity contracts were designed to provide service to the Company’s service
territdfy. Because all of the contracts originally predated the advent of capacity release pursuant
to FERC Order 636, their terms were not crafted with release transactions in mind. Moreover, in
cases where it was necessary to construct additional capacity, “stronger” commitments, such as
longer terms, were required to provide a more certain revenue stream to pay for that
construction. As might be expected under these circumstances, such features are not conducive
to capacity release.

As a general matter, all of the Company’s contracts reflect the industry and regulatory
philosophy prevailing at the time they were entered into. Long-term capacity contracts were the
order of the day in part because reliability of supply was a major concern and in part because

new pipeline projects could not achieve regulatory approval or favorable financing terms unless
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they were supported by long-term contracts. When interstate pipeline service was unbundled by
FERC, RG&E received proportionate assignments of CNG’s upstream contracts, including a
Transco contract extending to 2012. On the Empire side, due to the amount of new construction
required to provide service, RG&E was required to enter into contracts with terms of up to 15
years in order to assure income streams sufficient for financing and to meet regulatory
requirements for new facilities. Except for relatively inexpensive capacity, most prospective
assignees are reluctant to commit to multi-year or permanent releases.

Also as a general and self-evident matter, the value of the capacity available for release
reflects the market. Available capacity, particularly on the same pipeline, may depress the value
of released capacity. Likewise, the value of RG&E’s capacity may be depressed on pipelines
w.llef'é' upcoming contract expiration is likely to create additional available capacity.

~ New service offerings can also have an impact on the marketability of the Company’s
capacity. On January 7, 2000, for example, ANR, Great Lakes and TransCanada announced the
availability of “hub-to-hub” service on their systems between Chicago, Illinois and Dawn,
Ontario. The ability of shippers to contract for such service at a total cost of approximately $.19
per DT per day for the current season may be a factor in determining the market value of
RG&E’s capacity to Dawn.

Certain specific terms of RG&E’s contracts limit their “releasability.” The Empire
contract and tariff, for example, do not expressly permit release of capacity. Likewise, the lack
of a bulletin board renders it difficult to effectuate any assignment transactions that might be
allowed. Although Empire apparently is willing to allow some form of assignment, RG&E
would remain obligated to pay any difference between the variable transportation cost in the
contract and any lesser amount the assignee would be willing to pay. Historically, the market
price for the Empire capacity has been less than the variable cost. Capacity assignment under
these circumstances would simply increase costs to RG&E’s customers. RG&E also understands
that Empire frequently offers its unsubscribed capacity at discounts below RG&E’s contract
rates, thus effectively competing against RG&E. A further problem with the Empire contract is
that norﬁinating to secondary delivery points is not expressly authorized. Thus, even if
assignmenf were feasible on other grounds, it could only be consummated if delivery occurred at

Mendon. Hourly flow restrictions on the Empire system permit only relatively minor variations
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in hourly takes, thus limiting the value of the capacity for any assignment that might otherwise
be possible.

On the ANR system, the rate RG&E pays for transportation service from storage is
discounted; but that discount applies only to Farwell as the primary delivery point. Thus, any
opportunity to sell gas into other markets using a secondary delivery point results in an
incremental cost (i.e., the difference between the discounted rate and the ANR maximum tariff
rate, multiplied by the quantity of the proposed release transaction) which must be factored into
the overall economics of the proposed transaction. Since release margins are generally thin, this
incremental cost often exceeds any potential profit.
| Pursuant to earlier mitigation efforts, Great Lakes capacity is subject to an agreement
whereby ANR manages that capacity as agent for RG&E. RG&E pays a discounted demand
charge and has use of certain quantities during the winter and summer seasons. ANR performs
daily nominations and works to arrange releases and remarketing of the capacity that RG&E
does not need. Capacity release revenues are shared between ANR and RG&E. As a result of
this agreement, however, RG&E has limited control over the Great Lakes capacity.

All of the foregoing matters create challenges either to releasing RG&E’s capacity or to
achieving substantial financial benefits from such releases.

C. Operational Constraints

One of the significant bases for the Empire project and RG&E’s participation in it as a
shipper was the operational benefits it would provide to the Company’s system. At the time
Empire was proposed, RG&E was at the point of determining whether to make a major capital
investment to reinforce the west-to-east deliverability of its internal “transmission” system.
Because the Empire city gate is located in Mendon, on the eastern side of the RG&E system, it
supplanted the need to reinforce the internal system to serve that side of the service area. Now,
six years after Empire went into service, the RG&E system cannot function effectively without
deliveries at each of the two city gates.

Customers taking service on the Company’s 350 PSI maximum allowable operating

pressure (“MAOP”) system,'' for example can only be served from CNG. Thus, at no time

' The 350 PSI system connects CNG’s Caledonia station with the 250 PSI loop that serves much of the remaining system.
The 350 PSI MAOP refers to winter pressures.
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during the year can the entire RG&E system be served from the Mendon city gate. Even under
low loéd conditions in the range of 75,000 DT per day, Empire cannot supply more than
approximately 80 percent of the total system throughput. These limits are illustrated on the
graphs contained in Appendix F to this Report.'? Also, unless waived by Empire, hourly
requir_ementé that exceed the Mendon limit of five percent of the daily total can only be served
through CNG. On the other hand, as indicated above, there are also times when CNG service
alone cannot provide adequate system reliability. As shown in Appendix F, during the heating
season (November 1 through April 30), any total system throughput in excess of 270,000 DT per
day cannot be served without some deliveries on Empire. During the remainder of the year, any
load in excess of 190,000 DT per day requires that at least a portion of the deliveries be made on
Empire. '

The foregoing operational concerns not only influence daily operations, they also place
pa:aineters on the extent to which RG&E can shift its dependence from one side of its upstream
capacity system to another, as well as on the extent to which marketers operating within the
service area are limited in the location and manner of delivery. -

D. Supply Portfolio

Following the issuance of FERC Order 436, RG&E, which had been a full requirements
customer of CNG, exercised its rights to obtain a portion of its system requirements from
suppliers other than CNG. In doing so, the Company bought part of its system requirements
under long-term contracts and part on the spot market. RG&E has actively sought to adapt to the
market and to take advantage of new types of service offerings. As the initial long-term
contracts expired, RG&E replaced them with shorter-term arrangements and additional swing
and peaking contracts. The Company also negotiated reductions in contract quantities and
associated reservation fees with nearly all of its gas suppliers and enhanced supply flexibility by
converting some contracts for 365-day supply to 151-day seasonal service or 10-day peaking
service. Appendix G to this Report shows the Company’s current supply portfolio, which

includes baseload, swing and peaking contracts with both market area and production area

12 Although the Pavilion District is operationally separate from the Rochester District, Pavilion quantities, comprising
approximately S percent of the total CNG side throughput, are included in Appendix F.
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delivery points.'> These measures have been effective in reducing RG&E’s exposure to
year-round charges for firm service, while, at the same time, providing a high degree of
reliability for the system. |

E. Asset Management Arrangements

As described in the excerpts from the Capacity Study contained in Appendix B, RG&E
has relied on a combination of internal and external resources in its efforts to manage its gas
supply and transportation portfolios. Most of these efforts have focused on capacity remarketing
and release.

The Company’s October 4, 1993 Marketing Agreement with CNG" resulted in
construction of the “Chambersburg Project” which made possible the permanent assignment of
approximately 90,000 DT per day of capacity on the CNG side. Over the three-year period
199341998, RG&E’s groundbreaking Portfolio Management Agreement with MidCon Gas
Services Corp. (“MidCon”) assisted the Company in meeting the capacity release objectives of
the 1995 Settlement. The Company’s similar agreement with Dynegy Marketing and Trade
(“Dynegy”) has been instrumental in meeting the objectives of the 1998 Interim Settlement"’ and
in positioning RG&E to do the same with respect to capacity release under the Proposal.

RG&E has complemented these activities with its own pursuit of other means of
reconfiguring its capacity portfolio. As noted in the attached excerpts from the Capacity Study
(Appendix B), RG&E has issued a series of Requests for Proposal (“RFP”) for its capacity which
have helped to provide alternative ways of designing a portfolio that will meet system needs. As
desc::rib'e;d in Section VII B. 2, below, the Company is in the process of evaluating responses
recefved in the “Open Season” announced December 21, 1999. Similarly, on January 5, 2000
RG&E issued an RFP for the supply of system needs, as discussed in Section VII B. 3, below.

F. Other Cost Mitigation Measures

RG&E has actively pursued additional opportunities to manage its gas asset portfolio in

such a way as to mitigate the cost of providing service to the Company’s customers. In the past

13 Appendix G has been redacted to remove sensitive commercial terms.

¥ On Feb.ruary 1, 1995, RG&E and CNG executed a Replacement Marketing Agreement modifying the 1993 Agreement to
account for changes in FERC policies with regard to the pricing of compression and related facilities.
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six months or so, RG&E has: (1) released 19,400 DT per day of ANR Southeast/Southwest
capacity for the winter season, realizing revenues of $520,000; (2) released 9,400 DT per day of
Transco capacity for one year (November 1999 through October 2000) for a total of $819,000;
(3) terminated the Texas Eastern contract for 12,500 DT per day, avoiding annual demand
charges of $1.7 million; (4) evaluated the need for Tennessee capacity and issued a termination
notice prior to October 31, 1999, effective as of N_ovember 1, 2000, thus avoiding annual
demand charges of $6.0 million; (5) participated in resolution of various CNG issues, including
development of Delivery Point Operator (“DPO”) service and Transportation Cost Rate
Adjustment (“TCRA”) rate settlement matters; (6) released, through December 1999,
approximately .5 BCF of storage capacity and related transportation to marketers pursuant to the
Company’s SC 8 storage service tariff; and (7) consistent with Commission requirements,
developed stand-by service and subsequent release of firm capacity to assure system reliability
for the upcoming winter, which is expected to produce revenues of approximately $250,000.

In addition to the foregoing actions, since development of the Proposal, RG&E has taken
a number of the specific actions contemplated therein, including: (1) formation of a project team
to address capacity cost mitigation measures; (2) retention of the consulting services of
Pendulum Energy to provide additional expertise and perspective concerning these matters; (3)
analysis of capacity contracts from regulatory, legal, operational and cost perspectives; (4)
meetihgs and correspondence with Empire, ANR, Great Lakes, Union, CNG and Tennessee
pipeline representatives to discuss issues and opportunities; (5) meetings with various marketers,
to discuss market issues and potential opportunities; (6) meetings with Dynegy, as portfolio
manager, to assess opportunities regarding capacity; and (7) meeting with other pipeline
customers to discuss capacity remarketing opportunities. Virtually all of these actions will be

on-going and RG&E intends to pursue them aggressively.

(Footnote continued from previous page)

'S Apart from the $11.9 million in capacity release revenues and credits imputed pursuant to the Interim Settlement, Dynegy’s
efforts resulted in further savings of approximately $3 million.
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IV. VALUE OF CURRENT PORTFOLIO

The practicability of efforts to mitigate portfolio costs depends on the value that others
will ascribe to RG&E’s available assets. Such an evaluation is used to guide the Company’s

determination of whether various measures are feasible and, ultimately, to select the most

promising, cost-effective courses to pursue.

A. Methodology
Determination of the market value of RG&E’s transportation and storage assets is

extremely sensitive. In the November 29 Report, RG&E provided, under trade secret protection,
information on the Company’s methodology and the results of its application. In light of the
sensitive nature of this information, it is not discussed here.

B. Sensitivities

Various factors have an impact on the market value of RG&E’s capacity and, hence, on
the Company’s ability to mitigate costs through release or assignment of that capacify. First, and
most obviously, changes in pipeline rates or rate design will affect RG&E directly where the
Company’s costs are derived from the tariff. Where special contract rates are in effect, such
changes will also have an impact, rendering the contract rates relatively more or less attractive
than their tariff counterparts. Second, and far more complicated to assess, underlying changes in’
the market or in market psychology can produce significant differences in value. New capacity
serving the same region served by existing facilities, for example, can lessen RG&E’s ability to
remarket and/or reduce the price the Company can command.'® Similarly, the perception by a
major pipeline, such as ANR, that capacity will be difficult to remarket can increase the cost of 2
possible contract restructuring or buy-out.

Examples of external factors that can affect RG&E’s capacity costs and the marketability
of the Company’s capacity include the following: (a) fluctuations caused by weather,
psychology, and other market factors that are essentially unpredictable; (b) new pipeline projects
that dilplicate all or portions of RG&E’s routes and, therefore, will tend to impact value until any

excess is absorbed; (c) new pipelines serving the Northeast that will also tend to impact value

6 «“Repackaging” of existing facilities and/or services can have the same effect. See discussion of Chicago-to-Dawn “hub-to-
hub” service, Section Il B, supra.
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until the capacity can be absorbed;'” and (d) changes in cost classification and rate design that
could render capacity either more or less valuable.

The valuation of RG&E’s capacity could be significantly impacted by rulemaking
proceedings and inquiries currently pending at FERC. Two such matters, Docket Nos.
RM98-10'® and RM98-12," which could have a significant impact on the market, are discussed
in more detail in Appendix J to this Report.

As the discussion in Appendix J illustrates, these FERC proceedings have the potentlal to
significantly impact the value of RG&E’s current transportation capacity. RG&E will continue
to monitor these proceedings and to participate in the comment process as pefmitted. RG&E will
review its capacity plans with a view toward accommodating and taking advantage of any
opportunities presented by a change in FERC policy.

In addition to the aforementioned rulemakings, RG&E has actively monitor_ed filings at
FERC made by the pipelines on which RG&E holds transportation capacity. RG&E intervenes
in the potentially significant proceedings and files comments or protests in many of those
proceedings that could negatively affect the rates or terms and conditions of service provided by
the pipelinés. A list of the FERC proceedings in which RG&E has intervened from February
1997 through December 1999 is contained in Appendix K to this Repbrt.

V. PROJECTION OF THE FUTURE

Future capacity needs within RG&E’s service territory are dependent on three principal
variables: total load to be served; migration to marketers; and system reliability parameters.

A. Load Forecast

RG&E’s gas franchise area is a mature retail market that has reached virtually full
saturation. As a consequence, no growth from conversions from other energy sources is

anticipated. Over the past several years, growth from new construction, expansion of existing

7 In general, new pipeline projects will have some effect even in their nascent stages. The impact can be expected to be
greater as such projects become more certain of completion.

18 Regulation of Short-Term Natural Gas Transportation, Notice of Proposed Rulemaking, FERC Stats. & Regs. 32,533
(1998)

1% Regulation of Interstate Natural Gas Transportation Services, Notice of Inquiry, FERC Stats. & Regs. 35,533 (1998)
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facilities, and the like has been minimal. For present purposes, therefore, RG&E has assumed no
Toad growth.

B. - Migration to Marketers
The speed of migration to service from marketers depends on a number of variables, most

of which cannot be predicted or projected with any degree of accuracy. In the Company5s
Capacity Study (Appendix B), a series of four forecast scenarios were presented, each based ona
different assumed migration rate. Collectively, these scenarios were intended to capture what the
Company considered a reasonable range of forecasts, the best that could be projected in light of
the substantial uncertainties surrounding migration. Since the forecast scenarios were prepared,
the market has continued to develop. Based on more current observations and assumptions,
therefore, RG&E is providing, as Appendix L to this Report, a revised forecast of migration. In
order to simplify this presentation, however, the Company has elected to use one “middle-of-the-
road” scenario. The indicated migration rates are consistent with recent actual experience.

C. Balancing Requirements

RG&E maintains a balance between deliveries of gas into its distribution system and
consumption of gas by customers connected to the system through the use of CNG no-notice
storage and swing supply contracts. As the transportation gas program is currently operated,
RG&E is responsible for maintaining this balance between supply and demand both for its own
retail customers and for customers served by marketers. As more fully described in the
January 28 Filing,20 RG&E anticipates that competitive suppliers delivering gas to its system will
ultimately be required to take responsibility for matching deliveries and consumption on a daily
and hourly basis, and that services will soon be available from upstream pipelines that will make
this poésible. Hence, the Company projects balancing requirements for only its own retail load

in the future.

VI. RG&E’S LONG-TERM STRATEGY

RG&E believes that the migration of retail customers to third-party marketer service is

inevitable and that the pace of migration in the immediate future will continue to be strong; but

® . See Section [ E 3.
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the pace of migration over the long term will be heavily influenced not only by customer
preference, but also by regulatory and social policies. Already, most large customers have
migrated to transportation service under SC 3 or to aggregated service under SC 3. Ninety
percent of the customers remaining on RG&E’s system are residential customers. Although
some of those residential customers are likely not to want to switch to marketers, approxirnately
37 percent are expected to migrate in the next few years. As these customers migrate, the need
for RG&E to retain capacity, other than for balancing service, will diminish. Maintaining any
amount of capacity beyond that level will become a potentially unnecessary cost and should be
avoided, if feasible.

“ If RG&E is no longer to be responsible for the capacity needs of customers who have
migrated, reliability can be maintained by requiring appropriate assurances from marketers that
they have adequate firm capacity to ensure delivery of gas to their customers. Assuming that the
Commission undertakes such action (e.g., along the lines of specific requirements that marketers
have sufficient “quality” capacity to serve their customers),?! RG&E would continue to
aggressively reduce its capacity commitments.

The ideal final state, from RG&E’s perspective, would be to eliminate all commitments
upstream of the city gate and to purchase all gas required for system supply at the city gate. This
apprb_.éxch would reduce fixed cost's (i.e., for transportation and storage capacity) and, at the same
time, permit maximum flexibility for purchasing supply because RG&E would have no |
pre-exiéting obligations to use any particular pipeline path. RG&E considers this approach to be
a “win-win” for both the Company and its customers in that it would reduce the risk of stranded
capacity costs.

Concerns about the possible loss of upstream pipeline capacity, for either reliability or
price reasons, or both, should be ameliorated by the fact that transportation capacity immediately
.upstream of the city gate, particularly on the CNG side, would have little or no market other than
for RG&E and the marketers serving the Company’s service area. While the lowest cost
capacity ﬁpstream of CNG might be marketed elsewhere, the number of interconnections,

including new projects, available to serve RG&E’s service area should help to maintain a

2L See, e.g., Case 97-G-1380, Order Concerning Assignment of Capacity, issued March 24, 1999, and subsequent Orders.
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competitive market and pricing. The only alternative to this approach, in RG&E’s view, would
be for the Company to continue to hold upstream capacity to prevent its being marketed
elsewhere; but the holding of such capacity would have to be on terms that would protect RG&E
and its remaining customers from the impact of migration without corresponding responsibility
for unneeded capacity. '

In seeking the ideal end-state, RG&E is well aware that certain components of that end-
state may take longer to achieve than others. Transportation contracts, for example, may be
particularly difficult and costly to restructure. That is why the long-term strategy, as well as the

transition strategy (discussed below), must remain flexible.

VII. RG&E’S TRANSITION STRATEGY AND IMPLEMENTATION

A. Goals During Transition
In making the transition to the long-term strategy outlined in the preceding section of this

Report, RG&E has identified, and is committed to achieving, four principal goals: maintaining
reliability and security of service; offering competitive prices at the city gate; rationalizing
contractual obligations to the market; and adjusting to fit the pattern of market migration.
Obviously, none of these goals is “new”; RG&E has been pursuing them in one form or another
for years, either directly or through the Company’s portfolio management initiatives. Likewise,
while RG&E considers these goals to be the most critical in the transition process, they should
not be understood as excluding consideration of other objectives that may be consistent with
them. However, in light of the rapidly changing environment of the natural gas market and the
need to address the changes in the market as rapidly as possible, these are the goals upon which
RG&E believes it is crucial to focus if the transition is to be successful. At the same time, this
strategy will require constant reexamination and reassessment to ensure that it is properly
directed.

"B.  Three-Pronged Strategy
‘With the aforementioned goals in mind, RG&E developed a strategy comprised of three

principal prongs: negotiation with pipelines; holding an “Open Season” to solicit interest in the
Company’s assets; and development of an RFP for the packaging of supply and capacity into
market service for the Company’s retail customers. In studying these options, RG&E relied on

its own experience (e.g., with pipeline negotiations and RFPs), as well as expert advice from
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others (e.g., regarding packaged service). In seeking the least cost reliable approach, RG&E
believes that a combination of these three elements is likely to be optimal. Accordingly, RG&E
has concluded that more or less concurrent implementation of these approaches is desirable. It is
important to note that, in the overall process of evaluating each of these developing approaches,
RG&E will assess its existing portfolio management approach as an option for achieving the
aforementioned goals. Each “prong” is discussed in further detail below.

1. Negotiation with Pipelines.

Adherence to contract terms and conditions, as well as underlying tariff and legal
requirements, is critical to the functioning of the natural gas transportation network. RG&E does
its utmost to adhere to the letter and intent of its contractual obligations. Many of the
Company’s existing Eontracts with upstream pipelines were entered into at a time when long-
term ceftainty and reliability were among the most critical components of a portfolio designed to
provide bundled retail service. Changes in the market, however, place less value on-long-term
certainty and greater value on short-term flexibility, including the ability of an LDC to shed
capacity formerly devoted to bundled retail service.

From RG&E’s perspective, the ideal solution with regard to capacity would be for the
pipelines to agree to restructure their contracts to permit phase-out as retail customers migrate to
service from marketers who may obtain their capacity either from the same pipelines or others.
Unfortunately, the ideal solution for RG&E is anything but ideal from the pipeline perspective.
They regard their contracts with the Company as binding obligations that produce a long-term
revenue stream upon which they depend to cover operating expenses and the cost of capital.
Ach_iéving an adequate return on investment is particularly important to those pipelines that
constructed facilities in order to serve RG&E.

| While RG&E respects its contractual obligations and understands the reluctance of
pipelines to forgo a “guaranteed” revenue stream, the Company has actively pursued
opportunities to modify its obligations to better fit the current needs of its customers. Many of
these initiatives pre-date the Company’s Proposal in this proceeding. Among the changes RG&E
negotiated are: elimination of the “final” ramp-up on the Empire system; a reduction of capacity
on the TransCanada/Union segment; and the remarketing of a substantial portion of CNG side
capacity in connection with the Chambersburg Project. RG&E has consistently kept the

pipelines aware of its ongoing need to restructure its portfolio.
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In connection with the Proposal, RG&E renewed its efforts to achieve changes in pipeline
contracts. Obviously, the issue of RG&E’s strategy in dealings with the pipelines is extremely
sensitive from a strategic standpoint and it would be detrimental to the Company’s negotiating
posture if even the range of possible actions under consideration were disclosed. RG&E
identified the options it was exploring and/or pursuing in the November 29 Report subjeét to
trade secret protection. That discussion will not be repeated or updated here. Suffice it to say
that the Company will continue to assess such options and pursue those that appear promising.

As indicated earlier, since September 1999, RG&E has had meetings with most of its
upstream pipelines to outline the current situation, to discuss the future condition of the market
and RG&E’s participation in it, and to solicit suggestions from the pipelines as to possible
approaches to mitigating capacity costs. The November 29 Report and Supplement Nos. 1 and 2
included discussion of the substance of RG&E’s contacts with the pipelines. Copies of relevant
documents, including correspondence with the pipelines, were provided in Appendix M to the
November 29 Report and in Appendices M-1 and-M-2 to Supplement Nos. 1 and 2, respectively.
Because of the obvious sensitivity of these contacts, the content of that portion of the
November 29 Report and Supplements will not be discussed here. Additional correspondence
with the pipelines will be filed separately with a request for trade secret protection.

Without delving into the specific content of exchanges with the pipelines, RG&E can
report that the issues have been clearly established and, in each case, further negotiations appear
to be warranted. Follow-up meetings will be scheduled and are expected to take place over the
next few weeks. RG&E expects that negotiations with the pipelines will be a continuing process
and, in all likelihood, will proceed simultaneously with the rate and restructuring negotiations
that are contemplated in this proceeding. '

2. Open Season to Assign Capacity

Based on past experience with the Open Season (or auction) approach to assignment of
capacity, RG&E believes that this option offers an effective means of obtaining the market-
determined value for transportation and/or storage assets in the Company’s portfolio, either
individually or in combinations. RG&E’s earlier Open Seasons were widely publicized and, as a
consequence, reached a substantial number of current and potential market participants. The
sheer number of potential bidders involved in an Open Season may also encourage not only

higher bidding for assets, but also taking the assets for longer terms than might be the case in the
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absence of this level of competition. Moreover, a greater number and broader range of
participants is likely to produce more possible combinations of assets than simple posting on
individual pipeline bulletin boards. Equally important, the price bidders are willing to pay in an
Open Season serves as a market-determined benchmark against which other possible options,
including buy-outs and buy-downs and bundled market services discussed in this Report, can be
measured. | |

" On December 21, 2000, RG&E initiated an “Open Season for the Long-term or
Permanent Release of Firm Transportation and Storage Capacities.” The solicitation package,
which contains all relevant information for bidding on the Company’s capacity, is included in
Appendix N to this Report. To ensure maximum participation in the Open Season, RG&E sent
the package to approximately 70 companies, including Vmarketers, LDCs and power generators,
and advertised to achieve national exposure. The bid due date was January 21, 2000.

RG&E has received bids from over 20 bidders. The Company is currently in the process
of evaluating the respbnses and expects to announce the results and make the necessary follow-
up arrangements in time to permit capacity release transactions to take effect by April 1, 2000.

Completion by that date will ensure that capacity required for storage injection will be
available to assignees at the beginning of the injection season. It is worth noting that, because
mbsf 10'i1g-term releases for the heating season beginning November 1, 1999 were arranged long
ago, the Opéh Season was not be expected to have any material impact on the current winter’s
arrangements.

3. Market Service RFP ~

RG&E has developed a concept, designated the “Market Service Option,” that may
provide another valuable means of reducing future capacity obligations. Under this épproach,
those marketers committing to take assignment of a portion of the Company’s ‘capacity thereby
become eligible to supply gas to the Company’s remaining system customers. Moreover, by
taking assignment of the Company’s capacity, such marketers obtain the right to supply a
particﬁlar volume of the Company’s remaining system load.

Under the Market Service Option, prospective suppliers bid on supplying gas to RG&E’s
market. Bids are required to be in the form of index plus a premium. The premium is intended
to cover costs such as capacity, storage, fuel and administration. Suppliers are required to

assume a share of RG&E’s capacity portfolio proportionate to the share of the Company’s
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system load to be served. Subject to any overriding reliability concerns, the assumed share of the
capacity portfolio can be utilized for any purpose. Awards are made to the lowest evaluated
premium bidders. The term of service can be as short as one year or as long as the remaining
term of the Company’s capacity contracts. The percentage or quantity of RG&E’s retail load
requirements to be guaranteed to the marketer is proportionate to the quantity of capacity
assigned to the marketer, although not necessarily on a one-for-one basis.

_One of the major benefits of this approach is that it does not suffer from the perceived
shorféomingé of mandatory capacity assignment. Marketers are not required to bid on or to take
assignment of RG&E’s capacity in order to operate in the Company’s service area. Bidding on
and taking the Company’s capacity is only required for those wishing to serve a specific quantity
of retail load requirements. Any marketer not wishing to do so remains free to market in the area
to migrating customers, as is the caise now.

On January 5, 2000, RG&E issued an RFP, based on the Market Service Option concept,
to 25 major energy marketers. A copy of the RFP is included in Appendix O to this Report. In
issuing the RFP, the Company invited recipients to submit written questions to which the
Company subsequently responded. Nearly 100 questions were received and answered; they are
contained in Appendix P to this Report. On January 18, 2000, RG&E conducted a pre-bid
meeting in Houston, Texas, attended by approximately 15 prospective bidders. At the meeting,
RG&E Gas Supply personnel presented and explained the RFP. A copy of the presentation
materials is included in Appendix Q to this Report.2 Most attendees expressed an interest in
submitting proposals, which are due February 3, 2000.

RG&E believes that the Market Service Option, as embodied in the RFP, represents an
innovative and potentially important way of continuing the transition to a competitive retail
market. While RG&E believes that thé benefits of such an approach to marketers ought to
outweigh any perceived detriment of capacity assignment, the market will be the ultimate test.
Should this proposal fail, there are other ways, such as the Open Season, that will serve as a

“backstop.”

2 Appendix Q has been redacted to remove sensitive pricing information that has already been included in a trade secret

filing.
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C.  Summary

RG&E proposes to continue its efforts with respect to all three prongs of the transition
strategy outlined above. The Company is aware that, to the extent that certain assets are
addressed by one of the three options detailed above, those assets will not be available for use in
connection with one or both of the remaining alternatives. Thus, rigorous pursuit of these
strategies will be an iterative process; it will require constant comp_an'son of benefits and
detriments of one option as against the others. Notwithstanding this potential for complication,
however, RG&E believes that maintaining all three of these options represents the most
promising way of ensuring that the Company can command maximum value for its
transportation and storage assets in the market place for the benefit of its customers. Moreover,
all three prongs move toward the ideal state of achieving service points closer to the city gate and
thereby reducing the exposure of RG&E and its customers to the costs associated with unneeded
upstream capacity.

RG&E will continue to provide updated information with respect to the Company’s

efforts with respect to all three initiatives.

VIII. ACTION BY STAFF AND THE COMMISSION

As approved by the Commission, the Proposal is expressly intended to be a fluid
approach to capacity cost mitigation. Such mitigation is not a one-shot effort. It is an iterative
process, involving a continuing exchange of ideas among the Company, pipelines, marketers and
Staff.??

" The Proposal expressly recognized the importance of Staff’s role in this iterative process
by including a requirement that Staff provide a written response to the November 29 Report.
Staff did so, as noted earlier, and concluded that the Company . . . had “assembled a reasonable
list of options (i.e., the three-pronged approach) to explore for achieving the goal of capacity cost
reductions” (Staff Letter at 2). As Staff’s letter also recognizes, however, assessment and

utilization of the results of the three-pronged approach will require continuing dialogue. RG&E

3 With the public filing of this Report, RG&E expects to have the benefit of input from other parties as well.
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is committed to such ongoing communication and appreciates Staff’s recognition of its

importance.

IX. | CONCLUSION

RG&E takes seriously its obligation to provide least cost reliable service to its customers.
In pursuing this goal, the Company has devoted substantial effort and resources to obtaining
transportation and storage services that enhance competitive alternatives while maintaining
system integrity. For much of this decade, RG&E has faced the challenge of dealing with
surplus capacity that arose in connection with the phase-in of the Empire system. Through a
combination of measures, the Cdmpany has been able to mitigate the impact of that surplus. The
challenge to control capacity costs has now shifted away from managing a surplus to dealing
with price differentials between different pipeline routes and the risk associated with migration
of customers away from bundled retail service.

As this Report demonstrates, RG&E has adjusted to these changing challenges through
its actions to date and has outlined a viable multi-dimensional approach to make the transition to
the desired end-state. Implementation of the Company’s plans is well under way.

RG&E submits that this Report demonstrates that the Company has complied with the
requirements set forth in the Proposal, as approved by the Commission, and that the Company
has put in motion a program designed to continue the progress made to date and to carry out
appropriate plans for dealing with capacity and related issues that will be an even greater

challenge in the future.

ROCHESTER GAS AND ELECTRIC CORPORATION

January 28, 2000
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ROCHESTER GAS AND ELECTRIC CORPORATION

. CITY GATE DELIVERABILITY vs PRODUCTION-AREA AND STORAGE DELIVERABILITY

IN MDT DESIGN DAY DELIVERABILITY

From ProdiciOaTATeE ST TOTaRe WA e R ; 2003 0A 2 00A%06 10 3 07

Gas 5 15 15 15 18 15 15 0 0 a
Tennesee 49 49 0 0 0 0 0 0 v} 0
TRANSCO 0 0 9 9 9 9 9 9 9 9
TETCO 43 N 0 0 0 0 1] 0 0 0
ANR SE i 14 14 14 o] o 0 0 0 0 0
ANR SW 5 . 5 34 0 (¢} [} [} 0 0 o
ANR STORAGE 108 108 108 138 138 138 138 138 138 138
CNG STORAGE 142 142 142 0 0 [} 0 0 0 0
Total 366 364 322 162 162 162 162 147 147 147
Empire to Mendon City Gate Dellverabllity 172.5 172.5 172.5 172.5 172.5 172.8 172.5 172.5| 1725 172.5
CNG to Caledonla City Gate Deliverability 277 277 277 0 0 0 .0 [} 0
Empire Raserve Capacity and Market M
Area Purchase Capabllity 45.5 . 455 16.5 34.5 34.5 34.5 345 34.8 34.5 345
CNG Reserve Capacity and Market Area {
Purchase Capability 38 40 111 -24 -24 -24 -24 -9 -9 -9
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Gas Rate and Restructuring Project (GRRP)

'A Introduction

Purpose

On August 10 and 11, 1998 Rochester Gas and Electric Corporation (‘RG&E") met with
Staff and other interested parties to present its Gas Rate and Restructuring Project
(“GRRP") Proposal. Effective November 3, 1998, the New York State Public Service

. Commission (“PSC") issued its Policy Statement Concerning the Future of the Natural
Gas Industry in New York State and Order Terminating Capacity Assignment ("Policy
Statement”). The Policy Statement and Staff Report and Recommendation dated
August 11, 1998 will significantly iﬁﬂuence the future of the natural gas business in New
York State. Moreover, it will have a significant impact on the future course of RG&E's
gas business, its GRRP Proposal, and the transportation and storage capacity contracts

that were secured to meet the Company’s obligation to serve customer requirements.

The Policy Statement describes the PSC's vision for the gas industry and, in preparation
for negotiations, requires each Local Distribution Company (“LDQ”) to address specific

issues including certain ones pertaining to 'Eap__acity , as set forth below:
» A strategy to hold new capacity contracts to a minimum;
> A quantification of potential stranded costs and a plan to mitigate and manage them

= At a minimum, the LDC must demonstrate that it has made reasonable efforts to
minimize strandable costs in compliance with the Commission's directive in Case
93-G-0932, including the requirements of the Order Clarifying the April 1998

Excess Capacity Filing Requirements, issued September 4, 1997.
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In addition, the Policy Statement requires Staff and the utilities to initiate negotiations to
develop Company-specific plans to implement the PSC's vision and to initiate
collaborative discussions to deal with issues of system operations and reliability,
provider of last resort and market power. The PSC also ordered the elimination of

mandatory capacity assignment for all utilities as of April 1, 1999.

The purpose of this report and associated capacity plan is to address the capacity

issues identified by the PSC, as stated above, based on the fdllowing objectives:
> Hold new capacity contracts to a minimum

> Minimize any stranded costs (in the process quantify potential stranded costs and

include a plan to mitigate and manage them)

» Maintain adequate capacity to meet RG&E's continuing obligation to serve in a least
cost, reliable manner and to support the operational integrity of its distribution

system

—

» Allow for flexibility to accommodate potghtial migration scenarios

> Develop options and recommendations in a timely manner in accordance with GRRP

requirements
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Confidential
For Settlement Purposes Only




Rochester Gas and Electric Corporation
Gas Rate and Restructuring Project (GRRP)
Upstream Capacity Plan

Process

In order to address the objectives listed above, RG&E’'s GRRP Upstream Capacity
Team conducted a resource/portfolio plan to identify and evaluate alternative scenarios,
based on different levels of customer migration, and resulting load forecasts (for desién

day, annual and monthly requirements). Further analysis involved the identification of

existing and supplemental assets needed to meet customer load and the performance of
cost analyses taking into account pipeline and supply source economics to compute
projected city gate costs. In addition, risk and reliability factors were evaluated for each

scenario and a recommended approach was identified.

RG&E Gas Business
« Service to over 1,000,000 population and over 280,000 customers
« 1998 revenues ~ $275 million
« Retail sendout is 70% (37 BCF normalized for weather) of total throughput
« High percentage (nearly 80%) of retail sendout is residential
« Transport sendout is 30% (17 BCF normalized for weather) of total

throughput

.
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-B_Background

Portfolio Design

RG&E's portfolio was designed in the 1980s as the unbundling of the merchant function
was first developing. Beginning in1987, RG&E had contracted for capacity on upsfr_earh
pipelines, storage and gas supply atthe wellhead. Federal Energy Regulatory
Commission (_“FERC") Order 436 allowed LDCs, like RG&E, to reduce their full-

~ requirements obligations from upstream pipelines and enter into contracts for unbundled
-services. Prior to 1987, RG&E had a full-requirements (RQ) contract with CNG
Transmission (“CNGT"), whereby CNGT would provide daily requiremehts for RG&E.
FERC Order 436 also allowed large industrial customers to procure unbundled gas
services from providers other than the LDC. Full unbundling of upstream pipeline
services did not occur until 1993, when FERC Order 636 required interstate pipelines to
be transporters of gas and to no longer sell bundled services. While taking assignment
of transport contracts upstream of RG&E's Caledonia City Gate (CNGT, Texas Gas,
Texas Eastem, Tennessee, and Transco), RG&E was also committed to taking capacity
contracted on Empire State Pipeline and upstream pipelines (TransCanada, Union,
Great Lakes Transmissio'n. and ANR for %gnsportation and storage.) This mixed
portfolio of upstream contracts allowed the Company to have competitive service at the
City Gate, to no longer be solely connected to CNGT, and to have access to diverse

supply basins in the Gulf Coast, Mid-Continent region and western Canada.

Pursuing these benefits had been an important element of the PSC’s 1987 Management
Audit of RG&E's operations. The Audit Report recommended that RG&E analyze the
cost of linking the distribution system directly to Tennessee or other U.S. or Canadian
pipelines and, if CNGT refused to provide competitively priced service, to have that link
operational, if it were economical, prior to the expiration of RG&E's then-current CNGT

contract in 1990.
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Although RG&E was able to secure some concessions in settlement negotiaﬁ'ons with
CNGT (e.g., in the 12 months ending May 30, 1989, RG&E was able to purchase more
than 31% of its total system throughput from sources other than CNGT), such
concessions did not address the Management Audit concem about exclusive reliance
on CNGT for transportation. In seeking an alternative for transportation, however,
RG&E determined that reliance on another ‘incumbent” pipeline, such as Tennessee,
would do little to achieve the principal objectives of a second pipeline connection.
Instead, RG&E opted to become a shipper on Empire, for which a Public Service Law
Article VII application had been filed in 1988 and which recéived a Certificate of
Environmental Compatibility and Public Need in early 1991. '

in studying the Empire project, RG&E had concluded that it would offer much needed
competition to the incumbent pipelines, access to important supply basins in the mid-
continental U.S. and Westem Canada, and enhanced reliability. The latter benefit
would result not only from the geographical diversity of supply, but also from a new
physical interconnection in the Town of Mendon at a point Where maintaining presshre
would become increasingly difficulty in the future, absent reinforcements to RG&E's own

“transmission” system.

In deciding to ship approximately one-half of its system requirements on Empire, RG&E
had to contract with pipelines, gas suppliers and providers of storage upstream of
Empire. At the same time, RG&E had to arrange for the reduction, or “ramping down,”

of commitments on the CNGT system to correspond to the “ramping up” of new service.

- Initially, the ramping down of CNGT service and the ramping up of Empire service were
planned to occur over a three-year period on the assumption that Empire and necessary
upstream facilities would be in service by November 1, 1990. Through a combination of
regulatory delay, opposition by incumbent pipelines and the resultant uncertainties

surrounding construction, RG&E was not in a position to ramp down its CNGT contracts
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(i.e., by giving required notices) at the same time Empire went into service in the fall of.

1993. Likewise, there was little interest on the part of other prospective shippers on the
CNGT system in taking RG&E's combined package of storage and- transportation

‘ capacity; substantial pomons would have been stranded.

The foregoing factors combined to produce the surplus of upstream capacity that faced
RG&E when Empire went on line in November 1993. At that time, RG&E's system
design day was approx1mately 450,000 Dt, of which approximately 400,000 D+ was
covered by firm transportation arrangements on the CNGT system. As a result of the
inability to ramp down those CNGT system commitments, RG&E's total firm

transportation capacity commitments were as follows:

Empire System 172,500 Dt/d
CNGT System 390,000 Dt/d
TOTAL 562,500 Dt/d

These figures exclude a subsequent ramp-up of 55,000 Dt/d that was scheduled to

occur on the Empire system on'November 1, 1994.

RG&E’s capacity surplus was, of course, ong-of the principal matters addressed in the
1995 Settlement that expired on October 31?1 998.
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City Gate Deliverability:
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Figure 1 - November 1993 Capacity Map Before Capacity Releases
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The design of RG&E‘s portfollo is significantly impacted by load characteristics of its
market. The load duration curve and daily sendout pattern shown in the next two figures
(DT/day) illustrate the dramatic difference in gas usage between heating and non-
heating season; the winter demand for a design day is 15 times greater than the
demand in the summer months. These load curves are utilized, among other things, to

determine the capacity holdings and other resources needed to serve design day load.
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Figure 2 - Typical Load Duration Curve
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RG&E's 1997 Sendout
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Figure 3 - Chart of 1997 Daily Sendout Pattern
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C Customer Migration Experience

« 31% migration of throughput since 1985

o 2% migration of retail load from November 1996 = October 1998 under aggregation

program
o 3% migration of retail load from November 1998 — February 1999

RG&E has experienced migration of industrial customers since 1985. Currently, these
customers ship 31% of the annual system throughput. The larger commercial and

industrial customers have taken the opportunity to procure service through marketers.
Larger cost advantages existed several years ago because of the savings appreciated

through taxes, the market value of capacity, and pricing not being as liquid as it is today.

In November 1996 RG&E implementeci its aggregation program. This program was
responsive to PSC Opinion No. 94-26, which called for LDCs to offer programs that
allowed all customers the right to buy upstream services through other providers. It also
urged the LDCs to unbundle their rates fog}a_ll of their upstream services, such as
balancing, storage, and capacity. Since thél implémentation of this program, the
Company has experienced migration of approximately 5% of its retail throughput to

transport sales.

Figure 4 below depicts this load migration showing actual data for 1985 through 1998,

and forecasted data for 1999.
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Growth in Transportation Market Sales
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Figure 4 — Actual Annual Transportation Sales*

*not adjusted to normalized weather
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D Prior Portfolio Restructuring Accomplishments
RG&E has managed a complex gas transportation and storage portfolio since 1993.

Through several cost mitigation efforts undertaken since 1995, the Company has
successfully reduced transportation and storage expenses by approximately 30% from
their 1995 levels, from approximately $110 million to $70 million (net of all releases of
capacity). The mitigation efforts used to reduce these expenses have included
restructuring the portfolio through selling capacity (long-term or perman'ent releases),
buying down contracts, turning back capacity through expansion project opportunities,
utilizing portfolic management services, and effectuating capacity releases (short-term
releases). RG&E's current capacity portfolio (net of releases for periods of greater than

one year) is depicted below.

Figure 5 - Current Map of Capacity
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Rochester Gas and Electric Corporation.
Gas Rate and Restructuring Project (GRRP)

Upstream Capacity Plan
Event Method MDT Annual
Date ' Reduction | Demand
- ' Reduction
$ Millions
1994 - April 1995 | CNG slorage contract Remarketing . 1BCF $1.8
restructured agreement
November 1995 | Transco 4 year release Capacity Release 9.6 Mdi/d - 1.3
Chambersburg Project Remarketing
CNG Agreement/ Various 10.4
Tennessee Buyout (permanent
Texas Eastern releases)
April 1996 Empire, ANR and GLTC Capacity releases 55 Mdvd Upto 11.3
contracts restructured and Buyout
Deferred ramp-up
Eliminate contract ramp-up
November 1996 | Termination of TCPL Capacity RFP & Various 104
longhaul contract RG&E open
season
Texas Gas 3 year release
ANR SE/SW long term-
relinquishment
CNG release =
December 1997 TCPL release Capacity release 20 Mdiv/d -0.8
February 1998 TCPL turnback Pipeline open 1 Mdvd -
season
May 1998 Proposed CNGT Turnback Pipeline turnback 21.7 Mdvd 1.5
June 1998 Proposed GLTC reduction - | Tumback program 31.9 Mdvd
cancelled per FERC
expansion
requirements
Figure 6 - Chronological Listing of Reduction of Assets
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Rochester Gas and Electric Corporation
Gas Rate and Restructuring Project (GRRP)

Upstream Capacity Plan

The Company’s City Gate deliverability both historically and projected (basedon
existing contract expiration dates) is shown below.

CITY GATE DELIVERABILITY

1995 1996 1997 1998 1939 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012

GAS YEAR

Figure 7 - City Gate Deliverability

jiii

The Company's historical and projected tranébortation and storage capacity costs are
shown below. Such costs are based on existing contract expiration dates and take into

account prior restructuring initiatives, including long-term capacity releases.
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| Rochester Gas and Electric Corporation
Gas Rate and Restructuring Project (GRRP)
Upstream Capacity Plan
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Fiie.n
Elie.g
(AL LE ]
5vE.8
fa00

iTe.a

EE LR

2488

Ele.0

LRLE

188

s aveR 199l F80  199%  leed  Jesmi  eeld jend Ieea foud  iods  d@aT  IoeW geoy Joi@ reRn  1OEl

EmCHG DOTGF OTETCO OTHG WMTRARICO OANR DGLTE OTCPL O EM PIRE

Figure 8 - Transportation and Storage Capacity Costs

.. DUMRLIONS S
GAS YEARENDING|-».¢ - ° i o e I ek Rt . SermEite
October31, 1995 1999 * 2000 _200)_-2002° 2003 2004 2005 2006 200772008 2000 2010 20112012
PIPELINE
CNG $203 523 S04 S - S- S- §- $S- S- $- 8- S- §- S-
TGP $59$59s8- 8 - S- S$- §- $- S- S$- S- 8- S- S-
TETCO $68 S48 S15 S 15 S- S- S $. $-. S$. S$. S- S- S
TXG $18 S18 518 S 18 S18 §18 si8 §- S$- S- S$- 'S- S-S~
TRANSCO S13sS13813§ 13 S13 5138 132 $13 $13 $13 $13 $S13 S13 $13
ANR s} $21.3 S1u3 § 213 S $21.3 $21.3 $21.3 S213 $21.3 S- $- $- S-
GLTC $ 90 $90 $90 S 90 $90 S 90 $90 $90 $90 $90 §- $- S- S-
TCPL 558 $S8 $58 S 58 S58°S 58 358 $58 $58 $58 $- $- S- S-
EMPIRE $ 104 $10.4 $103 S 104 S104 $10.4 $10.4 $104 S10.4 $104 S- $-  S- S-
CAPACITY RELEASE . ity s@ys- s - S-S~ $- $. S- S. S- $- S- 5-
TOTAL $111.5 $85.0 $765 $69.21S727 SN0 $616 § S1.2 $49.7 S19.7 $49.7 5419 $479 $479 $13 $13 §13 $13

_Agul _Projected
Assumptions:
Net of permanent and short term capacity releases
Projected values based on January 1999 tarff rates
Figure 9 - Total Contracted Costs through 2008
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Rochester Gas and Electric Corporation
Gas Rate and Restructuring Project (GRRP)
Upstream Capacity Plan

E Description of Portfolio Restructuring Experience

Capacity Release

Since the implementation of FERC Order 636, capacity holders have been allowed to
post unused capacity on electronic bulletin boards, notifying other shippers that they
could bid for this capacity. This type of posting in the secondary market has increased
the liquidity of pipeline segments. However, it also is limiting in that FERC currently
does not allow capacity holders to receive more than maximum tariff rates for the
capacity, even though market conditions may warrant it (i.e., high demand and low
supply of capacity, coupled with another party willing to pay greater than the maximum

tariff rate).

The term of capacity release is flexible, including monthly, seasonal, and multi-year
periods. It should be noted that under temporary releases of capacity, the original
capacity holder (e.g., RG&E) still retains thgjinancial responsibility for the capacity in

the event that the replacement shipper defaults on its obligations.

As shown on Figure 6 above, RG&E has generated millions of dollars of annual savings
through capacity release transactions. Capacity release values fluctuate because they
are affected by changing market conditions (i.e., supply and demand.) It must be
remembered that, when RG&E's system demand is low, that of the rest of the market is

also relatively low and other holders of capacity are often releasing as well.

It should also be noted that FERC is in the process of reviewing its rules and regulations

with respect to capacity release, as well as other matters pertaining to interstate
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Rochester Gas and Electric Corporation
Gas Rate and Restructuring Project (GRRP)
Upstream Capacity Plan

transportation. RG&E is actively following these proceedings to have a say in any
changes that may impact our business practices. '
Finally, there is no opportunity to release Empire State Pipeline capacity since Empire is
an intrastate pipeline under the jurisdiction of the PSC and therefore is not éubject to

FERC capacity release rules and regulations.

Rémarketing Agreement

In the fall of 1993 RG&E entered into a remarketing agreement with CNGT. This
agreement gave CNGT the right to market approximately 100,000 DT/day of CNGT and
upstream pipeline capacity and storage. This was one of the efforts the Company took
to reduce its contractual obligations, subsequent to FERC Order 636 and the start-up of
the Empire State Pipeline. This agreement pertains to a project known as

Chambersburg whereby facilities were built and improved on the CNGT and Texas
Eastern systems, which allow;ved capacity originally designed to flow gas to Rochester, to
be utilized by mid-Atlantic customers. Several mid-Atlantic customers took long-term
and subsequent permanent assignment of gPproximately 90,000 DT/day of cumulative

capacity on CNGT, Texas Eastem, and Tennessee pipelines.

RG&E paid CNGT $10 million toward the cost of facilities improvements that were
needed to accommodate the reassignment of capacity. This payment allowed CNGT
and Texas Eastern to go forward without applying for rolled-in rate treatment of the
project. Since the project was for the purpose of serving only a handful of customers,
proposing rolled-in rate treatment had a low probability of success and would likely have

delayed the project and ultimate assignment of capacity.
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Rochester Gas and Electric Corporation
Gas Rate and Restructuring Project (GRRP)
Upstream Capacity Plan

RGA&E and its customers are realizing approximately $10 million annually in reduced
demand charges due to the assignment of the 90,000 DT/day of transportation and of )

storage capacity. -

Portfolio Management

Beginning in June 1995 RG&E contracted with MidCon Gas Services to provide portfolio
management services. This was the first time comprehensive portfollo management
services on such a large scale had arranged for an LDC. Through an extensive RFP
process, the Company evaluated approximately 15 proposals, which ultimately

concluded in the execution of a definitive agreement with MidCon Gas Services.

The primary objective of utilizing a portfolio manager was to work with a marketing firm
that had a national marketing presence and a working knowiedge of RG&E's upstream

asset base in order to optimize the portfolio to achieve maximum savings.

RG&E's experience confirms the benefits of working with an organization that has
access to the markets and supply basins hnked to the ten pipelines that serve RG&E.
With more than three years of portfolio management experience behind us, we have
been able to try different services and incentives to identify what works best for ali

parties involved.

In July 1998, RG&E secured Dynegy Marketing and Trade as the new portfolio manager
for a period of two years. Dynegy will act on RG&E's behalf, nominating natural gas to
storage and City Gate, releasing unused pipeline capacity, and optimizing storage and

transportation assets to bring greater value to RG&E and its customers.

Page 18 03/04/99

Confidential

mew O astlarmant Diarancoce Ninlyv



P

Rochester Gas and Electric Corporation
Gas Rate and Restructuring Project (GRRP)
Upstream Capacity Plan

Portfolio Reconfiguration

RG&E’s Gas Supply Management team continues its efforts in long-range planning for
optimizing the use of gas assets. This process began primarily as long-term releases
and continued in 1995 to encompass a sophisticated Open Season capacity offering to
69 companies requesting a bid package in 1996. Nearly half of the companies
responded with offers for RG&E's capacity. RG&E's proposal was noted in GASDAILY
since RG&E was the first LDC in the nation to make an RFP of this nature. As a result
of this effort, RG&E negotiated several permanent and long-term assignments of
transportation and storage capacity. In 1997, RG&E again issued an RFP requesting
valuation of its winter transportation capacity. As a resuit of the 1997 RFI5 process,
RG&E has become more active in temporary assignment of Great Lakes and

TransCanada capacity for the winter season.

The RG&E team leamed numerous lessons through these experiences. The most
significant lesson is that the system can be configured in many ways. With two
pipelines serving RG&E City Gates and a variety of pipelines upstream of those two,
there are numerous altematwes and serv:ces that affect RG&E's asset portfolio. As a
result of their experiences, RG&E has reshaged its assets by replacmg long haul
transportation and storage capacity intended to meet a design day numerous times

during a winter with shorter term peaking and swing services at lower overall costs.

RG&E did not stop at reshaping its transportation portfolio, but aggressively negotiated
lower reservation fees from nearly all gas suppliers. In addition, to achieve greater
flexibility and lower costs, RG&E was able to convert some contracts for 365-day term

supply service into a 151-day service.

RG&E's portfolio reconfiguration initiatives have achieved millions of dollars of annual
savings as highlighted in Figure 6 above.
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Rochester Gas and Electric Corporation
Gas Rate and Restructuring Project (GRRP)
Upstream Capacity Plan

Buyout/Buydown ‘ |

One mechanism to reduce contracted capacity is to buy out the capagitymat negotiated
value. RG&E has successfully reduced pipeline capacity on T(ansCanada/Union
through a buyout program. Generally, pipelines are reluctant to give up'a guaranteed

revenue stream from enforceable contracts.
Pipeline Turnback

Several pipelines (Great Lakes, TransCanada, Tennessee and CNGT) ha;/e surveyed
the market to establish interest in tumning back capacity. Of these pipelines, only Great
Lakes, CNGT and TransCanada offered turnback programs at maximum tariff rates.
Where feasible at maximum tariff rates, RG&E has offered to turn back capacity to these

pipelines, as summarized in Figure 6.
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Rochester Gas and Electric Corporation
Gas Rate and Restructuring Project (GRRP)
Upstream Capacity Plan

F Summary of RG&E's Transportation and Storage Contract Obligations

Capacity contract arrangements include capacity for pipeline and étorage transportation.
The primary benefit is the dedication of a pipeline’s assets/resources to assure
operational refiability for RG&E and its customers. Firm service supports an LDC's
“obligation-to-serve” requirement. RG&E’s capacity contracts have terms ranging-up to

19 years. These contracts obligate RG&E to pay fixed demand charges, variable costs

and other FERC surcharges (e.g., transition costs).

Services offered by the pipelines vary; they include firm transportation, and storage
services designed with different levels of flexibility. For example, CNGT offers a no-
notice storage service whereby any city gate imbalance automatically flows into or out of
storage. ANR, on the other hand, only offers a nominating storage service (requiring

daily nominations), since it is three pipelines away from RG&E's City Gate.
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Rochester Gas and Electric Corporation
Gas Rate and Restructuring Project (GRRP)

Upstream Capacity Plan
Transportation and Storage Contracts Contractual MDQ
‘ Expiration Date - MDT/d

CNG System (Caledonia City Gate)

Seneca firm Storage September 1999 30
CNGT firm transportation March 2001 126
CNGT finm storage March 2001 . 142
TGP firm transportation October 2000 49
Texas Gas firm transportation October 2005 15
TEXAS EASTERN firm transportation October 1999/2000 43
Transco firm transportation . October 2012 9

Empire System (Mendon City Gate)

Empire firm transportation October 2008 172
TransCanada firm transportation “ 137
Great Lakes firm transportation “ 213
ANR Pipeline firm transportation “ 65
ANR firm storage £ 151
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Rochester Gas and Electric Corporation
Gas Rate and Restructuring Project (GRRP)

Upstream Capacity Plan
Pipeline Contract Notification Date Expiration Date
Empire 95001 None - 10/31/08
ANR 18750 - - None 10/31/08
ANR 25850 None 10/31/08
ANR 25900 None 10/31/08
ANR 68750 None 10/31/08
ANR 75850 None 10/31/08
ANR 33000 None 10/31/08
TCPL 2939 None 10/31/08
TCPL 2937 None 10/31/08
TEXAS EASTERN Issued 10/31/95 10/31/00
800370R1 N
TEXAS EASTERN Issued 10/29/97 10/31/99
800248
CNGT 300084 3/31/99 3/31/01
CNGT 400055 3/31/99 3/31/01
Seneca Storage 7/1/99 9/14/99
TGP 820 10/31/99 10/31/00
TGP 3915 10/31/99 10/31/00
CNGT 100021 3/31/00 3/31/01 1 -
CNGT 700018 3/31/00 3/31/01
CNGT 200103 3/31/00 3/31/01
TXGAS 3943 10/31/04 10/31/05
GLGT FT056 - 4/30/06 | ... 10/31/08
GLGT FT067 ~10/31/07 10/31/08
TCPL 2939 10/31/07 10/31/08
TCPL 2937 10/31/07 10/31/08
Transco 6506 10/31/11 10/31/12

Figure 10 - Contract No@iﬁcaﬁon Schedule
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Rochester Gas and Electric Corporation
Gas Rate and Restructuring Project (GRRP)

Upstream Capacity Plan

Rochester Gas and Electric Corporation
CITY GATE TRANSPORTATION AND STORAGE ASSETS (Contracted Volumes Adjusted for Releases/Assignments)

DEKATHERM - VOLUMES STATED AT CNGT INYERCONNECTS
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|commc1 ey cnrs' PRELINE | £XP. DATE I mtesut.l cccorrronns|  omwervponts  [TOUSOR| AUB | emewoo | oawsuoa
100021  CNG CNGYT 33101 FIWN Comwell Caledonia City Gate 30,025 30,025
100021  CNG CNGT 33101 FTNN  SouhWebster  Caledonia City Gate 18,326 18,326
100021  CNG CNGT 3310t FINN Oadord C