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PREPARED DIRECT TESTIMONY

OF STEPHEN A. WATSON

A.
WITNESS QUALIFICATIONS
My name is Steve Watson.  I am employed by SDG&E and SoCalGas as the Capacity Products Staff Manager.  My business address is 555 West Fifth Street, Los Angeles, California, 90013-1011.  I have previously submitted testimony before the Commission in this proceeding.
B.
PURPOSE OF TESTIMONY
The purpose of my testimony is as follows:
· Demonstrate that intervenors’ testimony supports the need for firm access rights (FAR) on SDG&E and SoCalGas’ system, and the benefits of FAR for customers.  
· Respond to arguments that FAR will limit customer flexibility and harm low load factor customers.
· Respond to arguments proposing to unbundle backbone transmission costs from transportation rates and to place the utility at risk for recovery of these costs. 
· Describe the minimum modifications needed to the unbundling proposal of Mr. Beach on behalf Watson Cogeneration Company, Indicated Producers, California Cogeneration Council, and California Manufactures and Technology Association (Watson/IP/CCC/CMTA), if the Commission decides to implement unbundling with at-risk treatment.
· Describe elements of the FAR proposal that SDG&E/SoCalGas would need to reexamine under an at-risk structure, such as the maximum price for interruptible capacity and expanded alternate rights, because of their potential effect on the utility’s ability to recover its costs.
· Describe how proposals to modify SDG&E and SoCalGas’ proposed rates for FAR and off‑system deliveries (OFF) would shift the balance of customer and/or shipper interests.  SDG&E and SoCalGas continue to believe their proposals strike a reasonable balance.  However, these are fundamentally tradeoffs where the Commission will need to decide the appropriate balance of interests.
· Describe why the Southern California Generation Coalition’s (SCGC’s) proposal to prohibit off-system deliveries from storage is unnecessary and counterproductive.
C.
FIRM ACCESS RIGHTS ARE NEEDED AND OFFER SIGNIFICANT CUSTOMER BENEFITS
The testimony of Mr. Beach for Watson/IP/CCC/CMTA clearly lays out the benefits of system FAR similar to the proposals made by SDG&E/SoCalGas.  Mr. Beach provides an excellent description of the four key benefits of FAR:

1. Create firm paths for the delivery of gas into the SDG&E/SoCalGas system,

2. Establish equal access to the southern California market for all supplies,

3. Stimulate the development of a SoCalGas city-gate market,

4. Develop a process for shipper-driven receipt-point expansions (Beach at pp. 12‑16).  
SDG&E/SoCalGas continue to believe a system of firm receipt point access rights is needed now and into the future.  Some intervenors claim that the current system works just fine, some want the current system changed to provide them preference, some want the current system changed to eliminate preferences, some want FAR but propose changes to SDG&E/SoCalGas’ proposal for their own unique situation and some want a system of FAR with sweeping financial structure changes.  Looking at all of the testimony, there is broad agreement that some change to the way gas is currently received into the SDG&E/SoCalGas system is needed and/or would benefit the particular interests represented.  The issue before the Commission is which is the best way to change the current system for the benefit of customers overall.  SDG&E/SoCalGas believe their proposals strike a middle ground of all the parties and represent an approach that promotes greater certainty in gas flows and increases gas-on-gas competition, which should help reduce gas prices for California consumers.  
1.
LNG Developers and Other Shippers Need and Want Firm Rights

Several parties claim to oppose a system of FAR as unnecessary or burdensome, including many of the LNG developers.  Considering that facilitating new supply access was one of the primary reasons for this application, this response appears surprising.  However, a more careful review of the testimony reveals that every supplier interest in this proceeding -- producers, LNG developers and pipelines -- sees a need for greater firm access or “certainty of access” for their supplies, even if they argue that a system of FAR is not needed overall.  The clearest example of this contradiction is in the testimony of Coral Energy witness Travis, which states:  
The reliability of long term gas supplies is not dependent upon the development of a system of firm receipt point access rights.  The reliability of long term gas supplies is dependent upon the Commission providing regulatory certainty respecting the terms and conditions of access to the SoCalGas/SDG&E system….To the extent that a sponsor of a new gas supply advances the incremental cost of the facilities necessary to establish or expand capacity at a specific receipt point, that entity should receive firm access rights at the new or expanded receipt point. 
(Emphasis added) (Travis at p. 6).  It is clear that Coral Energy seeks clearly-established firm rights for its gas supplies.  
These parties may simply be looking for a quick solution to their most pressing concerns without the more difficult task of setting up a comprehensive system of FAR.  However, these more limited firm rights proposals would put those parties receiving the rights in a superior position to that of parties without rights.  Attracting new supplies to California is a vital component of SDG&E and SoCalGas’ Gas Vision.  However, despite the warnings like this one from Keith Fuller for Sempra LNG -- “each physical, economic or procedural barrier that is erected for moving gas into California increases the chance that [LNG supplies from Sempra LNG and Coral’s Energia Costa Azul terminal] will go elsewhere” (Fuller, p. 14) -- it is not necessary to put the interests of suppliers ahead of customers to “get it done.”  
2.
Firm Rights Do Not Harm Low Load Factor Electric Generation Customers
Only SCGC argues against FAR in principle without turning around and requesting a firm right for themselves.
/  SCGC is concerned about the potential cost of the FAR reservation charge for low load factor customers, as well as a perceived decrease in customer flexibility with FAR.  Regarding the cost of FAR, it appears SCGC’s witness Ms. Yap misunderstands key elements of the FAR proposal and SoCalGas operations.  As I describe later in my testimony, Ms. Yap’s concern about reduced customer flexibility is similarly misplaced.  
3.
SCGC Grossly Overestimates the Cost of Firm Rights

SCGC Witness Yap attempts to provide an example of costs of FAR for a presumably “representative” large EG customer.  Ms. Yap claims that SDG&E/SoCalGas’ proposed reservation charge of $0.05/Dthd would cost a large EG customer $6‑7 million/year to reserve enough for its annual average volumes and $30‑$50 million per year to meet peak loads (Yap at p. 12).  Ms. Yap grossly overestimates the cost of FAR for a single large EG customer.  She also miscalculates the likely credit that would apply.  As discussed in more detail below, when her example is recalculated using realistic numbers, the potential impact is much lower, even under the extreme assumption that a large EG customer would need to reserve FAR on an annual basis to meet a very limited peak period.  

Ms Yap’s cost estimates appear to be based on the figures in footnote 4, which states that “a large EG customer would burn on an annual average basis about 325 – 400 MDthd, but on a maximum daily basis about 1.5 – 2.5 MMDthd.”  While Ms. Yap cites SDG&E/SoCalGas response to SCGC Data Request 6.5 as the source of this information, she apparently significantly misunderstands the data.  The numbers she states are more representative of the entire EG customer segment for SDG&E and SoCalGas.  Total average daily sendout in 2005 for SoCalGas was just under 2.5 MMDthd.
/  If all 3,875 MMcfd of receipt point capacity were fully subscribed at 5 cents/Dthd, the total annual FAR revenues would be $70.7 million.  Ms Yap mistakenly suggests that a single customer would pay as much as 70% of the maximum possible revenues from FAR.  
A more realistic example for a large EG customer with a low load factor would be as follows:  

Peak daily burn:  400 MDthd
/  
Load factor: 25%

Average daily burn:  100 MDthd

Substituting these values into Ms. Yap’s calculation, on an annual basis, for a large EG customer, firm reservation charges for annual average volumes would amount to $1.8 million per year, excluding any secondary market revenues and the credit the customer would receive.  Firm reservation charges to meet a peak of 400 MDthd would amount to $7.3 million/year, excluding any secondary market revenues and the credit the customer would receive.  

Ms. Yap’s credit calculation is also flawed.  She calculates a credit amount of $5 million for this customer, which equates to 3–4 cents/Dthd based on her average annual demand of 325‑400 MDthd.  This assumes that, overall, customers are paying much less than 5 cents/Dthd to deliver gas to the system, no shippers have reserved FAR or use interruptible rights to deliver their supplies, and there is no significant off-system revenue.  This is simply not a realistic scenario.  If no customers are purchasing FAR, then it is not clear why Ms. Yap’s hypothetical customer would need to reserve FAR to meet their peak.  
While SDG&E and SoCalGas believe that most customers will see no cost increase from FAR and will likely receive a net benefit, if low load factor customers did experience a small cost increase with FAR that simply reflects the fact that there is a reservation charge.  With all‑volumetric rates, high load factor customers subsidize low load factor customers.  This explains why SCGC’s low load factor members vigorously oppose any sort of reservation charge suggested by SDG&E/SoCalGas, even though they made significantly longer term commitments to pay higher reservation charges on interstate pipelines.  SDG&E and SoCalGas’ low reservation charge relative to PG&E’s backbone reservation charge of over 20 cents/Dthd preserves most of the benefit of this subsidy for low load factor customers.  
4.
Firm Rights Will Increase Reliability of Gas Flows and Enhance Customer Flexibility
SCGC, along with certain other intervenors, expressed concern that a system of FAR as proposed by SDG&E/SoCalGas will reduce customer flexibility and choice of gas supply source.  The SDG&E/SoCalGas proposal does not reduce customer choice, but allows customers to have assurances that their gas will flow.  Additionally, a citygate market will develop with a system of FAR similar to the citygate market on the PG&E system.  A developed citygate market will enhance customer flexibility and potentially reduce costs to end-use customers.  If the Commission believes that the proper balance of shipper interests favors out-of-zone or inter-zonal alternate firm nominations, customer flexibility would be even further enhanced.  
The SDG&E/SoCalGas proposal also provides that Commission jurisdiction governs access at utility receipt points, rather than federal jurisdiction which has not been effective in aligning upstream rights and utility take-away capability.  For example, when Kern River and SoCalGas executed a contract to establish an interconnection at Kramer Junction, SoCalGas informed Kern River that it could take-away on a firm basis 200 MMcfd (i.e., that the interconnect would add 200 MMcfd to firm backbone receipt capacity).  Kern River, however, proceeded to sell to shippers firm delivery rights of 327 MMcfd to Kramer Junction virtually guaranteeing that those shippers would be prorated on a number of days, thereby degrading the quality of the upstream firm transportation rights.  Under our proposal, we will not sell more rights than our system can accommodate, and those rights will determine the priority of access into the utility system.  
Coral Energy and SCGC incorrectly state that FAR locks a customer into a receipt point and thereby reduces customer flexibility.  Coral Energy (Travis at pp. 7‑8) states that:  “Rather than provide ‘certainty,’ a firm receipt point access mechanism would bind a supplier and/or a customer to sell or purchase its gas supplies at a particular receipt point all the time….  A firm receipt point access mechanism would diminish the gas purchase flexibility that customers currently enjoy.”  SCGC (Ms. Yap at pp. 5-6) also argues that since the customers do not have alternate firm rights in a different zone, the FAR proposal would reduce the customer’s ability to respond rapidly to take advantage of changes in pricing relationships among the various SoCalGas receipt points.  Contrary to the claims by Coral Energy and SCGC, however, shippers will be able to use interruptible service, alternate firm nominations and the ability to “re‑contract” FAR to other unsubscribed receipt points.  End-use customers will also have the option to purchase gas at the citygate.  
Ms. Yap also claims that FAR are not voluntary for EG customers, because “EGs cannot simply decide to opt for interruptible services without jeopardizing the reliability of electric service in California” (Yap at pp. 12-13).  Here Ms. Yap is confusing local transmission transportation service with receipt point access.  Firm transportation service is a separate issue from FAR.  FAR is not necessary to receive firm transportation service, and holding FAR alone does not ensure firm transportation to the burner tip.  Implementation of FAR will not reduce reliability of gas supplies, and does not affect local transmission reliability.  Again, customers who do not choose to hold FAR sufficient to deliver their gas to the citygate have numerous options to obtain supplies.  A customer with a low load factor does not need to reserve its FAR capacity on an annual basis at a level equal to its peak load requirements in order to ensure reliable supplies, just as most customers currently do not hold upstream interstate capacity equal to their peak requirements.  
5.
SDG&E and SoCalGas’ Firm Rights Proposal Will Not Increase Delivered Gas Costs
The Division of Ratepayer Advocates (DRA) and Coral Energy argue that SDG&E/SoCalGas’ proposal could increase delivered gas costs.  As I describe further below, these parties apparently do not fully understand how capacity charge revenues are returned to customers.  They also appear to discount the benefits of FAR, while advocating that one customer or shipper group be awarded more FAR.  
DRA witness Ms. Sabino states that the $0.05/Dthd reservation charge “is an arbitrary premium charge that serves to increase the cost of gas to customers” (Sabino at p. 17).  Ms. Sabino appears to be focused on the delivered cost of gas excluding the credit of access charge revenues.  While it might be true that the delivered cost of gas is higher before the credit to a customer paying the reservation charge, this higher cost will not even be visible to the customer because their rate will include the credit.  Ms. Sabino also questions the potential for net rate reductions for customers overall, because “there is absolutely no decrease in SoCalGas’ actual level of expenses” (Sabino, p. 20).  The potential for a decrease in rates from the FAR proposal is not related to SoCalGas’ expenses at all.  It comes from the strong likelihood that the combination of FAR and interruptible access charges along with off-system interruptible charges will be greater than the average annual throughput times 5 cents/dth/d.  SDG&E and SoCalGas believe this is a very likely outcome.  The testimony of every LNG developer and producer in this proceeding seeking FAR for their supplies, in preference to end-use customers if possible, supports this conclusion.  
Ms. Sabino also states that the reservation charge could increase gas prices into “all California receipt points, including the PG&E citygate” (Sabino, p. 20).  Ms. Sabino presents no evidence or analysis to support this statement, and it is not clear from her testimony what the basis for the argument is.  There is no reason why transportation rates to end use customers on the SDG&E/SoCalGas system should affect either border prices or citygate prices for PG&E.  Nor has the Commission concluded that the Gas Accord has increased gas prices into southern California.  
Coral Energy witness Mr. Dyer concludes that having a system of FAR could increase delivered gas costs to end-use customers, because shippers would pass on to their customers the full cost of the FAR, as well as the cost of upstream transportation.  The experience on the PG&E system does not support Mr. Dyer’s conclusion.  The PG&E citygate market has generally been lower priced than border gas costs plus the cost of transportation and any other variable cost (such as fuel).  There is no reason to conclude that FAR holders who are marketers will be able to recover the full reservation charge from end-use customers.  The more likely result is that marketers like Coral Energy will need to discount their reservation charges to sell supplies on the SDG&E/SoCalGas system.  It is no wonder that Coral Energy opposes the reservation charge.  

Even if suppliers could pass on the full cost of reservation charges to end-use customers, end-use customers would be credited the full amount of firm reservation charges collected.  Overall, the FAR costs could slightly increase gas costs from a given supplier, but the delivered cost for the commodity to the end-use customers’ burner tips will be the same or less.  

DRA (p. 14, lines 4-6) states that core customers will have no assurances that they will have firm rights to access the lowest priced southwest supplies (assuming they are the lowest), but this is the same on the interstate pipeline system today.  In order to ensure access to those southwest supplies, the core must obtain interstate capacity and, if it does, it will receive the set-asides to match under our FAR proposal.  
6.
SDG&E and SoCalGas’ Proposed Access Charge Will Ensure That the Benefits of Firm Rights Are Realized and Balances Customer Interests
Mr. Beach, for Watson/IP/CCC/CMTA, supports virtually all of SoCalGas and SDG&E’s proposal for FAR, with only some slight modifications.  However, Mr. Beach argues that the benefits of FAR will be greater if the charge for FAR is higher and reflects the full unbundled backbone transmission revenue requirement.  Mr. Beach acknowledges that SDG&E and SoCalGas’ proposed firm access charge would provide the same sort of benefits as full unbundling of backbone transmission rights although, he claims, to a lesser degree.  As discussed later in my testimony, SDG&E and SoCalGas disagree that any additional benefit from a higher firm rights access charge would outweigh its disadvantages.  
D.
UNBUNDLING BACKBONE TRANSMISSION AND PLACING THE UTILITY AT RISK IS NOT NECESSARY, AND WOULD NOT PROVIDE SIGNIFICANT ADDITIONAL BENEFITS
Mr. Beach proposes to increase the FAR reservation rate from 5 cents/dth/d (as proposed by SDG&E/SoCalGas) to 15.75 cents/dth/d based on total long run marginal costs (LRMC) of transmission of $157.3 million.  Mr. Beach also recommends that the portion of SoCalGas and SDG&E’s backbone transmission costs allocated to noncore customers be placed at risk (Beach at p. 33).  The asserted benefit of an at-risk structure for customers is rate stability and to incent SDG&E/SoCalGas to keep noncore rates low.  However, Mr. Beach also argues that 100% balanced rates also discourage competition by allowing SDG&E and SoCalGas to discount “too much” to retain load (Beach at p. 36).  Under an at-risk structure, SDG&E and SoCalGas would have the same or greater incentive to discount to retain load.  The difference is that under a 100% balanced structure, other customers absorb the cost of the discount, while under an at-risk structure, if discounting backbone rates were permitted, the utility shareholders would absorb the cost, at least until the next true-up of rates.  Clearly, Mr. Beach sees a benefit of an at-risk structure for customers in the potential opportunity for some customers to avoid paying for the full cost of transmission system by avoiding some or all of the backbone transmission cost, or by bypassing the SDG&E/SoCalGas system entirely, with the burden on the utility shareholders.  
Since, as Mr. Beach points out, SDG&E and SoCalGas have not filed a BCAP since 1998, changes in rates between BCAP implementation in 2000 and the present mainly reflect changes in throughput (along with non-bypassable public purpose program costs).  Switching to a reservation charge for a significant portion of the rate would provide revenue stability for the utility, but if throughput changes from the level adopted for ratemaking purposes, the effective rate would still change for the customer.  SDG&E/SoCalGas witness Allison Smith discusses this in more detail in her testimony.  An at-risk structure provides some incentive to keep costs low, but a large proportion of transmission costs are for regulatory mandates over which the utilities have little control, such as mandated pipeline integrity work.  Year‑to‑year changes in throughput likely have a much greater effect on rates than any additional cost reductions that SDG&E and SoCalGas could find, particularly recognizing that SDG&E and SoCalGas’ current PBR structure already provides an incentive to reduce costs for all activities.
/  
E.
PLACING SDG&E AND SOCALGAS AT RISK WILL DETER CAPACITY EXPANSIONS
Mr. Beach contends that placing the utility at risk will not deter capacity expansions if the utility’s transmission rates are updated regularly to reflect up-to-date, realistic costs and load factors, particularly after capacity expansions.  To support his argument, he states that:  “Indeed PG&E has conducted regular general rate cases for its backbone system since the end of its initial five-year Gas Accord period ended in 2002, in order to keep its rates updated.  In contrast, with balancing account protection, SoCalGas has had no incentive to update its cost allocation and rate design, and has not conducted a BCAP proceeding since 1998 -2000” (Beach at p. 35).  He then goes on to say that, during PG&E’s ten-year Gas Accord period (initial plus extensions through 2007), in each year except 2004 the load factor used to set PG&E’s backbone rates has been the product of a settlement among northern California parties (Beach at p. 36).  
Under an at-risk framework, the utility earns more if it operates its system at a higher load factor.  For example, with Mr. Beach’s proposed rate of $15.75/dth/d, each additional 10 bcf of annual load represents approximately $1.6 million of additional revenue.

Where this disincentive to expand becomes important is in the circumstance where an expansion could create benefits to customers in reduced commodity costs that exceed the cost of expansion, as described in Mr. Hartman’s testimony in the Gas Market OIR (R.04-01-025).  In such cases, there might not be a capacity crisis compelling the construction of additional backbone facilities like during the energy crisis that spurred the capacity expansions to which Mr. Beach refers, but the Commission should nevertheless avoid any disincentives to expansion in such circumstances.  
F.
UNBUNDLING AND LOAD FACTOR (DEMAND FORECAST) ARE HIGHLY CONTENTIOUS ISSUES IN SOUTHERN CALIFORNIA
PG&E’s initial Gas Accord was an all-party settlement (where PG&E was motivated to achieve settlement due to several factors).  The fact that PG&E was able to reach a settlement in the original and subsequent Gas Accords does not indicate that there was not controversy over the appropriate load factor.  In southern California, the Comprehensive Settlement Agreement (CSA) was a contested settlement from the outset, where controversy increased over time.  Even after the Commission rendered a decision approving the CSA with minor modifications, several parties protested the implementation of the CSA.
Mr. Beach states that SDG&E/SoCalGas have been reluctant to proceed with its BCAP.  He overlooks the three separate filings of a full BCAP showing that SDG&E/SoCalGas have made since 2000, which the Commission deferred adjudicating.  These BCAP proceedings have stalled, in part because of the unresolved status of the CSA, specifically the issue of risk treatment and unbundling of SoCalGas’ transmission costs.  
In addition, just because parties ultimately settle a major issue does not mean it was not contentious in the first place.  Even putting aside the example of the CSA discussed above, SDG&E and SoCalGas also recently settled two extremely contentious matters -- the Continental Forge lawsuit and their various disagreements with SCE over a variety of matters.  These disputes could not have been more contentious, consuming many thousands of hours of the parties.  Thus, the fact that PG&E was able to settle throughput‑related issues is irrelevant to whether the load factor assumed for ratemaking purposes under an at‑risk structure is a contentious issue – it clearly is.  
G.
ELEMENTS OF FAR PROPOSAL THAT NEED TO BE RE-EXAMINED UNDER AN AT-RISK STRUCTURE
The SDG&E/SoCalGas FAR proposal was designed to function as a bundled, balanced service.  If SDG&E and SoCalGas were put at risk, they would need to reevaluate the proposal in light of the risk/reward balance overall.  Some elements that could affect this balance include, but are not limited to:  expanded alternate firm rights (inside vs. outside the zone), the maximum rate for interruptible capacity (at 120% vs. 100% of rate for firm capacity), treatment of revenues from the sale of alternate and interruptible rights (all vs. only a portion of these revenues going to SDG&E/SoCalGas shareholders), and the level of caps (if any) on secondary market prices.
H.
MINIMUM CHANGES REQUIRED FOR AN AT-RISK STRUCTURE
While SDG&E/SoCalGas disagree with the benefits asserted by Mr. Beach from an at-risk structure, if the Commission nevertheless decides to proceed with unbundling transmission and putting it at risk as recommended by Mr. Beach, the proposal is not feasible as he has proposed.  At a minimum, the Commission would need to consider the issues discussed below.
1.
Term of the Adopted Rate and Process for Updating the Rate and Load Factor
Mr. Beach suggests that the BCAP could be used to update costs, but experience over the last five years clearly demonstrates that there is no certainty as to when a BCAP will proceed.  If SDG&E/SoCalGas were under-recovering their costs through the interim rates proposed by Mr. Beach, intervenors would have a strong incentive to delay the BCAP as long as possible.  From SDG&E/SoCalGas’ perspective, an open-ended interim rate is unacceptable.  SDG&E/SoCalGas would need certainty on the risk/reward relationship and on rates, which reflect actual costs, over a reasonable time period with a specific end date for a true‑up to actual costs.
2.
Escalation of Rates for Inflation Between Updates
Mr. Beach makes no proposal in this regard.  SDG&E and SoCalGas’ costs to operate the transmission system are subject to inflation and other cost pressures, and an at-risk rate should allow adjustment when costs necessarily increase.
3.
Impact of Unbundling Transmission on Remaining Bundled Rates
The unbundling of transmission costs from bundled rates would likely shift allocations of bundled costs among customer classes.  Mr. Beach recommends “at this time, any restructuring of SoCalGas/SDG&E rate should take place within the context of the existing cost allocation and rate design.”  This simply defers this contentious matter to the BCAP, including the question of backbone level transmission rates, leaving unanswered the question of the real cost impact on each customer class.  
4.
Impact of Test Year 2008 (TY2008) General Rate Case (GRC) Proceeding, and Allocation of Common or Overhead Costs Going Forward
The CSA had specific provisions regarding the allocation of common costs to unbundled categories, to ensure both that the risk/reward balance would not shift and to ensure that common costs properly allocated to bundled categories would be recovered.  Mr. Beach’s “fill in the details later” approach risks bizarre outcomes by not aligning total transmission and transmission-related revenues with the actual revenues that will ultimately be approved by the Commission in SoCalGas’ TY2008 GRC.  If the Commission chooses to pursue unbundling, SDG&E and SoCalGas therefore recommend waiting until after the conclusion of the TY2008 GRC proceeding.
5.
Reasonableness of the Unbundled Costs
SDG&E/SoCalGas have not performed an embedded cost study on backbone transmission.  This is a major study
/ requiring several months to complete.  Mr. Beach asserts that $157.3 million appears to be fairly close to 2008 embedded costs for transmission, but without a study this is impossible to verify.  If it is important that the unbundled rate represent the costs of the facilities, then it is worth undertaking a study to accurately calculate the costs.  If the estimated number turns out to be substantially incorrect, then customers’ rates would change significantly, and unnecessarily, once actual costs are included in rates.

6.
Reasonableness of Load Factor to Provide Assurance of Cost Recovery, and the Need for Regular Updates to Reflect Shifts in Demand
An at-risk structure based on a demand forecast ends up being a bet between the utility shareholder and customers on whether the demand forecast will turn out to be high or low.  If it is high, the customer benefits; if it is low, the utility shareholder benefits.  As Mr. Beach notes, with no change in the basic cost allocation or rate design since the energy crisis, SoCalGas’ annual noncore throughput has varied by 95 bcf.
/  At 100% load factor, this would represent a difference of almost $15 million in revenue at Mr. Beach’s proposed 15.75 cents/Dthd reservation charge, or 10% of the revenue requirement.  Put another way, if the rate were based on 2005 actual throughput rather than the BCAP adopted forecast, it would be 17.36 cents/Dthd.  
Mr. Beach proposes several alternative approaches to determining the load factor, including using recent historical throughput or conducting a separate proceeding to determine a demand forecast to be the basis of the unbundled rate.  Judging from the testimony in this proceeding, the outcome of either of those approaches is highly uncertain.  The ultimate impact is also uncertain considering the variability of SoCalGas and SDG&E’s noncore throughput.  A slightly better option would be the proposed option to use “the outcome of the initial open season, including the mix of firm and interruptible services that customers/shippers select” (Beach at p. 38).  This is similar to the approach employed on interstate pipelines, and would reduce the uncertainty for both the utility and customers, although there still would be a need to forecast interruptible usage.  It would be important that SDG&E and SoCalGas also have the opportunity to update their rates no later than at the end of the initial 3‑year term.  
I.
MAXIMUM INTERRUPTIBLE RATE TO BE SET AT 120% OF THE FIRM RATE
In order to stimulate the development of secondary market in FAR and of the SoCalGas city-gate market, Watson/IP/CCC/CMTA propose that the maximum interruptible rate should be set at 120% of the firm rate.
SDG&E and SoCalGas generally agree that a higher maximum rate for interruptible rights makes sense in an at-risk environment.  The SDG&E/SoCalGas proposal is designed to be wholly voluntary, allowing customers who prefer and value FAR to obtain them, and customers who prefer the current flexibility to be able to deliver on an interruptible basis.  
J.
SDG&E AND SOCALGAS’ PROPOSED RATES AND REVENUE TREATMENT REASONABLY BALANCE THE INTERESTS OF CUSTOMERS, SHIPPERS, AND UTILITY SHAREHOLDERS
Several parties recommended different levels and compositions for the FAR charge, interruptible charge, and interruptible OFF charge.  There were also recommendations for different revenue treatment for IT and OFF charges.  As I describe further in this section of my testimony, SDG&E and SoCalGas continue to believe that our proposals are a reasonable balance of all the interests involved.  However, the Commission may choose a different balance.  
1.
The Proposed FAR Charge Is Reasonable
Mr. Beach for Watson/IP/CCC/CMTA suggests the 5 cents/Dth/d FAR charge is not high enough to prevent hoarding of capacity (Beach at p. 29).  Mr. Beach suggests that FAR on SDG&E and SoCalGas could be subject to market manipulation and withholding capacity from the market.  Mr. Beach provides no evidence to support his assertion that a 5 cent charge will result in hoarding.  
The structure of the open season provides protections against market manipulation by giving customers the first opportunity to subscribe for FAR, limiting FAR to which any customer can subscribe, and limiting the capacity that can be subscribed on a long‑term basis by any creditworthy party.  SDG&E and SoCalGas believe that the 5 cents/Dth/d charge will be sufficient to encourage a robust secondary market without imposing higher‑than‑necessary charges on customers.  It would be irrational for a holder of FAR to continue to pay SDG&E and SoCalGas a reservation charge of 5 cents/Dth/d if it is not using these rights.  By releasing such rights, the FAR holder can both avoid the reservation charge and obtain revenues for these rights in the secondary market.  The Commission should not base its decision in this regard on the assumption that holders of FAR would act irrationally and refuse to release unused FAR and thereby incur unnecessary costs and forego potential revenues.  
In the unlikely event, however, that it becomes apparent that the charge is not high enough to encourage trading, then at that time SDG&E and SoCalGas would support raising the rate.  Absent such evidence, a higher access charge would impose an unnecessary burden on shippers.  Moreover, if it becomes necessary to raise the reservation charge to discourage hoarding, the Commission could at that time direct SDG&E and SoCalGas to increase the FAR charge to an appropriate level without unbundling the SDG&E/SoCalGas transmission costs from transportation rates.  SDG&E and SoCalGas also believe that it is prudent to quickly implement FAR with a 5 cents/Dth/d charge and enable customers to reap the benefits of FAR sooner rather than to let various parties with diverse interests quibble endlessly over the exact level of the FAR reservation charge and thus delay the approval/implementation of FAR.
Finally, Mr. Beach states (at pp. 29-30) that the 5 cent/Dth/d charge would limit savings available by purchasing gas at the citygate, and argues that a low charge could limit competition at the citygate.  Essentially, he argues that some shippers (FAR holders) need to pay a higher price for FAR so that other customers (citygate purchasers) can get greater discounts.  SDG&E and SoCalGas customers, particularly low load factor customers such as SCGC, complain that the 5 cent charge is too high, so it is certainly reasonable to conclude that customers will release unused FAR to avoid this change and will not bear this cost unless necessary to bring their gas supplies into the SDG&E/SoCalGas system.  SDG&E and SoCalGas believe the 5 cent charge balances the interests of all customers and still allows customers to realize the benefits of a FAR system.  

Mr. Beach argues (at p. 24) that it is unfair to charge new suppliers both the access charge and the incremental cost to expand the system as proposed by SDG&E/SoCalGas for Step 3.  Instead, Mr. Beach recommends that the shipper at the new receipt point pay the higher of the Commission-adopted FAR reservation rate or the 15-year levelized costs for expansion.  Mr. Beach’s basis for this recommendation is that a shipper adding relatively low-cost displacement capacity will pay at least the basic FAR reservation rate, while a shipper adding an expensive expansion capacity will cover the full costs of that capacity for 15 years.  
Having the expansion parties only pay the higher of the incremental costs or the FAR reservation rate rather than both would reduce benefit to end-use customers.  As the cost of expansion, on a unit rate basis, approaches the level of the access fee, the amount of reduction to end-use transportation rates would be reduced.  If the unit cost of the expansion equaled or exceeded the access fee, the ratepayers would see no reduction in transportation costs.  Adding the new receipt point does not increase throughput on the SDG&E/SoCalGas system as supplies being delivered from other points would decrease.  SDG&E/SoCalGas’ proposal would benefit end‑use customers since the five cents/Dth/d FAR charge would be credited to them.  However, this is an inter-customer/shipper issue, which the Commission can decide as it sees fit.   
2.
Shareholder Incentive for IT Revenues Help Ensure Maximum Availability
While some parties opposed the shareholder incentive at 25% of IT revenues, this has been reduced to 10% after end-use customers have no under‑collected balance in the NFCA under the SCE settlement.  The IT incentive would provide a financial incentive to SDG&E/SoCalGas to extend to the greatest extent possible the capabilities of the system.  This incentive mechanism encourages creative actions by the system operator to enhance access wherever possible without compromising safety and system reliability.
3.
Off-System Delivery Service Rates Should Reflect the Cost of Transmission Facilities
Coral Energy and other LNG developers raise the issue of the level of the off-system delivery rate for interruptible transportation.  Coral Energy’s proposal would reduce the off-system rate to the “actual cost” or short-run marginal costs of providing the service.  This would provide no contribution to the fixed cost of operating the system and therefore no rate benefit to end-use customers that have been paying for, and will continue to pay for, the physical facilities that allow for such service.  The pricing of OFF service is set at a price cap related to the average transmission rate that end-use customers pay, thereby creating equality between on-system and off-system transportation.  SDG&E and SoCalGas submit that off-system delivery service should provide rate benefits to on-system customers.  Discounting this service is provided as an option if market prices dictate that more off-system deliveries would occur by discounting the rate and that discounting would yield a greater reduction in end-use customer transportation rates.  

Like Coral Energy, Woodside’s comments regarding off-system service should be considered self-serving.  Like Coral, Woodside would prefer not to contribute to the costs of the existing system it would be using and thereby reduce end-use customer rates.  

BHP apparently wants interruptible off-system service for free without paying for the use of existing facilities by “requiring” the utilities to discount this service to zero (for backhaul service) which would provide no benefit to existing end-use customers.  

This is an intra-shipper/customer issue that the Commission must weigh in its decision:  Should the Commission require end-use customers to subsidize off-system service or should off-system service make a full contribution for the use of existing facilities?

4.
Off-System Customers Should Pay the Firm Access Charge, With Revenues Credited to End‑Use Customers
Mr. Beach, for Watson/IP/CCC/CMTA proposes, at pp. 46–47, that off system service customers should pay only the off-system rate and not the firm access charge.  In a slightly different variation, Keith Fuller for Sempra LNG (SE LNG) proposes, at pp. 18-19, that off-system service customers should receive a credit of the firm access charge when they deliver off-system and pay the off-system rate.  Both parties overlook a critical element of SDG&E/SoCalGas’ proposal, which is that the proposed off-system rate is a cap, and SDG&E/SoCalGas would be able to discount this rate to the appropriate market level.  Taking this into account, Mr. Beach and Mr. Fuller both essentially propose a wealth transfer from SDG&E/SoCalGas customers to off-system service shippers.  It is reasonable to expect the bundled price of off-system deliveries into PG&E to reflect the market price of gas at the delivery point (PG&E on-system or PG&E off-system) at the time.  Mr. Fuller suggests that off-system throughput would increase if the off-system rate were lower (by crediting the firm access charge to off-system shippers).  To the extent that a lower rate would increase off-system throughput, SDG&E/SoCalGas would have an incentive to discount the off-system service rate.  If a lower rate would make no difference, then reducing the rate cap is simply a wealth transfer from on-system customers to off-system shippers.  
K.
THERE IS NO GOOD REASON TO PROHIBIT THE OFF-SYSTEM DELIVERIES FROM SOCALGAS STORAGE
SCGC proposes (Yap Direct, Section 5.10 at pp. 27-29) that the Commission prohibit the use of SoCalGas’ storage facilities to support the deliveries of gas to PG&E’s system.  In trying to support its proposal, SCGC argues that:
1.
Under PG&E’s tariffs, gas brought into its system can be delivered off-system to any pipeline interconnection where the delivering pipeline accepts backhaul nominations (e.g., El Paso).  Therefore, any gas delivered off-system to PG&E has the potential to be re-delivered to east of California (EOC) customers, despite the Commission’s directive to SoCalGas to limit its off-system deliveries to PG&E.
2.
If SoCalGas’ storage assets are used to support the delivery of LNG supplies to EOC customers via PG&E, the demand for storage assets will increase tremendously.
3.
SoCalGas’ unbundled storage facilities are already operating at or near capacity.  Adding off-system loads would create an overload of demand for storage, potentially squeezing out existing on-system customers entirely.  
SCGC argues that by arbitrarily foreclosing part of the market from accessing unbundled storage, SoCalGas would be protecting the interests of its customers.  In fact, this would be protecting the interests only of unbundled storage customers, such as some of SCGC’s members, at the expense of the larger number of other core and noncore customers who do not use the unbundled storage program but receive half of the net revenue from unbundled storage.
/  The goal of SCGC’s proposal is clearly to reduce the price of storage for relatively few on-system customers.
/  
SCGC mistakenly assumes that the price for unbundled storage is determined solely by the number of parties seeking to buy storage.  SCGC is correct that SoCalGas has sold all or nearly all of its unbundled storage capacity in the last several years, which is simply evidence of prudent management of the asset.  Indeed, had SoCalGas raised storage prices so that a significant share of storage capacity went unsold, SCGC would have been the first to complain that SoCalGas was keeping prices too high.  The prices for storage have varied from year to year depending on market conditions.  As described in my testimony in Phase II of R.04-01-025, customers have a number of options other than unbundled storage (Watson at pp. 9-10).  
Fundamentally, there is no need and no reason to restrict the use of SoCalGas’ storage to on-system use only.  To the extent the market supports additional storage capacity, SoCalGas can and will expand where feasible, as I also described in my testimony in Phase II of R.04-01-025 (Watson at pp. 16-18).
Even if it were appropriate to restrict access to SoCalGas storage when PG&E, Lodi and Wild Goose have no such restrictions, SCGC is exaggerating its claim of harm.  SoCalGas and SDG&E are hopeful that, by the time other LNG terminals come online, the Commission will be ready to grant SoCalGas authority for off-system deliveries outside of California.  The ability to sell storage services to off‑system customers in combination with or separate from off-system LNG deliveries represents an opportunity to increase storage revenue (e.g. through the sale of expansion capacity), which benefits all customers, not just on-system unbundled storage customers like SCGC’s members.  In addition, by facilitating LNG deliveries off-system by providing LNG developers access to SoCalGas’ storage, more LNG will come to California.  This additional supply will likely provide downward pressure on gas prices in California and benefit all Californians.  
This concludes my rebuttal testimony.
�/ 	However, as a signatory to the Joint Proposal, SCGC does endorse “Scheduling Rights” for parties that fund construction of receipt point capacity.  Scheduling Rights allow scheduling “on a firm basis,” though without a system of FAR they are subject to pro-ration at least in the Southern Zone.  The rebuttal testimony of Rodger Schwecke addresses the Joint Proposal and how it works with and without a system of FAR.  


�/ 	2006 California Gas Report, p. 69.  


�/ 	24 hour burn for installed capacity of around 2400 MW at 7000 btu/kwh heat rate, or around 1700 MW at 10,000 btu/kwh heat rate.  


�/ 	SDG&E and SoCalGas’ PBR structure will be addressed in the TY2008 General Rate Case.  


�/ 	The detailed embedded cost study would also need to include appropriate allocation of A&G, general plant, common plant (in case of SDG&E), etc.  


�/ 	2002 retail noncore plus wholesale and international throughput minus 2005 retail noncore plus wholesale and international throughput, source:  2006 California Gas Report, p. 69.  


�/ 	In addition, if SDG&E and SoCalGas’ settlement with Southern California Edison (Edison settlement) is adopted, the shareholder portion of net unbundled storage revenues would be capped at $20 million, and any additional revenues would go 100% to ratepayers.


�/ 	Note also that the Edison settlement would impose price caps by storage product, which limit the price any unbundled storage customer will pay for storage.  
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