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PREPARED DIRECT TESTIMONY

OF RICHARD M. MORROW

A.
QUALIFICATIONS

My name is Richard M. Morrow.  I am the Vice President of Customer Service Major Markets for SDG&E and SoCalGas.  My business address is 555 West Fifth Street, Los Angeles, California 90013-1011.

I received a Bachelor of Science degree in Chemical Engineering from California State Polytechnic University and a Master’s degree in Chemical Engineering from the University of California at Davis.  I am also a registered petroleum engineer.  I have been employed by SoCalGas since 1974.  I have held various positions throughout my 32 years with SoCalGas, including positions in engineering, transmission and storage, gas supply planning, gas exploration and gas acquisition, distribution, and customer service.

I am responsible for service to the utilities’ major customers, including electric generators, wholesalers and the large commercial and industrial customers.  I am also responsible for managing the company’s pipeline and storage capacity programs, energy efficiency program delivery for large commercial and industrial customers, direct access, customer choice programs, and technology development.  I have previously testified before this Commission.

B.
PURPOSE

The purpose of this testimony is to set forth the policy basis of this Application.  In particular, I will address:  

· Why firm access rights (FAR) are needed to implement fully the Commission’s policy of enhancing gas supply choices;

· Why a system of FAR can and should be implemented without unbundling the cost of utility assets from transportation rates or placing SDG&E or SoCalGas “at-risk” for receipt point access or backbone transmission revenue requirement;

· Why establishing an off-system delivery service to Pacific Gas and Electric Company (PG&E) will enhance gas-on-gas competition for the benefit of SDG&E/SoCalGas customers and the State of California as a whole; and

· Why maintaining the Peaking Service rate tariff is in the best interest of SoCalGas ratepayers.

C.
INTRODUCTION

SDG&E and SoCalGas agree with the Commission that customers in southern California need a revision to the existing natural gas framework to allow them to obtain access to new supply sources and enhance their ability to procure reasonably priced gas commodity supplies through a system of firm, tradable access rights.
/  We have previously expanded our transmission, distribution and storage systems to ensure customers have adequate capacity for utility service to meet their natural gas needs.  However, physical utility infrastructure alone cannot ensure access to reliable, reasonably priced supplies of natural gas.  The Commission should therefore adopt modifications to the existing framework governing scheduling of supply delivery into the utility systems.

This Application sets forth the proposals of SDG&E and SoCalGas:  to establish a system of FAR; to establish off-system transportation services to PG&E; and to maintain the peaking service in its current form.  The Application presents an integrated proposal even though other critical regulatory elements are subject to the second phase of the Commission’s Gas Market OIR (R.04‑01‑025).  
This testimony replaces the testimony submitted by SDG&E and SoCalGas in December 2004 addressing FAR and off-system deliveries.  Proposals submitted herein reflect the changed circumstances that have occurred since this Application was filed in December 2004.  These circumstances include, but are not necessarily limited to:  (1) SDG&E and SoCalGas’ implementation of ambitious noncore customer energy efficiency program goals adopted by the Commission in D.04-09-060; (2) closer proximity to the initiation of LNG supply deliveries now expected in 2008; and (3) pending adoption of the proposed settlement agreement arising out of a class action lawsuit involving SDG&E and SoCalGas filed in the Superior Court of San Diego (“Continental Forge Settlement”).

We also request that the Commission render moot the original Comprehensive Settlement Agreement (CSA) policy order (D.01‑12‑018) and CSA implementation order (D.04‑04‑015) based on the changed circumstances stated above, and because the CSA was never implemented and will expire under its own terms in August 2006.  SDG&E and SoCalGas are very appreciative of the time and effort put forth by the Commission and the settlement parties to develop and gain approval of the CSA even though it was never implemented.

The proposals herein are intended for the benefit of our customers and their suppliers, both existing and prospective, who are contemplating investment in supply projects to meet the long-term requirements of our southern California customers and the State of California as a whole.  

Our FAR proposal represents what we believe is the most efficient way to allocate system takeaway capacity for receipt points where upstream pipeline capacity is greater and/or is represented by two or more pipelines or supply sources.  While some parties may have a preference for maintaining the current system access condition for reasons including cost avoidance,
/ and others may prefer to use some other mechanism for the allocation of existing system access rights, we believe that our proposal is forward‑looking, anticipates the arrival of new supply, and is the most equitable method presented to allocate system access between customers and suppliers across both systems.  

Consistent with the Assigned Commissioner’s Ruling in this proceeding, our testimony does not address gas balancing, diversion and curtailment procedures, hub transactions, gas storage
/ or the related issue involving the responsibility for minimum flow obligations associated with receipt points necessary to maintain overall system integrity.
/  
Similarly, the proposals in this Application are not intended to address energy efficiency rules, promotion of renewable sources of energy, or other elements of the State’s Energy Action Plan, which are subject to other Commission proceedings.  However, this Application recommends adoption of new proposals that complement the policy of California to ”[e]nsure a reliable supply of reasonably priced natural gas”
/  and does so in a manner that aligns utility shareholder interests with California public policy supporting increased energy efficiency. The proposals set forth in this application will assist customers in managing the cost of natural gas procurement and transportation.  

The Commission has also requested input on the appropriate date for SDG&E and SoCalGas to file their next Biennial Cost Allocation Proceeding (BCAP) application.  After consulting with the Commission’s Division of Ratepayer Advocates (DRA) we recommend adoption of a BCAP filing date eight months from the date of a final Commission order in this proceeding.  

D.
FIRM ACCESS RIGHTS WILL ENHANCE GAS-ON-GAS COMPETITION

SDG&E and SoCalGas believe that a system of FAR is critical to greater reliability of long-term gas supplies.  FAR regulated by this Commission will provide the foundation for customers to select their preferred source of supply, and to ensure that the supply selected can flow from the wellhead to their burner-tip.

Absent a system of FAR, SDG&E and SoCalGas must continue to rely on the scheduling practices and policies of the upstream pipelines, primarily interstate pipelines subject to the jurisdiction of the Federal Energy Regulatory Commission (FERC).  This effectively means that utility customers only have interruptible access rights into the utility system, and no assurance that their deliveries will be scheduled at utility receipt points.  Similarly, without FAR, suppliers and customers lack any long-term certainty that they can schedule their supply on a regular basis.  We believe this inhibits greater customer choice and gas-on-gas competition.  The collective upstream delivery rights to southern California are significantly in excess of the SoCalGas (and SDG&E) redelivery, or take‑away, capacity.  This “mismatch” is illustrated in Figure 1 below, which shows that interstate pipelines and PG&E can deliver more supply to SDG&E and SoCalGas on a daily basis than the utilities can redeliver to the city-gate on a firm basis.  Unlike the PG&E system, natural gas flows into southern California are scheduled according to the rights on the upstream pipelines.  Since upstream suppliers can schedule more gas than we can physically redeliver, SoCalGas allocates receipt capacity among upstream pipelines, and their scheduling rules determine whose gas flows and whose nominations get cut.  This allocation process results in customers in southern California having no certainty over their ability to schedule supply on a consistent basis.

Figure 1:  Current Excess of Upstream Delivery Rights vs. Take‑Away
Capacity By Major Transmission Zones
/
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Some might suggest that the Commission should instruct the utilities to increase receipt and backbone capacity to match upstream capacity to southern California.  While we have not evaluated this scenario in detail, we believe this approach is not appropriate and would needlessly increase rates to customers.  Adding about 2 Bcf/d of redelivery capacity on an expansion basis (rather than displacement basis), such that SoCalGas would match roughly 6 Bcf/d deliverability of the upstream pipelines, would require hundreds of millions of dollars in transmission pipeline and compression facilities investment, well in excess of the now nearly $1 billion of individual capital expansions previously identified by Mr. Bisi in Phase II of R.04-01-025.
/  
Huge investments in additional backbone facilities without regard to associated benefits would be a costly and inefficient solution to the mismatch between upstream deliverability and our redelivery capacity.  First, since most of the upstream pipelines are outside the jurisdiction of the Commission, there is no guarantee that such an investment in expansion facilities would eliminate the mismatch.  As recent history has demonstrated, interstate pipelines continue to provide their shippers with contract delivery rights to SoCalGas’ receipt points irrespective of firm take‑away capacity on SoCalGas’ backbone transmission system.
/  Second, it makes little economic sense to invest huge sums to expand a system that today, and for the near future, contains a large reserve margin (also called “slack capacity”) of take‑away capacity in excess of end-use consumption.  Figure 2 depicts the current and forecast utilization of the SoCalGas backbone transmission system compared to system firm take‑away capacity.  
///
///

///

///

///

Figure 2:  Pipeline Utilization:  Historical and Forecast
/
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With a take‑away capacity reserve margin of 35 - 40% above current and anticipated usage of these facilities, we believe there are sufficient backbone transmission facilities on the SoCalGas system to meet the needs of our customers.  Moreover, further expansions of the backbone transmission system or the creation of a larger reserve margin would not increase gas-on-gas competition, nor would this be a prudent investment for customers at this time.  Third, as developers bring new supply projects to southern California, this “mismatch” will likely increase.  While we cannot predict how much capacity will seek access to southern California, it is very likely that the roughly 2 Bcf/d gap between utility take‑away capacity and upstream delivery capacity identified in the TOTAL column in Figure 1 will increase.  In the absence of FAR, SDG&E and SoCalGas would need additional pro-rationing (or allocation) of receipt capacity among the upstream suppliers if developers of new supply (or their shippers) desire new receipt capacity into southern California.  Firm tradable rights will provide a far more rational approach for capacity management and expansion for the SDG&E and SoCalGas system.  
As I testified in Phase II of R.04-01-025, we support an expansion policy that encourages suppliers to request utility expansion of specific system receipt points to meet their specific requirements.
/  
Finally, SDG&E and SoCalGas do not know which projects customers and shippers will select to meet their supply needs.  Our FAR proposal will allow customers and shippers to choose their preferred supplier(s).

Implementing a system of FAR and allowing market participants to obtain the benefits of gas-on-gas competition without incurring unneeded utility investments is a more cost‑effective solution to enhancing gas‑on‑gas competition.  The Commission has already addressed the need for FAR for customers in northern California.  Decisions in Gas Accord I and II have affirmed that customers should be able to select which receipt points they wish to access, and that customer preference should determine the gas volumes that flow through the scheduled receipt point to a customer burner-tip or storage account.  

While we believe that FAR will provide substantial benefits to our customers, we can appreciate the fact that only some of the parties to this proceeding support implementation of FAR at this time.  Some parties might argue that adoption of FAR is premature and should be put off until LNG enters the western gas market. Others have either completely opposed firm rights or suggested alternate approaches. Doing nothing is not an option.  A framework of FAR is needed in southern California particularly in light of the fact that new infrastructure will be needed to allow access to new supplies.  The Commission should adopt policies in this proceeding that create the necessary certainty so that customers in California have the opportunity to procure LNG-based supply, so that regasified LNG is actually able to flow into California on a reliable basis, and so that California consumers are able to receive the benefits that access to this new diversified natural gas supply source would create. As discussed by Mr. Schwecke, our implementation schedule would put FAR in place at the approximate time that regasified LNG is expected to arrive in California.  We remain open to alternatives that promote new supply access, and efficient utilization and operation of the SDG&E and SoCalGas transmission system. However, these alternatives need to be examined carefully to ensure that we are able to meet system requirements and customers’ supply reliability needs. We should not wait for another gas market crisis to adopt a system that ensures rational access to the utility system, but instead should take steps now that will help ensure the efficient functioning of the gas market in southern California.  

E.
A VIABLE SYSTEM OF FIRM ACCESS RIGHTS DOES NOT REQUIRE UNBUNDLING OF UTILITY ASSETS OR PLACING THE UTILITIES AT RISK FOR ASSOCIATED COSTS

We agree with the Commission’s objective to establish a framework for access rights so that developers of new supply will understand the terms and conditions of supply access to customers in southern California.  SDG&E and SoCalGas are proposing a system of FAR that does not entail “unbundling” of the costs of utility backbone assets from the costs of local distribution facilities for ratemaking purposes.  Placing SDG&E and SoCalGas “at risk” for recovery of backbone transportation costs by “unbundling” such costs from local transmission and distribution rates would provide an incentive for SDG&E and SoCalGas to increase throughput on the backbone transmission system, create financial disincentives to encouraging energy efficiency efforts, and could provide a disincentive to construct additional slack backbone transmission facilities.  We believe unbundling the backbone transmission costs and placing the utilities “at risk” for the transmission revenue is contrary to promoting energy conservation and maintaining a healthy reserve margin of backbone capacity in excess of natural gas demand.  We firmly believe that energy efficiency program goals that both SDG&E and SoCalGas are obligated to achieve are mutually exclusive to an at risk condition predicated on maximizing system throughput.  Moreover, if the Commission were to unbundle the SDG&E/SoCalGas backbone transmission costs from local transmission/distribution rates, customers able to take service directly from the backbone transmission system undoubtedly would press to avoid local transmission/distribution costs through a “backbone‑only” rate, thereby increasing costs to customers who are not directly connected to the backbone transmission system.  SDG&E and SoCalGas submit that unbundling their backbone transmission costs from local transmission/distribution rates is not in the best interest of their customers and is unnecessary for purposes of implementing a system of FAR.  

If the Commission should decide in this proceeding that SDG&E and SoCalGas should be placed “at risk,” contrary to the position of SDG&E/SoCalGas,
/ this does not mean that backbone transmission costs must be unbundled from local transportation/distribution rates.  Indeed, SoCalGas has operated under a variety of “at risk” frameworks for transportation revenue requirements over the past decade without unbundling any assets.
/
Moreover, unbundling backbone transmission costs from rates for local transmission/distribution is a complex and contentious process.  Unbundling entails complicated base margin segmentation and cost allocation that have become fundamentally different than the outdated provisions of the Comprehensive Settlement Agreement (CSA).  Specifically, the revenue requirement associated with receipt and backbone facilities in the CSA was based on facilities in existence prior to the 2000 – 2002 period.  Since that time, and in response to Commission direction, SoCalGas implemented significant upgrades to its transmission system to accommodate increased receipts from upstream supplies, greater storage capacity, and redelivery over local transmission systems.  These expansions added 11% to SoCalGas’ firm receipt capacity, or 375 MMcf/d, and thus make the CSA backbone revenue requirement useless for ratemaking purposes.

Segregating “backbone” transmission facilities from “local” transmission facilities is neither straightforward nor uncontested.  Determining whether particular transmission facilities provide long‑haul transmission service or serve local transmission needs might be clear with respect to some pipelines, but is far less clear with respect to others that serve a dual purpose, or those pipelines currently functioning for one purpose that might serve another purpose upon receipts of new supply.  

Even if the Commission could expeditiously classify transmission facilities, unbundling transmission costs and placing SDG&E and SoCalGas at risk for their recovery requires the Commission to establish a “load factor” assumption for ratemaking purposes.  This would be an extremely contentious issue, since the opportunity for SDG&E and SoCalGas to recover their costs would directly depend upon the load factor assumed for ratemaking purposes.  This issue is similar to the hotly‑contested issue of determining the proper demand forecast for ratemaking purposes in a BCAP if the utility is at risk for system‑wide throughput.  It is difficult to imagine that litigation of these issues could be accomplished in any sort of expeditious fashion or outside the traditional BCAP process.  

The FAR proposal set forth in the testimonies of Mr. Watson, Mr. Schwecke and Ms. Smith provides a straightforward system of FAR with benefits to end-users without the added complexity of unbundling and reclassifying assets.  The proposal sponsored in this application is premised upon: equal access to new supplies for all customers, revenue credits to end-use rates to reflect the sale and use of receipt capacities, a less complex system of firm rights compared to any proposal that relies on unbundling backbone transmission costs, and consistency with the pending Continental Forge Settlement conditions.  Unbundling backbone transmission costs would add unnecessary complexity and divert attention away from the Commission’s key priority of expeditiously establishing a system of FAR and more importantly, the goal of ensuring long-term supplies of natural gas to California.

F.
OFF-SYSTEM DELIVERIES TO PG&E WILL ENHANCE GAS-ON-GAS COMPETITION

SDG&E and SoCalGas have been in discussions with a number of new suppliers seeking access to customers in southern California.  As previously stated, at this point we cannot predict which new suppliers will commit to supplying gas to customers in our service areas and exactly when the facilities will be operational.  One element all the suppliers emphasize is the need to access as wide a market as possible, so that their supplies can compete for as much of the western market as possible.

SDG&E and SoCalGas want to encourage as much gas-on-gas competition as reasonably possible.  We believe that if our customers have greater access to supply, they will pay lower prices for gas commodity and will see lower costs overall.  If we facilitate off-system deliveries, we increase the likely amount of supply available to the California market.  Currently, our customers generally rely on transporting their natural gas supplies long distances over interstate pipelines, and through other end-use markets in the western U.S.  In effect, southern California customers benefit today from off-system deliveries from other areas.  Rather than viewing off‑system deliveries as “gas leaving California,” we view this service as facilitating the entry of more gas into California and reversing southern California’s position as the customer “at the end of the pipe.”  In contrast, if LNG arrives in the Gulf Coast area, we would not expect FERC or the local utility regulatory agencies to restrict redelivery of that supply just to the local area.  Instead, we would expect that those projects would have equal access to regional, or even national, gas markets.  If restricting off-system deliveries has the effect of depriving southern California of additional points of supply access, utility customers will have fewer commodity options, to their financial detriment.  Approving off-system deliveries to PG&E is therefore an important first step in providing customers and suppliers with additional options.  The Commission therefore should approve the off-system service proposals contained in this Application to encourage new suppliers to bring their gas to California instead of other locations to reach the broadest possible market.  

G.
MAINTAINING THE PEAKING SERVICE TARIFF IS IN THE BEST INTEREST OF ALL SOCALGAS CUSTOMERS

The peaking rate should be maintained to prevent captive ratepayers from being burdened with higher costs resulting from partial bypass of the SoCalGas system.  Absent a peaking rate, the Commission would need to consider converting all noncore rates from their current volumetric rate structure to a predominately fixed rate structure or risk revenue loss that will increase costs to customers that are not capable of bypassing the SoCalGas system.  As described in the testimony of Mr. Horn, should the Commission decide to reexamine the peaking rate, then it should consider reinstating the multi-unit UEG provision, which would apply the peaking rate to all generation facilities owned or controlled by a customer taking bypass service for any of its generation facilities.  
The conditions that encouraged the Commission to adopt a peaking rate for SoCalGas and then reaffirm that decision in several proceedings over the past 10 years still exist.  The peaking rate continues to close the “regulatory gap” between the volumetric rate structure in place for SoCalGas’ noncore rates and the predominately fixed rate structure used by the competing alternative service providers.  Closing the regulatory gap prevents unfairly rewarding a relative few noncore customers who may partially bypass SoCalGas at the expense of the remaining many captive customers.

As the Commission has previously found, it is clear that, under SoCalGas’ all-volumetric rate structure (and other tariff rules), there is a strong incentive for large noncore customers to take baseload service from an interstate pipeline company charging straight-fixed variable (SFV) rates and only take “peaking” service from SoCalGas.  This is because an all-volumetric rate structure does not impose demand charges on the customer so that, unlike SFV rates, the customer only contributes to the utility’s fixed costs of service when it actually transports gas, even though the facilities necessary to provide the customer’s peak demand remain in service.  Thus, unless the Commission keeps the peaking rate or adopts a predominately fixed rate structure for SoCalGas (along with other tariff provisions similar to those of competing pipelines), the regulatory gap between the rates of SoCalGas and the interstate pipelines creates an incentive for large noncore customers to engage in uneconomic partial bypass of the SoCalGas system.  While some parties might claim that the peaking service has limited or even precluded the development of new electric generation on the SoCalGas system, as Mr. Horn demonstrates in his testimony, this is not the case.  The fact is that new generation is being built on the SoCalGas system.  
In sum, the Commission has reviewed the peaking rate issue now on four separate occasions, and has continued to find that it properly discourages uneconomic partial bypass of the SoCalGas system, thereby protecting captive core customers, and sends appropriate price signals to the market by offering a service that competing pipelines have chosen not to offer.  Mr. Horn’s testimony provides the details that support maintaining the peaking service. 

H.
SUMMARY

SDG&E and SoCalGas cannot predict the specific receipt points on the utility system that will be preferred by customers and shippers.  The project developers will make their business decisions based on elections by customers and shippers.  However, we believe it is in the economic interest of our customers and to the entire State of California to establish a framework that encourages more projects to bring gas supplies into the California market.  In order to provide a framework that is most conducive to such development, we believe the Commission needs to adopt:

· A viable system of FAR
· Comprehensive tariff service for off-system deliveries to PG&E

· Retain the Peaking Service Tariff 

The Commission should place the highest priority on promoting the greatest number of new supply sources as possible in order to provide the greatest amount of gas-on-gas competition.  Integration of access is critical to providing a level playing field for suppliers and customers alike.  

This concludes my testimony.  

�/ 	D.04-04-015, mimeo, p. 54 (“Although we are suspending the CSA, we fully support a market structure that includes firm tradable rights.”).  


�/ 	FAR implementation costs are addressed in the direct testimony of Mr. Schwecke.  His testimony indicates that incremental implementation costs will not be incurred until SDG&E and SoCalGas receive a Commission order adopting FAR.


�/ 	Amended Scoping Memo, p. 4.  


�/ 	SDG&E and SoCalGas expect that the existing rules addressing the responsibility to maintain system pressure, including any responsibility of FAR holders, will be addressed prior to gas flows of LNG into the utilities, in another proceeding in which this issue would be considered in the proper scope.  


�/ 	Energy Action Plan, mimeo, p. 2.  See, also, D.04-09-022, mimeo, p. 6, stating that, to achieve this goal, the Commission should address how gas utilities “provide access on intrastate pipelines to LNG supplies” and how to “provide access to interconnecting facilities with interstate pipelines to increase California’s access to natural gas supplies.”


�/ 	The data for the chart is from the testimony of Mr. Watson.


�/ 	Table 2 in Mr. Bisi’s testimony in Phase II of R.04-01-025 (Exh. 7) identified $435 million in additional backbone facilities investment to increase the capacity independently at five existing receipt points by 200 MMcf/d, a part of the facilities needed to match collectively SoCalGas’ take-away capacity with delivery capacity for individual upstream pipelines.  The most recent estimate of these costs made in December of 2005 has increased the estimate to $857 million due to higher material and construction costs.  Mr. Bisi did not sponsor specific estimates of the facilities investments required collectively to match firm take-away capacity with upstream deliverability.  Thus, the estimates discussed above only address a small portion of the required facilities to match SoCalGas’ takeaway capacity with upstream delivery capacities.


�/ 	Upstream pipelines have even entered into contracts for capacity on their pipelines in excess of the capacities specified in interconnect agreements with SoCalGas.  


�/ 	Forecast data for 2006 and 2016 are from 2004 California Gas Report.  


�/ 	Prepared Direct Testimony of Richard M. Morrow, R.04-01-025 (Exh. 4), p. 6 states “SoCalGas is prepared to expand commercially attractive receipt points that are operationally feasible and where sustained customer benefits can reasonably be achieved.  As presented in Mr. Hartman’s testimony, we would expand receipt point capacity where the benefits from the cost of commodity purchases at the receipt point exceed the cost of facility expansion or shippers demonstrate a reasonable commitment to use that capacity.”


�/ 	As SDG&E and SoCalGas explained in their comments in Phase II of R.04-01-025, they oppose being placed “at risk” for throughput because this is contrary to energy efficiency goals, makes utility earnings vary due to factors beyond management control (such as weather), and promotes extensive and time-consuming litigation over the demand forecast used to set rates.  


�/ 	The Commission adopted a number of different at risk proportions for SoCalGas’ throughput related revenues over the past decade, also without unbundling any facility costs.  
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				Current

						Utility Takeaway Capacities		Upstream Delivery Capacities

		Northern Transmission Zone		Northern		1,590		2,470

		Southern Transmission Zone		Southern		1,210		1,610

		Wheeler Ridge/Kern River St.		WR/KR St.		765		1,685

		CA		Line 85/Coastal		310		310

		TOTAL		TOTAL		3,875		6,075
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						Utility Takeaway Capacities		Upstream Delivery Capacities

				Northern		1,590		2,470
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				WR/KR St.		765		1,685

				Line 85/Coastal		310		310

				Long Beach		600		800

				Oxnard		40		800

				TOTAL		3,565		9,675
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		El Paso @ Topock		540		El Paso @ Blythe		1410		PG&E @ Kern River		650		California		310
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		Questar @ Needles		80						Occidental @ Wheeler		150
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				2470				1610				1685				310

		Total		5875												6075





Sheet3

		






