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PREPARED REBUTTAL TESTIMONY

OF STEVEN A. WATSON
I.
QUALIFICATIONS AND PURPOSE

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 received a Bachelor’s degree from the University of California, Davis, in History and International Relations and a Master’s Degree in Public Policy from the University of California, Berkeley.  I have been employed by SoCalGas since 1986.  I have worked in Gas Supply, Customer Services, the Strategic Planning and Transmission Capacity Planning Departments.  I am currently the Capacity Products Staff Manager, responsible for staff support to the line managers in the development of new transmission services, interstate commitments, supplier interconnects, and storage services.  Before joining SoCalGas I worked as a natural gas analyst at the Department of Energy.

I have previously testified before this Commission.

The purpose of this testimony is to rebut the testimony of Coral, SCGC, and Long Beach concerning unbundled storage issues.
II.
SUMMARY OF INTERVENERS’ POSITIONS
In this Application SoCalGas/SDG&E and Southern California Edison Company (Edison) proposed to continue the status quo concerning unbundled storage with certain modifications.  

That status quo is:

· An allocation of costs negotiated in the Joint Recommendation
 underlying the current BCAP (currently $21 million, $20.6 million excluding F&U) that explicitly excluded most LRMC scalar from the at-risk unbundled storage program.  
· The at-risk costs would be reset in the next BCAP with parties free to argue for whatever cost level they believed appropriate, given the allocation of assets to unbundled storage and the then-current cost structure and methodology.  
· 50/50 sharing of unbundled storage revenues above this $21 million level.

· Market-based pricing of unbundled storage through the Gas Transactions-Based Storage (GTBS) program with an overall cap of $14.27/dth for any individual transaction.
This Application recommends continuing this structure with the following modifications: 

· The addition of a $20 million/year initial year cap on shareholder earnings, equal to 2005 levels.
· Mechanisms to adjust the cap to encourage continued economic expansion of storage and allow adjustments to the assets allocated to the unbundled storage program in future BCAPs.
· The addition of individual product caps (inventory, injection, withdrawal) that are above the long-term cost of expanding each product.
· The enhanced efficiency of the storage program through the secondary market transactions described in GSMT.

· Additional primary market transparency through day-after postings on GTBS sales.
Only three parties have filed testimony asking the Commission to reject the Application’s provisions regarding unbundled storage.  (DRA’s comments focus on the Combined Core Portfolio proposals.)  All of these parties’ positions on the unbundled storage program (Coral, SCGC, and Long Beach) can be easily summarized:  They want the Commission to allocate storage at below-market rates to them.  Their proposals should be rejected because they would (1) harm the majority of ratepayers who do not require incremental storage from the unbundled storage program, (2) harm other GTBS storage customers who are satisfied with the program and will benefit from the suggested enhancements contained in this Application, (3) impede the development of third party storage and SoCalGas storage expansions, and (4) merely serve to enrich the interveners’ pockets.  An important unbundled storage issue this Commission must decide is whether it wants SoCalGas to charge market-based rates and refund fifty percent (or more) of the surplus value (market minus cost) to all ratepayers or whether to allow marketers and certain interveners to buy that storage at cost and then to pocket the full surplus value of the storage for themselves.   

Upon examination, these intervener proposals are self-contradictory.  Long Beach complains about the lack of individual product price caps for the GTBS program, but then opposes this Application which would provide just such caps for the first time.  Coral and SCGC complain of a lack of third party storage in southern California, and then proceed to make proposals that will ensure such storage never gets built.  All three parties suggest that unbundled storage be “cost-based,” but then recommend eight-year old, fully-scaled LRMC rates that have little to do with current unbundled storage costs—this despite the fact that a BCAP filing is imminent.  Two of the parties complain of a lack of information about individual contracts (SCGC and Long Beach), and then go on to oppose this Application, which would greatly increase posting requirements and transparency for all unbundled storage transactions.  All three parties complain of SoCalGas’ profits under the current program, but then oppose the new caps on earnings contained in this Application.  SCGC and Long Beach complain of a lack of alternatives to direct storage purchases from SoCalGas, and then proceed to oppose the Application that would facilitate secondary market trading of SoCalGas storage—direct competition to SoCalGas direct sales from unbundled storage.  
The rest of this testimony first rebuts two major intervener arguments (1) that unbundled storage revenues should be capped at “cost-based” rates and (2) that SoCalGas has a monopoly on essential storage services.  The testimony then goes on to rebut specific intervener comments.  
III.
MARKET-BASED RATES ARE PREFERABLE TO COST-BASED RATES
Two interveners (Coral and SCGC) have argued that the Commission should ignore this Application and constrain SoCalGas to charge only “cost-based” rates with little (SCGC) or no (Coral) utility risk or upside.  The Commission should ignore these interveners’ recommendations for the following reasons:
1. Cost-based rates could deny ratepayers $20 million/year or more in benefits
Table 1 
NSBA Refunds ($MM)
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2000 11.3 12 -0.7 -0.4 -0.4

2001 32.9 20.6 12.3 6.2 6.2

2002 42 20.6 21.4 10.7 10.7

2003 47 20.6 26.4 13.2 13.2

2004 48.8 20.6 28.2 14.1 14.1

2005 60.7 20.6 40.1 20.1 20.1

2006 72.2 20.6 51.6 25.8 31.6

Total 89.7 95.5


2000 is a partial year, 7 months.   Excludes $83 MM cumulative, non-storage-related scalar charged 100% to ratepayers per terms of Joint Recommendation to 1999 BCAP.
Table 1 shows the level of NSBA refunds through the BCAP period of $89.7 million.  These refunds are allocated on an equal cent/therm basis to both core and noncore customers.  Had this Application been in place, ratepayers would have realized another $5.8 million of refunds in 2006.  In excess of $5.8 million of additional benefits would also have been realized in 2007 since market revenues will exceed 2006 levels.  
SCGC spends much time decrying the fact that the at-risk revenue requirement allocated to the unbundled storage program was fixed at $21 million ($20.6 ex-F&U), a partially scaled LRMC revenue requirement, and not the fully-scaled LRMC revenue requirement.  Certainly the parties to the Joint Recommendation (which did not include SCGC) were aware of this fact.  There is no doubt that the at-risk cost allocated to the unbundled storage program in 1999 should now be updated to a higher level in the upcoming BCAP proceeding.  As I will discuss later, the current fully-scaled LRMC figure is not the correct level.  After those unbundled storage costs are updated to reflect their current costs, the current 50/50 sharing mechanism in this Application will continue to be appropriate.  
The problem with SCGC’s and Coral’s position advocacy of “cost-based” rates can be illustrated with SCGC’s Table 2, adjusted for the assumption that the Joint Recommendation had inappropriately placed shareholders at-risk for the fully-scaled LRMC revenue requirement for unbundled storage and then capped SoCalGas unbundled storage revenues at those cost levels, which is Coral’s proposal.  (SCGC’s proposal is more nuanced, but it effectively has the same long-run effect as I will discuss later.)  
Table 2
Negative Ratepayer Impact of “Cost-Based” Revenues ($MM)
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2000 11.3 18.4 11.3 -7.1 -3.6 -3.6

2001 32.9 32.2 32.2 0.7 0.0 0.3

2002 42 32.4 32.4 9.6 0.0 4.8

2003 47 33.3 33.3 13.7 0.0 6.9

2004 48.8 33.9 33.9 14.9 0.0 7.5

2005 60.7 33.5 33.5 27.2 0.0 13.6

2006 72.2 34.9 34.9 37.3 0.0 18.7

Total -3.6 48.2

SCGC Table 2, with at-risk and scalar (100% balanced) revenue requirements added.  2000 is partial year.
Table 2 shows that market-based unbundled storage revenues exceeded the fully-scaled LRMC cost in 2006 by $37.3 million.  SoCalGas revenues in 2007 will be even higher than in 2006.  If SoCalGas in 2006 were constrained to charge only its cost of $34.9 million (assuming that is the correct cost), ratepayers would be denied $18.7 million/year of benefits ($72.2 MM – 34.9 MM) ÷ 2.  Indeed, had such a proposal been in place since the inception of the at-risk unbundled storage program, ratepayers would have been denied $48.2 million dollars of NSBA refunds to date.  There is no good reason to deny these benefits to core and noncore ratepayers—especially the majority of ratepayers who do not need to purchase unbundled storage.  Under the Application, this full $18.7 million/year benefit in 2006 (and growing) would be provided to ratepayers.
2.
Cost-based Rates would force arbitrary allocation procedures

Whenever a product is offered below its market value, the demand for that product will exceed the supply, which, in turn, necessitates some sort of arbitrary allocation method.  As an example see Table 3 below, which compares the initial bids for storage received in SoCalGas 2006 Open Season/Auction process with the available capacity in that auction.
Table 3 
Below-market bids vs. Available Capacity, 2006 Open Season

	
	Inventory. dth
	Injection, dth/d
	Withdrawal, dth/d

	Available Capacity
	27,712,000
	119,315
	605,205

	Offers at initial guideline
	36,570,000
	380,000
	895,000


The demand for inventory exceeded available capacity by 32% even at an initial price level of 50 cents per dth vs. the 38 cent cap suggested by Coral/SCGC.  The demand for injection exceeded supply by over a three to one ratio even at $39/dthd vs. the $35.40/dthd cap suggested by Coral/SCGC.  
In this situation one must prorate the available products or do what SoCalGas did -- allow parties to raise the prices on the oversubscribed products until demand approximately equated with supply.  

Another approach is to try to limit who is eligible to buy the product that is priced below market.  This is the approach that SCGC tries to use with its proposal for an Open Season that is only available to “on-system end-users.”  In other words, their solution is to try to cut out marketers like Coral from the bidding process.  This self-serving proposal, however, is futile for several reasons.  First, even at higher market prices noncore end-users purchase 40-50% of the current market-based storage.  (SCGC DR 1.4.)  SoCalGas is confident that noncore purchases would increase significantly if the price were constrained to the low levels suggested by SCGC.  Another possibility is that marketers would “partner” with a transportation customer to qualify as an “end-user,” effectively avoiding the development SCGC seeks.  Second, secondary markets for unbundled storage will allow an end-user to buy the product at cost and then to resell that storage to a marketer.  Marketers will pay end-users to participate in the Open Season as proxies, thus frustrating the process.  Third, SCGC’s proposal mistakenly assumes that end-users, such as themselves, are more deserving of the product than marketers.  Marketers, however, use their storage rights to minimize the annual gas costs (including balancing and reliability costs) of the end-users they serve, and end-users often use storage rights not for end-use requirements, but simply as a price arbitrage mechanism.  Fourth, SCGC seems to forget that the core is an end-user as well, and that they are permitted to purchase incremental storage in the GTBS program.  From DRA’s comments (pp.27-28), it appears DRA believes the core should buy at least another 13 Bcf or more of storage inventory with associated injection rights if these products were priced at fully-scaled LRMC -- the cost level of the storage current allocated to SoCalGas’ core.  In fact, the core would likely be directed to bid for more than 13 Bcf to ensure that their prorated award would be at least 13 Bcf.  
3.
Cost-based pricing would undermine customer-tailored storage services 
SoCalGas allows customers to purchase packages ranging from inventory-only to inventory with enough firm injection and withdrawal to reliably cycle the gas in and out of storage many times per year.  Each of these packages has different costs and market values.  Under the intervener’s proposals, however, SoCalGas would need to discontinue inventory-only sales and would need to bundle inventory with withdrawal to compensate for the fact that the withdrawal LRMC of $20.33/mcf is well above market value, while the $0.38/mcf inventory price is well below market value.  It is likely that SoCalGas would just offer a single product with the same injection and withdrawal ratios so as not to strand any particular product.  The result will be that almost no participant in the open season will be happy with the one-size fits all package SoCalGas would be forced to sell.  This would undermine progress in developing storage services tailored to specific customer needs.
4.
Cost-based pricing would ensure that no third party storage field ever gets built
Both SCGC and Coral complain that no third-party storage exists in southern California, but then both go on to support proposals that will ensure that no such storage ever gets built.  Table 4 below compares the price caps proposed by these interveners to the 15-year levelized cost of expanding SoCalGas storage.  Those levelized costs are low and likely need to be revised upwards, and it is certain that higher prices are required for new storage field developers.  Clearly, there is no incentive for a storage competitor to try to invest fully at-risk capital to attempt to enter the southern California market and compete against these LRMC price caps.  
Table 4
LRMC caps below Expansion costs
	
	Inventory
	Injection
	Withdrawal

	LRMC caps*
	$0.38/mcf
	$35.40/mcfd
	$20.33/mcfd

	15-year level cost of expansion**
	$0.60/mcf+
	$39.90/mcfd+
	$20/mcfd+


*Per Kai Chen Supplemental Testimony.  **Watson’s Table 12, in R.04-01-025, Phase 2.  These costs are outdated and low—see SCGC Data requests 2.6.2, 2.6.3. and 2.6.4.
Furthermore, Coral supports full balancing account protection:  “SoCalGas shareholders should be neither penalized nor rewarded for the sale of unbundled storage.” (p. 37, lines 17-18.)  With balancing account protection, the utility could “discount” below the caps whenever necessary to compete with new third party entrants.  The resulting shortfall would then be allocated to ratepayers.  SCGC suggests a $5 million shareholder cap on 50/50 sharing of surpluses or shortfalls.  (SCGC is silent on this issue, but presumably their 50/50 sharing mechanism is symmetrical like the current mechanism—sharing of surpluses and shortfalls).  As will be discussed later, SoCalGas believes this $5 million cap would become zero once the next BCAP proceeding updates both unbundled storage costs and unbundled storage capacities.  Therefore, the utility could “discount” below the caps whenever necessary to compete with new third party entrants under the SCGC approach as well.  The utilities’ lack of discounting risk under either Coral or SCGC’s proposals would likely discourage third-party storage investment of completely at-risk capital.  
Although there has been no third-party storage developed in the partially at-risk southern California market, there has been ample development of third party storage in northern California since PG&E was placed 100% at-risk for storage under the 1998 Gas Accord, as shown in Table 5.  The PG&E experience should demonstrate a necessary condition that utility shareholders be at least partially at-risk for unbundled storage revenues in order to establish the potential for third-party storage development.
Table 5
At-Risk Third-Party Storage Expansions in N. California

[image: image3.emf]INV INJ W/D

Bcf MMcfd MMcfd

Wild Goose  24.0 450 480

Lodi @ Orig. Site  17.0 400 500

Lodi @ Kirby Hills 5.0 50 50

--------- --------- ---------

   Subtotal (As of April 2007) 46.0 900 1,030


5. Coral/SCGC’s pricing proposal would diminish the likelihood of SoCalGas expansion
As shown in Table 4, the LRMC rates are below the current costs of expanding storage.  Coral assumes that the language in Exhibit B, No. 15, p. B-4 assures that storage will be expanded even under their LRMC-cost cap proposal.  “This incremental storage capability will be made available to SoCalGas customers on an open access basis.  If customers subscribe to this incremental capacity offering, SoCalGas will implement the plan to meet that subscription.”  Footnote 9 of Mr. Watson’s testimony, however, states that an expansion will not occur if the long-term demand for storage can be met with existing storage assets.  

Furthermore, Coral fails to understand that SoCalGas cannot expand its storage unless it has customers willing to sign long-term contracts at the high price levels that will pay for such expansions.  However, these customers will have much less interest in committing to such contracts if they believe there is some potential that SoCalGas will have to sell them its limited existing storage at artificially low prices on a year to year basis.  Every storage customer will wait for the another customer to purchase expansion storage on a higher-priced, long-term basis—hoping that this expansion will result in more lower-cost existing storage (i.e., less prorationing) for them to purchase on a short-term basis.  This is a classic “free-rider” problem.  Under the framework of the Settlement, on the other hand, short-term, annual market prices are allowed to rise to caps that are above the long-term cost of expansion.  This framework avoids a free-rider problem and motivates customers to consider signing a longer-term contract at a lower rate. 
Coral also ignores the additional sentence in B.15, “In the event SoCalGas invests in facilities to expand storage capacity, SoCalGas’ storage rate and shareholder revenue caps described above will increase as described in the proposed tariff revisions in Exhibit A.”  In other words, in a situation where the utility is already constrained by the earnings cap using existing storage assets, the Application provides an incentive to SoCalGas shareholders to expand since the earnings cap increases with storage expansions.  Under the interveners’ proposal, however, utility earnings are capped at a normal rate of return for storage.  This may result in some storage expansion, but any potential expansion would look no more attractive to SoCalGas shareholders than distribution, transmission, or other many other alternatives competing for scarce capital.  In its September 30, 2004 Report on Storage, FERC Staff, who wanted to encourage expansion of national storage capacities, recommended (p. 28) their Commission provide higher-than-normal returns on equity even for those storage fields that did not otherwise meet FERC’s evolving market-based rate test. 
IV.
UNBUNDLED STORAGE FACES SIGNIFICANT COMPETITION
Contrary to the assertions of the interveners, there is a competitive market for storage.  That competition comes from flowing supply, secondary markets, other storage fields, and core storage.  
1. SoCalGas’ HHI index meets FERC’s standard for market-based pricing
To facilitate/encourage development of new (and expansion of existing) storage facilities, in June 2006 FERC amended its regulations to establish criteria for obtaining market-based rates for storage services (Docket Nos. RM05-23-000; AD04-11-000; Order No. 678).  Basically FERC adopted a definition of the relevant product market for storage that explicitly includes close substitutes to gas storage services, including all relevant sources of flowing natural gas supplies such as pipeline capacity, local production, etc.  This recognizes the fact that, if a storage provider attempted to withhold services from the market in order to obtain a price above competitive levels, customers could switch to alternative sources of flowing natural gas supplies and the storage provider would lose money.
Consistent with FERC’s guidelines, this analysis of the competition for storage should take into consideration individual withdrawal capacities of California storage providers, as well as additional flowing supplies that are available from local production in northern California, local production in southern California, and individual interstate pipelines’ capacities to deliver flowing supplies into California.  These are “supply sources” that are available for end-use consumption as alternatives to unbundled storage withdrawals.  First, the analysis summarized in Table 6 shows that Herfindahl-Hirshman Index (HHI), which is the sum of the squared market shares, is about 1400.  If HHI is below 1800, FERC assumes that there is limited market concentration with less potential for any participant to exercise significant market power.
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Storage-Substitutes MMcfd Share, % Mkt Share

SoCalGas Noncore Storage 1,240 8.3 69.3

SoCalGas Core Storage 1,935 13.0 168.7

Southern CA Production 230 1.5 2.4

El Paso (North & South Systems) 3,710 24.9 620.2

Transwestern 1,210 8.1 66.0

Kern River 1,830 12.3 150.9

Southern Trails 80 0.5 0.3

GTN-TransCanada 2,190 14.7 216.1

PG&E Storage 1,345 9.0 81.5

Wild Goose Storage 480 3.2 10.4

Lodi / Kirby Hills Storage 550 3.7 13.6

Northern CA Production 98 0.7 0.4

-------- -------- --------

     Total 14,898 100 1,400<-- HHI

* For storage facilities withdrawal capacities are used. 

Conservative Market Share / HHI Analysis

 for Supplies Competing w/ Unbundled Storage

Table 6


Table 6 includes supplies that can reliably be substituted for unbundled storage withdrawal with certainty.  (This analysis utilizes a conservative relevant geographic market because a good argument can be made that the relevant market is the western U.S.; see Van Lierop testimony in this case.)  It is appropriate to segment the core and noncore SoCalGas storage since the core’s Hub competes with the SoCalGas unbundled storage program.  Furthermore, under this Application, SoCalGas’ core will be the largest holder of competing secondary market rights.  It is appropriate to consider northern California storage into this analysis since all of these supplies can be delivered into southern California through Wheeler Ridge.  The implementation of firm access rights at Wheeler Ridge will increase the reliability of supplies delivered from northern California storage fields into southern California.  For example, consider a hypothetical noncore customer who has Canadian supplies flowing through GTN-TransCanada through the PG&E system for off-system delivery to SoCalGas at Wheeler Ridge.  If such a customer were concerned about the reliability of Canadian gas during cold winter periods, they could purchase northern California storage (instead of SoCalGas storage), inject into that field in the summer, then withdraw that stored supply and deliver through Wheeler Ridge (assuming they had purchased firm rights at Wheeler Ridge) to meet their burn requirements in southern California.  Such gas would appear to be just as “firm” and “reliable” as SoCalGas storage in such a scenario.  Consideration was also given to adding the Clay Basin Storage field, with its 765 MMcfd of deliverability, to this analysis since that field can deliver through Kern River and is about the same distance (800 miles) to Los Angeles as the San Juan Basin (750 miles) that the core relies on for most of its reliable flowing supply.  Inclusion of Clay Basin would reduce the HHI to below 1300.
2. Flowing supply can substitute for noncore storage 
No noncore customer, including DWP, has to buy storage from SoCalGas to be served reliably.  Over 3.875 Bcf of demand can be served by alternate sources of flowing supplies every day of the year.  Only nine days exceeded this sendout level this winter, with the maximum being 4.6 Bcf.  On these cold days, the core will be using a portion of its firm 1.935 Bcf/d withdrawal rights and there is another 250 MMcfd of withdrawal allocated to all noncore customers’ transportation rates.  Even if the core chose to use none of its firm withdrawal rights, under the Application SoCalGas must post and offer for sale interruptible withdrawal (unused firm) to any interested customer.  These facts belie DWP’s concerns about needing vital storage services.  Transportation-only end-users may regret not having purchased and stored lower-cost gas in the summer to displace higher-priced flowing supplies in the winter, but this has nothing to do with reliability and market power.  

3. Pre-2006 Market Rates for Storage were below the Coral/SCGC Caps
Coral states, “As the monopoly provider of unbundled storage in a volatile gas price market, SoCalGas has very little incentive to charge a price below the maximum (capped) rate.”  If Coral’s statement were true, then SoCalGas would be charging $14.27/dth (the current cap) for all storage transactions, which it is not!  Coral’s witness obviously defines the relevant market in a narrow fashion (unbundled storage in southern California) that runs counter to FERC’s market power analysis described above.  
More important, Coral ignores the fact that the so-called monopoly charged prices were below, not above, the fully-scaled LRMC price caps until 2006.  Table 7 compares the market price SDG&E has paid for unbundled storage with the “fully-scaled LRMC” cost of SoCalGas storage over the BCAP period.  As the Table 7 shows, SDG&E’s unbundled storage price was below the cost of SoCalGas’ core storage (which used fully-scaled LRMC) for most of the period.
Table 7
GTBS vs. Fully-Scaled LRMC Rates

	
	SDG&E from unbundled Storage
	SoCalGas fully-scaled core

	2000
	$.864
	$1.004

	2001
	$.829
	$1.025

	2002
	$1.02*
	$1.03

	2003
	$.78
	$1.059

	2004
	$.927
	$1.074

	2005
	$.977
	$1.076

	2006
	$1.922
	$1.112


Source TURN DR 1.2.  *2002 price for SDG&E was high due to high concentrations of injection & withdrawal (relative to inventory) in that year’s small 4.5 MMdth package.  Capacity charge divided by more normal 6 MMdth level results in $1.02 price, not $1.36.
Table 8 compares the prices paid in the 2003-2006 Open Seasons with the fully-scaled LRMC price caps endorsed by SCGC and Coral.  (The 2003 process was actually an ascending-price auction for a standard product with enough injection to fill inventory in 150 days and enough withdrawal to drain inventory in 30 days.)

Table 8
Open Season Prices and Fully-Scaled LRMC Caps

	
	Injection
	Withdrawal
	Inventory
	
	Implied Price of Package with 150 days injection, 30 days withdrawal

	2003 Auction
	
	
	
	
	$0.84/dth

	2004 Open*
	$29.25/dthd
	$10.89/dthd
	$.48/dth
	
	$1.04/dth

	2005 Open*
	$25.46/dthd
	$11.50/dthd
	$.53/dth
	
	$1.08/dth

	LRMC Caps
	$34.40/dthd
	$19.75/dthd
	$.37/dth
	
	$1.27/dth

	2006 Open
	$39/dthd
	$11.60/dthd
	$1.35/dth
	
	$1.99/dth


*Source, SCGC p. 9, lines 21-22, for 2004.  2005 uses same method to derive product prices.
Clearly, the 2006 Open Season resulted in injection and inventory (but not withdrawal) prices above the suggested caps for injection and inventory.  The 2004 and 2005 Opens Seasons had weighted-average prices for injection and withdrawal below the fully-scaled LRMC caps.  Though the price of inventory in 2004 and 2005 was somewhat above the fully-scaled LRMC price cap in those years, inventory is usually not sold on a stand-alone basis.  The price for a package of inventory that could be filled with injection within 150 days and withdrawn in 30 days was still below the cap levels endorsed as reasonable by the interveners.  

SoCalGas’ relative position in the marketplace was not significantly different in 2006 than it had been during in prior years.  SCGC and Coral focus on the prices resulting from the 2006 Open Season.  Those prices, however, are the result of a stronger market value for storage inventory and injection.  
And if SoCalGas is a monopoly, it would certainly be able to charge at least $20/dthd for firm withdrawal rights since customers who want significant quantities of withdrawal are the most focused on reliability concerns and are therefore the most “vulnerable” to price manipulation.  During the open seasons however, prices for withdrawal never exceed $11.60/dthd.  
An illustration of the influence of the overall market on prices is provided by Table 9, which shows the unbundled revenues divided by unbundled MMdth sales.
Table 9
Average price of Unbundled Storage

[image: image5.emf]MMdth Sold $MM $/dth

2000 28.2 19.7 0.70 $     

2001 32.8 33.5 1.02 $     

2002 33.8 42.8 1.27 $     

2003 46.2 47.9 1.04 $     

2004 50.0 49.7 0.99 $     

2005 53.0 61.9 1.17 $     

2006 53.0 73.6 1.39 $     


Revenue per Table 1 x 1.019 for F&U with year 2000 annualized.  Initial MMdth sold per Turn 1.4 in A.05-10-012(1.025 dth/mcf), 2003-MMdth per Table 10.
Compare those overall $/dth prices to the winter-summer price spread (one of the main determinants of storage values in a competitive market) for the SoCalGas border based on the futures’ markets.
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The perceived value of unbundled storage rose after the California Energy Crisis in 2001 and 2002.  It then dipped significantly in 2003 and 2004 with drops in winter/summer price spreads.   (A monopoly would not have permitted such a dip.)  The value of storage then rose to new peaks in 2006 after the Katrina/Rita hurricanes as high and very volatile gas prices with huge winter-summer price spreads became apparent.  
4. Secondary market rights further mitigate market power concerns
The secondary market for storage services proposed in GSMT should address concerns about SoCalGas being the sole provider of storage in southern California, since any holder of storage rights will be able to trade those rights in secondary markets and, thus, compete with additional direct sales of storage by SoCalGas through the unbundled storage program.  SCGC’s witness claims, “Although a secondary market might provide competition with additional direct sales of storage by SoCalGas, that would not provide competition with initial direct sales of unbundled storage service, after which SoCalGas is sold out.”  This statement is false.  Every transaction SoCalGas makes under the GTBS program will be posted the next day.  Furthermore storage could be sold under multiple-year contracts that also would be posted.  If the second potential purchaser of storage in a direct sale saw that the price of any product being offered by SoCalGas was above that of the prior direct sale, they would seek a lower secondary market price from the previous direct purchaser of storage.  Furthermore, all market participants know that SoCalGas must sell its available unbundled storage capacity, which will also be posted.  Ms. Yap hypothesizes that the first purchaser of storage might not provide a secondary market price that is below the price requested in the direct sale by the monopoly SoCalGas.  Since there can only be one monopoly, this scenario would only occur if the price being requested by SoCalGas in the second direct sale is a market-based price rather than an above-market, monopolistic price.  Contrary to Ms. Yap’s assertion, secondary market transactions will be a powerful market force.  
Unlike SCGC, Coral recognizes the value of secondary storage markets and supports that aspect of the Application.  Interestingly, Coral does not suggest applying the fully-scaled LRMC price caps that it has proposed for SoCalGas’ direct sales to secondary market transactions.  The reason is obvious:  Coral (like any clever marketer) hopes to purchase low and then sell high.  The better approach for the Commission to take, however, is to adopt this Application and allow SoCalGas to sell at a market price so that fifty percent (or more) of the surplus value can be passed on to all ratepayers—as opposed to being fully pocketed by marketers.
Another advantage of the secondary market structure envisioned in this Application that is not recognized by the interveners is that it will encourage customers to make long-term commitments for storage expansions.  Secondary markets help long-term contract customers mitigate their risks of committing to “too much” injection, withdrawal, or inventory for certain periods of the contract.  
5. Unbundled storage capacity is being expanded and sold
Despite the claims of the interveners that the current unbundled storage program is not working properly, there are at least two signs that the market for unbundled storage is working properly:  Unbundled storage capacity has been expanded, and that unbundled storage capacity is being sold, not withheld.  SoCalGas expanded its unbundled storage capacity by 21.5 Bcf (30.3 Bcf to 51.8 Bcf, or a 71% increase) over the BCAP period.  Furthermore, as shown in Table 10, from 2003-2006 SoCalGas sold almost all the capacity available to the unbundled storage program.  

[image: image7.emf]Table 10

Storage Year MMdth Inventory Mdthd Injection Mdthd Withdrawal

2003 46.2 337 937

2004 50.1 310 837

2005 53.0 286 925

2006 53.0 282 1032

Average 50.6 304 933

2006 Capacity 51.3 281 1020

Sales/Capacity 99% 108% 91%

Unbundled Sales vs. Capacity


Mdth/d injection & withdrawal = summer/winter firm averages. MMdth = Oct/Nov. peaks.  Injection capacity is a minimum level for summer period.  Inventory capacity is steadily increasing.

Also, SoCalGas is willing to further expand with the right preconditions—namely, symmetrical treatment of expansion revenues ad costs plus sufficient volumes of long-term contracts that warrant and pay for that expansion.  (See Sections E-G of Watson testimony in R.04-01-025, Phase 2).  The current Application, unlike the interveners’ positions, is consistent with these preconditions.
V.
FURTHER REBUTTAL OF CORAL

Coral’s assertion that balancing account treatment for unbundled storage must parallel the 100% balancing account of SoCalGas’ unbundled transmission revenue requirement is incorrect
Coral’s assertion that balancing account treatment for unbundled storage must parallel the treatment of SoCalGas’ unbundled transmission revenue requirement is incorrect for several reasons.  First, as explained earlier, SoCalGas’ unbundled storage is not a monopoly service.  Second, the 5 cent/dth unbundled firm access right represents only a small portion of total transmission and distribution costs.  The risk treatment for these other transmission/distribution revenues will be a topic in the upcoming BCAP.  Third, balancing account protection makes sense for transmission services if the utilities are being pushed by the Commission to aggressively pursue energy-efficient, demand reduction goals -- as described below.  
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.
  
At-risk storage and the accompanying incentives to fully utilize storage, on the other hand, does not run counter to such energy efficiency goals since storage usage only affects the timing of supply used to meet burn, not overall burn levels.

VI.
FURTHER REBUTTAL OF SCGC

SCGC’s assertion that the current allocation of unbundled storage costs and revenues between ratepayers and shareholders is unbalanced misinterprets the current BCAP and this Application.

Section 3 of Ms Yap’s testimony tries to assert that the current BCAP sharing mechanism is flawed -- that shareholders receive 50% of the unbundled storage program’s revenues but are allocated only 30 percent of unbundled storage costs.  The skewed results that Ms. Yap generates in Tables 1 and 3 are predicated on a notion that was specifically considered and rejected by the Joint Recommendation parties to the current BCAP -- namely that LRMC scalar should be fully allocated to the at-risk unbundled storage program.  In the 1999 BCAP, the cost of at-risk unbundled storage was established as $21 million.  That was a level slightly higher than then-current revenues and approximately equal to SoCalGas’ estimate of the embedded cost of unbundled storage.  That cost has remained fixed since the Commission has deferred SoCalGas’ BCAP applications subsequent to the 1999 application; that cost will be updated in this year’s BCAP proceeding.  SoCalGas was not put at risk for most of the scalar component of LRMC because that component is comprised almost entirely of transmission, customer and distribution costs that are not identified in the current LRMC method.  That is, the marginal costs for each function (transmission, storage, distribution, etc.) are scaled up by a single utility-wide factor so that the utility fully recovers its embedded cost.  This scalar, in turn, is then recovered from bundled end-user rates on an equal percent of marginal cost basis, currently about 87% core and 13% noncore.  
In D.00-04-060 the Commission stated, “The recommendations of the JR regarding storage are reasonable and are adopted.”  (FOF 54).  The Joint Recommendation, in turn, stated that “Because of the impact of the marginal cost changes resulting from the Joint Recommendation the fully scaled marginal cost of unbundled storage would be approximately $31 million.  The difference between the fully scaled unbundled noncore storage revenue requirement and the agreed upon $21 million will be charged to the NSBA.”  (Section VII.)  In other words, the “asymmetrical” sharing that Ms. Yap shows in Table 2 for 2000 was no surprise to anyone.  Nor was it any surprise that the “revenue requirement assigned 100% to ratepayers in Yap’s Table 2 would grow over time.  Whereas the marginal cost of all functions has remained fixed, the scalar factor grew from 67% of SoCalGas’ marginal cost in 2000 to 86% of SoCalGas’ marginal cost in 2006 because the embedded cost of the utility grew over time.  (86%/67% = 1.3 x 11 = $14.3 million for 2006 in Yap Table 2, last column.)  
As was the case in 1999, fully-scaled LRMC costs over-recover the embedded costs of storage.  Therefore, it remains inappropriate to develop a sharing mechanism using fully-scaled LRMC costs.  Table 11 shows the 2005 fully-scaled LRMC costs of storage--$141 MM.  Yet, the 2005 embedded cost of storage is under $101 MM (Table 12).
Table 11
Fully-Scaled LRMC Storage Costs

[image: image8.emf]MMcf or Mcfd $/mcf or mcfd $MM

Inventory 129.1 0.35 45.2

Injection 850 33.34 28.3

Withdrawal 3175 19.15 60.8

Variable 129.1 0.05 6.5

Total 140.8
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  1998 2005

a) Depreciation 15,892,783                          17,363,127          

CPUC Ann. Report, p.337, line 6, col. (h) 

minus Montebello's Depreciation Expense

b) Return 15,754,122                          16,437,212           8.68% x Storage Net Book Value 

c) Taxes 8,645,591                            9,453,474             Federal, State & Property Taxes

Subtotal:Capital-Related Costs 40,292,496                          43,253,814           Excludes franchise fees, uncollectibles

O&M 15,573,650                          32,713,134          

FERC Accounts 814 - 837 minus Fuel Costs & 

Montebello's O&M Exp.

A&G 13,982,338                          16,495,857          

5.2% (Storage O&M/SoCalGas O&M) x 

SoCalGas A&G excl. Franchise Fees 

SSN, Unemploy. Insur. Taxes 868,225                               1,461,940            

5.2% x (SSN +Fed./State Unemployment 

Insurance Taxes, CPUC Ann.Rep.p.262 Lines 

3,4,9, Column (j))

General Plant 2,703,054                            4,884,832            

5.2% (Storage O&M/SoCalGas O&M) x 

SoCalGas Gen. Plant 

Subtotal Costs 73,419,763                          98,809,577          

Franchise & Uncollectible 

Requirement                           1,462,679 

1,890,430            

1.9132% x Subtotal Costs

Total Costs incl. Franchise Req. 74,882,441                          100,700,008        

Table 12

Embedded Storage Costs


The level of shareholder earnings under this mechanism has not been a secret.  The earnings in Ms. Yap’s tables were disclosed in AL (Advice Letter) 3033, dated June 25, 2001, for year 2000, AL 3167, July 1, 2002 for year 2001, AL 3277, July 10, 2003 for year 2002, AL 3386, June 22, 2004 for year 2003, AL 3629, May 1, 2006 for year 2005, with another AL upcoming for year 2006 earnings.  
The main surprise in the Commission’s authorized BCAP mechanism was its duration.  During the early 2000’s this BCAP sharing mechanism was not revisited because the Commission expressed its intent to make the unbundled storage program fully at-risk in a manner consistent with developments in northern California and the Comprehensive Settlement Agreement (CSA).  Under the CSA, 45.3 Bcf of storage was to be unbundled and placed at risk in 2001.  Based on a detailed embedded cost study (not LRMC), the CSA parties agreed that the at-risk cost of assets allocated to unbundled storage in 2001 would be $25.0 million -- not the $32.2 million that Ms. Yap assumes as the “symmetrical” allocation in her Table 2 (and 1 & 3).  
Once it became clear that the CSA would not be implemented, SoCalGas filed another BCAP application in 2005 that would have extended the embedded cost framework for storage outlined in the CSA.  The Commission, however, decided to delay any new BCAPs for the utility until the issue of firm access rights was resolved.  
Contrary to the assertion of Ms. Yap on page 3, line 15, the Applicants do not “propose to continue the current allocation.”  Rather, Applicants propose that market based pricing with 50/50 sharing continue based on any new asset and cost allocations that may be established in upcoming BCAPs.  SoCalGas’ $21 million target should be updated because embedded costs have risen from $74.9 million in 1998 to $100.7 million in 2005.  Unbundled storage assets have increased over time with the cushion gas projects.  The CSA’s embedded cost of unbundled storage escalated to 2006 would be $27.6 million today (compare to the $34.9 million that Ms. Yap believes is the appropriate “at-risk” figure).  The Applicants agree that these factors should be updated after the types of detailed cost studies and asset allocations that are normally performed in a BCAP.  SoCalGas will be filing a BCAP application later this year.  
Another circumstance that the parties did not anticipate was the dramatic increase in the value of unbundled storage after the Energy Crisis.  Table 13 shows the impact on SoCalGas shareholders had Ms. Yap’s proposal been implemented in 2000 and storage revenues had remained constant.  Basically, the utility would have under-recovered $45.8 million of its costs.  Table 13 represents a realistic view of the world faced by SoCalGas and its counterparties to the BCAP Joint Recommendation in 1999—namely, pre-BCAP revenues were below fully-scaled LRMC cost. 
//

//

//

Table 13
Hypothetical Impact of SCGC Recommendation with Stable Market Values
[image: image10.emf](A)

Market Revenues

(B)

Full LRMC Rev. 

Req't

 {C}) = A-B

Surplus

(D) = C / 2

50/50 

Shareholder

(E) = C / 2

50/50 

Ratepayer

2000 11.3 18.4 -7.1 -3.6 -3.6

2001 19.3 32.2 -12.9 -6.5 -6.5

2002 19.3 32.4 -13.1 -6.6 -6.6

2003 19.3 33.3 -14.0 -7.0 -7.0

2004 19.3 33.9 -14.6 -7.3 -7.3

2005 19.3 33.5 -14.2 -7.1 -7.1

2006 19.3 34.9 -15.6 -7.8 -7.8

Total -45.8 -45.8


The Joint Recommendation parties also did not anticipate the 14 Bcf cushion project that accounted for most of the increase in the size of the unbundled storage program.  At the time the project was approved, the Commission denied SoCalGas shareholders $10 million from the Gain on Sale of the 14 Bcf Cushion Project by rejecting SoCalGas’ sharing proposal and adopting ORA’s.  The Commission’s reasoning for this was that SoCalGas would make added shareholder profits through the sale of the 14 Bcf of additional inventory.  (D.02-11-028, bottom of p. 32.)  
SCGC’s $5 million cap for shareholder revenue (Section 4.6) is neither appropriate nor sustainable

SCGC, unlike Coral, recommends continuation of the 50/50 sharing mechanism.  SCGC goes on, however, to suggest capping the shareholder portion at $5 million.  This recommendation is based on the following analysis by Ms. Yap on lines 17-19 of page 16, “SoCalGas would be able to recover up to $44 million in revenues by charging cost-based rates even though the unbundled storage revenue requirement is $35 million because the available units of unbundled storage have increased significantly since D.00-04-060.”  Ms. Yap reasons that $44 million - $35 million = $9 million, divided by two = $5 million.  
Following Ms. Yap’s logic, however, the correct calculation of revenues from charging “cost-based” rates is $53.8 million, shown in Table 14:  
Table 14
Fully-LRMC Rates for Unbundled Storage

[image: image11.emf]MMcf or Mcfd $/mcf or mcfd $MM

Inventory 55.8 0.38 21.2

Injection 273 35.4 9.7

Withdrawal 990 20.33 20.1

Variable O&M 55.8 0.05 2.8

Total 53.8


Yap’s 49.8 Bcf is too low because SCG posted another 2 Bcf total at Aliso and because 4 Bcf of core cushion gas would revert to unbundled storage with this Application.  Yap forgets O&M costs and has other errors. 
This, in turn, means that by Ms. Yap’s logic the shareholder cap should be $10 million/year ($53.8 MM - $34.9 MM) ÷ 2, not $5 million/year.  

The truth of the matter, however, is that SCGC’s effective cap on shareholder earnings above costs would be near zero over the long-run.  This is because every BCAP would adjust not only the fully-scaled LRMC rates but also the units of unbundled storage to which those rates applied.  SoCalGas has exhausted most of its cheap cushion gas options to increase inventory.  If BCAPs truly were biannual affairs, the opportunity to gain revenues greater than costs through expansions of storage units between BCAPS would be short-lived indeed.
Furthermore, there is a chance of under-recovering costs under the SCGC proposal!  SCGC’s cap on withdrawal is $20.33/mcfd ($19.74/dthd), which is $8/dthd over recent market value ($11.60/dthd).  In theory this difference could result in a $7 million/year revenue shortfall (900 Mdthd unbundled withdrawal sales x $8/dthd).  As described in III.3 of this testimony, SoCalGas would try to avoid this outcome by eliminating individually-tailored storage package sales and bundling prescribed amounts of withdrawal with inventory sales.  Depending upon the market value of inventory, however, this strategy might not be successful.  

Contrary to SCGC assertions, a $20 million cap on Shareholder Earnings is reasonable
2007 earnings (unless capped under this Application) will probably exceed $26 million.  SCGC claims that “the $20 million retained by shareholders in 2005 represents a 194 percent rate of return on the amount that shareholders have placed at risk.”  (p. 5, lines 7-8.)  This calculation ($20 MM ÷ (20.6 MM ÷ 2) is flawed.  Shareholder common equity in the utility is $1,390 MM (2005 CPUC Annual Report).  Therefore, an incremental $20 million in pre-tax revenue increases utility shareholders’ after-tax returns by 0.85 percent — ($20 million x 0.5925) ÷ 1,390 MM).  In any case, the cap may become less relevant in the future once the $21 million at-risk cost is adjusted upwards and the market softens to more historical value levels.
The Commission should allocate 10 percent of interruptible access revenues to shareholders.
Contrary to SCGC’s recommendation (p.26), the Commission should accept Applicants’ proposal to allocate 10 percent of interruptible access revenues to shareholders.  The reasons for the Commission to accept Applicants’ proposal was laid out in the firm access rights proceeding.  A 90/10 ratepayer/shareholder incentive/sharing mechanism with a $5 million/year cap on the shareholder portion would provide the utility with a financial incentive to ensure that the maximum amount of interruptible capacity is offered and to ensure that firm capacity cannot be profitably withheld from the secondary market.  SCGC claims that a tariff provision to make interruptible capacity available would be sufficient.  Nevertheless, financial incentives can enhance Commission directives.  A good example would be utility purchases of gas supply for core customers.  The Commission has always directed utilities to purchase gas at the lowest cost for core customers.  But the addition of GCIM incentives has given further impetus to that directive and has resulted in even greater commodity savings for core customers of the utilities.  SoCalGas storage capacity is another example of the power of incentives.  The utility has a general direction to make storage capacity available.  But the current 50% shareholder incentive associated with added unbundled storage has caused SoCalGas storage operators to “push the envelope” to find 7.5 Bcf more inventory (above and beyond the specific Commission-approved cushion projects) over the BCAP period.  No one outside of SoCalGas would have been able to ascertain the existence of this added 7.5 Bcf of potential inventory.  More generally, system operators rightfully tend to be risk-averse, and conservative when making assessments about the daily capacity of the system.  Without any financial incentives, they will set daily capacities of which they are 100% sure -- i.e., lower capacities.  With financial incentives, they will set daily capacities of which they are 90%+ certain, but which are higher.  The maximum availability of interruptible capacity will, in turn, provide competitive pressure on the holders of “firm rights” to use or sell their capacity. 
VII.
FURTHER REBUTTAL OF LONG BEACH

Contrary to Long Beach’s insinuation, SoCalGas has not violated its GTBS tariffs by charging a single reservation charge of $1.66/dth for Long Beach’s 2007 storage package
The maximum GTBS rate for the Long Beach package is $14.27/dth.  Mr. Burkholder correctly understands how the current $14.27/dth maximum in the GTBS tariff is calculated.  He misunderstands, however, what the maximum rate means.  The maximum rate is based on a package that could be injected in one day and then fully-withdrawn on any given succeeding day in the year.   The Commission gave SoCalGas the authority to charge this hypothetical, high-value package rate to any other package that SoCalGas sells, including the storage sold to Long Beach.  Resolution G-3235, March 26, 1998 approved AL 2634-B, which upheld SoCalGas’ position and rejected the position of Edison (a position similar to the one now espoused by Burkholder).  That Resolution established “The reservation charge for GTBS storage service will be established between the customer and the Utility on a transactional basis dependent upon market conditions and the specific storage service to be provided to the customer.  The price established for such service shall be no more than the sum of the individual charges set forth in G-LTS for firm inventory, injection, and withdrawal services.”  Then in the BCAP, the Joint Recommendation increased the price cap for GTBS by stating, “SoCalGas is given pricing flexibility to sell all storage products provided the reservation charge will be no higher than 120% of the ceiling reservation charge specified in the G-TBS tariff.”  

Burkholder’s Table 1 calculation of a $1 cap for the 2007 Long Beach storage package indicates his mistaken assumption that there are individual product caps equal to 120% of $0.214/dth for inventory, 120% of 9.425 cents/day for injection capacity (this is equivalent to $20.17 for the 214 day injection season), and 120% of $11.58/dthd for withdrawal capacity.  Certainly, it is rather late for Long Beach to protest the $14.27/dth cap set in Resolution G-3235.  Long Beach’s 2004-2006 contract had a $1.12/dth rate escalated by inflation -- i.e., rates that were also above the “hypothetical” cap that Mr. Burkholder posits for the Long Beach storage package under current GTBS tariffs.  
A correction of Burkholder’s Table 1 is provided below:
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Long Beach Storage Contract reservation Charges

G-LTS 

adopted 99 

BCAP

G-TBS       

Max Rate 

120% G-LTS 

Long Beach 

2004-2006

Long 

Beach 

2007/8

Long 

Beach at 

Current 

Retail Core 

Rates

LB Contract at 

Current Max G-

TBS Rates

LB Contract 

at Proposed 

Max G-TBS 

Rates

 

Inventory

Reservation Quantity (Dth) 800,000         800,000        800,000        800,000            800,000       

Rate ($/Dth) $0.214 $0.257 NA NA 0.3755 $       NA 1.63 $          

Annual Inventory Cost ($)     300,400 $     1,304,000 $  

Injection

Reservation Quantity (Dth) 4,000             4,000           4,000           4,000                4,000           

Rate ($/Dth per day) 0.09 $               0.11 $             NA NA 0.1656 $       NA 60 $            

*

Annual Injection Cost ($) 141,754 $     240,000 $     

 

Withdrawal

Reservation Quantity (Dth) 36,000           36,000         36,000         36,000              36,000         

Rate ($/Dth/D) $11.584 $13.901 NA NA $20.35 NA 30

*

Annual Withdrawal Cost ($) 732,600 $     1,080,000 $  

 

 Total Rate                    

(Sum of three 

components)  11.892 $           14.271 $         NA NA 20.891 $       NA NA

Single Rate $/dth 1.122 $          1.660 $        1.468 $        $14.27 3.280 $        

897704 1328000

TOTAL ANNUAL CHARGES 897,704 $       1,328,000 $  1,174,754 $  11,416,000 $     2,624,000 $  

* $60/dthd an $30/dthd represent capacity charges for any term <= 1 year  


Long Beach fails to understand that one of the structural changes made by the current Application is that it will institute individual product caps, a proposal made by Edison in 1998.  Those caps are the ones in this Application.  (See “Component Rate Caps” in Filed GTBS tariff.)  The result of those caps for the recent Long Beach contract is properly calculated by Mr. Burkholder in his last column in Table 1--$3.28/dth.  The effects of the caps will depend on the specific ratios of injection and withdrawal relative to inventory.  On average, unbundled storage will necessarily need to be sold on a 2-cycle per year or less basis because of limited injection and withdrawal assets; it is unlikely SoCalGas could even sell a significant amounts of 6-cycle packages.  A further illustration of the “effect” of those caps is given in the chart below:
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Commission staff understands the fallacy in Mr. Burkholder’s thinking.  They have reviewed the results of SoCalGas’ 2006 Open Season and the ongoing sales process for the 2007 Storage year.  They understand that SoCalGas sold some inventory-only packages during the 2006 Open Season for $1.35/dth, well in excess of Mr. Burkholder’s imaginary GTBS cap of 120% of $0.214/dth.  They are also aware that in early 2007 SoCalGas sold some, higher value packages at prices above those paid by Long Beach.  In addition, Ms. Yap’s testimony in Section 4.4 demonstrates that SCGC (although it disagrees with the individual product caps proposed in this application) recognizes that there are no individual component product rate caps today other than the $14.27/dth cap that applies to any storage deal. 
Similarly, tariffs give SoCalGas the discretion not to sell a single product, such as injection, on a stand-alone basis because that might strand its other products.  “The Utility may require customers to buy a certain level of injection and withdrawal in conjunction with inventory, or vice-versa.”  (GTBS, Applicability Section.)  In recent negotiations, there would have been dozens of parties who would have purchased all the injection capacity SoCalGas had remaining for $25/dthd—120% of 9.425 cents x 214 injection days.  SoCalGas “denied” these customer’s requests so that it would not devalue all other customers’ packages by depriving them of any injection rights.

There is a great deal of hand-wringing in Mr. Burkholder’s testimony concerning the sporadic data on individual product prices for storage packages.  SoCalGas was able to report the individual product prices resulting from the 2006 Open Season process because that was an auction in which all three product prices, inventory, injection, withdrawal, were increased/changed until SoCalGas could clear all three products simultaneously.  Those price levels were $1.35/dth of inventory, $39/dthd of injection capacity, and $11.60/dthd of withdrawal capacity.  SDG&E, along with two other parties, signed two-year contracts at those prices.  That is why the product-specific prices of the SDG&E package can be disclosed. 

The individual product values for contracts resulting from individual negotiations, however, cannot be ascertained because those negotiations center around a single charge for the entire package.  SoCalGas began conducting individual negotiations around a single reservation charge because this is the manner in which most of SoCalGas’ experienced storage counterparties think.  They do not evaluate storage deals by referring to artificial utility tariffs by product.  Rather, they evaluate the package’s total value based on the cycling capabilities of that package.  This is also the output of most storage valuation models -- a single dollar value for the package -- not individual product rates.  As illustrated in the attached chart from the FERC Underground Storage Report (Sept. 2004), storage values (and costs) increase as the cycling capability of a storage package increases with higher concentrations (relative to inventory) of injection and withdrawal.
//
//

//
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Witness Burkholder mischaracterizes negotiations for the 2007 Storage Year Contract
On page 18, line 20, Burkholder claims “Long Beach submits a request for storage inventory, injection, and withdrawal capacity, at individual reservation charges, and SoCalGas responds with a single rate and also changes the amount of capacity in each category.”  In truth, Long Beach’s initial written offer for this storage year contained a single reservation rate for the package!  (Mr. Burkholder may have mistaken the separate, small variable O&M charges of injection and withdrawal that are standard with all contracts with separate firm reservation charges for injection and withdrawal services.)  Also, in the final deal Long Beach obtained the quantities it had initially requested, which were also the same quantities in Long Beach’s prior contract!  Burkholder goes on to state on page 19, line 1, that “the most recent contract went back and forth five times before the final capacities and total charges were finalized between Long Beach and SoCalGas.”  The negotiation was a painless email process that took only one week to complete:  Long Beach offer, SoCalGas counter, Long Beach offer, SoCalGas counter, and Long Beach acceptance of the final SoCalGas counter.  Finally, if anyone has violated the GTBS tariff provisions, it is Long Beach, which has violated the confidentiality provisions of the GTBS tariff, Special Condition 12.
Service levels to Long Beach’s core should be “on par” with SoCalGas core service level 
SoCalGas supports Long Beach’s recommendation 1:  It supports the principle of parity of service level for Long Beach’s core customers with that provided to core customers of SoCalGas and SDG&E.  This principle is elaborated upon in GW-LB, Special Condition 3:  
“In the event of curtailment, Customer will be curtailed in accordance with Rule No. 23.  Penalties for violation of curtailment shall apply as set forth in Rule No. 23.  If service to Customer's Priority 1and 2A customers is in jeopardy, such customers shall be served in parity with Utility's Priority 1 and 2A customers as set forth in Rule No. 23.”  
In other words, SoCalGas agrees that service to the core load of wholesale customers should have a Priority 1/2A priority of service that is “on par” with the utilities’ core service.  Transportation services to noncore customers would be curtailed ahead of transportation services to wholesale core customers.  Similarly, Long Beach’s storage withdrawal has service-level parity with firm withdrawal for SoCalGas’ core.  
The Commission should reject the new definition of core parity in Long Beach recommendation 3.
Parity of service is not the same as equivalent prices.  Ever since storage has been unbundled and the GTBS program was created, all wholesale utilities -- including SDG&E -- have purchased the storage they believe is necessary to provide reliability to their core customers.  SoCalGas has never denied a wholesale customer the opportunity to make such a purchase.  It has, however, required all its wholesale customers, including SDG&E, to buy the quantities they desire at market rates that are “on par” with other customers of the unbundled storage program.  The Commission recognized that including wholesale customers in the unbundled storage program could result in different prices between SoCalGas’ core, which was allocated costs at full LRMC, and wholesale core customers.  Long Beach has not had a problem with this framework for the many years in which the market price of unbundled storage was below the fully-scaled price of storage paid by SoCalGas’ core customers.  Now, however, Long Beach wants a $1.47/dth price for its 2007 storage purchase (Mr. Chen’s fully-scaled LRMC rates that are paid by SoCalGas’ core customers) rather than the fair market price of $1.66/dth that it freely negotiated or the $1.92/dth for storage that SDG&E negotiated for its 2007 storage.  
Apparently, Long Beach’s interpretation of core parity is that it gets to be “on par” with unbundled noncore customers when the market for storage is relatively weak and to be partially “on par” with SoCalGas’ core storage (fully-scaled LRMC price, with the flexibility to choose the package they want) when the market prices for storage are slightly above the fully-scaled LRMC rate.  This novel interpretation of core parity is preposterous.
At another point in its testimony Long Beach offers up a different definition of “core parity” (which illustrates that Long Beach is inventing new definitions).  Mr. Burkholder states “It seems that SDG&E has simply been given equivalent access {under the Application} to SoCalGas storage facilities in the exact same manner as SoCalGas’ own retail core customers.  This is instant core parity.”  Emphasis added (p.8, lines 13-17).
SoCalGas believes the Commission should continue the current framework and the current definition of parity as one of parity of service level.  This Application is complicated enough without allowing various narrow interests to add their peculiar issues to the scope of this case.  Assuming the combined SoCalGas/SDG&E core portfolio set forth in this Application is approved, Long Beach can raise its issues in the upcoming BCAP proceeding since Long Beach may be arguing for a change in the current BCAP’s cost allocation process.  If, however, the Commission rejects this recommendation and wants to immediately give Long Beach the new definition of “parity” in the paragraph above, i.e., “parity” with SDG&E under this Application, then the Commission should treat the Long Beach core the same treatment that the SDG&E core would receive under this Application.  Those terms are:

· Long Beach’s core load (per SoCalGas’ tariff definitions) is permanently consolidated into the combined core portfolio.

· SoCalGas Acquisition makes all the reliability planning, purchasing, and scheduling decisions for Long Beach’s core.
· Long Beach is allocated interstate assets and intrastate assets in proportion to that of the combined SoCalGas/SDG&E core portfolio set forth in this Application.
· Long Beach cedes control of any interstate assets and local production for use in the new, larger combined core portfolio.
· Long Beach is allocated an incremental allocation of storage assets (i.e., higher combined core and lower unbundled storage) in proportion to that of the combined core portfolio set forth in this Application.  In this instance, since Long Beach core is only 1.4% the size of the combined SDG&E/SoCalGas core, the new combined core portfolio would increase by 980,000 dth of inventory, 31,200 dth/d of withdrawal, and 4,600 dth/d of injection.  
In addition, Long Beach should pay $1.5 million to be credited to the NSBA.  This payment would compensate ratepayers for the fact that over the 2000-2007 storage years Long Beach, unlike SDG&E, was sold unbundled storage that was $1.5 million cheaper than fully-scaled LRMC storage rates.   This circumstance has to do with Long Beach signing favorable multiple-year contracts in low-value storage years 2000 and again in 2004.  Long Beach should not be allowed to “pay the same core storage rates as other core customers” during the current strong market period without first refunding its benefits from the lower market prices of the past.
This concludes my rebuttal testimony.
� D.00-04-060.  
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