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PREPARED DIRECT TESTIMONY

OF STEVE WATSON
I.
QUALIFICATIONS
My name is Steve Watson.  I am employed by 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 in History and International Relations from the University of California, Davis, 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 our Pipeline Product Manager and Storage Product Manager.  Before joining SoCalGas I worked as a natural gas analyst at the Department of Energy.  I have previously testified before this Commission.  

II.
PURPOSE AND NEED FOR EXPEDITED DECISION
The purpose of this testimony is to (1) recommend the appropriate incentive mechanism for the unbundled storage program, (2) describe how to best proceed with unbundled storage expansions, (3) recommend disposition of the Noncore Storage Memorandum Account (NSMA)balance for 2008 and modification of the NSMA for 2009;, and (4) recommend closing the SDG&E Storage Memorandum Account (SMA), (5) address core parity.
It is vital that the Commission take up and resolve these issues quickly.  The NSMA creates the potential for the Commission to reallocate the shareholders’ current 50% share of unbundled storage revenues over and above $21 million to others.  This account and the overall uncertainty created by the Omnibus Decision regarding the risk/reward framework for existing unbundled storage are paralyzing current Company decisions about whether to make the necessary capital investments to repair and maintain existing storage capacity, which is well above the 1999 BCAP capacity levels.  This same uncertainty also encourages SoCalGas to sell storage on a one-year or shorter basis rather than for longer terms.  SoCalGas has no incentive to generate revenues for the 2009 storage year and beyond since some parties will argue (after the fact) that those revenues be allocated entirely to ratepayers.  Furthermore, uncertainty regarding the risk/reward framework for unbundled storage expansions is delaying SoCalGas’ plans to conduct open seasons for long-term contracts that could support such expansion.  Open seasons could determine the revenue potential associated with an expansion, but the revenue cannot be compared to the costs of the expansion since the revenue-sharing mechanism is uncertain.  SoCalGas is unable to rate‑base such expansions per the 1993 Unbundled Storage Decision.  SoCalGas is discouraged from spending capital to support such expansions without Commission assurances that its shareholders, consistent with that decision, will realize the full revenue benefit of such expansions.  Finally, it would be more efficient for the Commission to decide the disposition of unbundled storage revenues reflected in the SMA at the same time it determines the disposition of unbundled storage revenues generated from the NSMA. 

III.
APPROPRIATE INCENTIVE MECHANISM FOR EXISTING UNBUNDLED STORAGE
One aspect of the Omnibus Application that was deferred to the BCAP in D.07-12-019 concerning unbundled storage was the 50/50 sharing of revenues minus costs.  SoCalGas’ unbundled storage program over the last seven years has become an unqualified success, in large part because of the 50/50 risk/reward relationship adopted by the Commission in D.00-04-060.  Assuming that a proper level of costs is allocated to this program, there is no good reason to shelve the successful risk/reward relationship over this upcoming BCAP period.  As explained further in my discussion of the NSMA, the proper level of costs to allocate to at-risk unbundled storage in the NSMA is the embedded cost.  This is the cost approach used with all other unbundled, at-risk storage throughout the country.  In D.00-04-060, the Commission approved a straightforward risk and revenue sharing mechanism that gave SoCalGas a strong incentive to market and develop storage assets and thereby lower customer rates and avoid stranded storage costs.  If SoCalGas had not been successful marketing and developing storage assets under that mechanism, its customers would have been harmed.  Now that SoCalGas has been successful, that success can be sustained by continuing the current incentive mechanism.  Our existing unbundled storage incentives have helped to create a strong and vibrant unbundled storage program in southern California, and have led to increases of SoCalGas’ inventory capacity from 105 to 131 Bcf over the last several years.  There simply is no need to “fix” this incentive mechanism.

The 50% share of profits that SoCalGas shareholders have realized under the 50/50 sharing for its existing unbundled storage is reasonable given that PG&E retains 100% of the storage revenues in its analogous Market Center, which loans/sells a substantial amount of non-cycle storage working inventory.
/  Nevertheless, an advantage of the 50/50 approach is that it provides significant ratepayer benefits in strong market conditions.

Other incentive mechanisms approved by the Commission indicate the reasonableness of a 50/50 sharing mechanism for unbundled storage.  SoCalGas, for example, has a PBR incentive to cut costs below the margin level authorized in general rate cases since its shareholders can keep a portion of those savings.  In AL 3407‑G, SoCalGas requested that its shareholders keep 55% of the overall savings for calendar year 2006.  Shareholders can retain up to 100% of the cost savings under the PBR mechanism, depending upon the sharing band that is applicable.  SoCalGas has a 50/50 sharing mechanism for the on-going salvage process at the Montebello Storage field.  This mechanism encourages the utility to minimize salvage costs and to maximize the sales revenue from the former cushion gas at that abandoned storage field.  SoCalGas also has a Gas Cost Incentive Mechanism (GCIM) that encourages its Gas Acquisition Department to buy gas below established benchmark levels.  

One of the strongest reasons to maintain a 50/50 sharing mechanism is that ratepayers receive more Noncore Storage Balancing Account (NSBA) refunds with 50/50 sharing than they would with little (90/10) or no sharing mechanism.  Without significant shareholder incentives to maximize unbundled storage revenues, those revenues will decline by about 30% due to (1) less capacity being made available with existing storage facilities, and (2) less analytical and marketing effort being made to maximize storage sales.

During 2007, SoCalGas sold/allocated the following quantities of storage when compared to the 1999 BCAP figures:
Table 1:  Incremental Capacity from Existing Assets due to O&M activity

	
	1999 BCAP +Cushion
	2007 ”Capacities”
	Increase
	Unbundled Storage Without Increase
	Unbundled Storage With Increase
	% Increase

	Bcf, Inventory
	123.6
	131.1
	7.5
	44.3
	51.8
	17%

	MMcfd Injection
	803 
	850
	47
	221
	268
	21%

	MMcfd Withdrawal
	3125
	3175
	50
	940
	990
	5%


None of the capacity increases was the result of significant new well investment or added compressor horsepower.  Rather, they were the result of extra O&M expenditures and efforts to squeeze all available capacity out of existing storage assets.  All of the increases were allocated and sold in the unbundled storage program, providing revenue benefits to both shareholders and ratepayers.  We estimate the annual incremental O&M expense of the extra 7 Bcf of inventory to be 8 cents/mcf, or $550,000.
/  SoCalGas would be better off not to spend this money if it did not share significantly in the revenues associated with that inventory sale.  Similarly, we estimate the annual incremental O&M expense of the extra 47 MMcfd of injection capability to be $340,000, or $7/mcfd.
/  Again, SoCalGas would be better off not to spend the additional money to maintain exceptional compressor performance and avoid this added expense if it did not share significantly in the revenues associated with that additional injection sales.
/  

Similarly, SoCalGas regularly overbooks its available capacity in order to maximize revenues.  That is, it sells slightly more capacity than is actually allocated to the unbundled storage program realizing that not all storage customers will simultaneously fill their storage accounts.  It sells some injection that is theoretically allocated to the balancing function but which will probably not be used for balancing on OFO days.  These practices entail risks of not being able to meet sales commitments and potential litigation with those customers.  While these risks are manageable, they are certainly not worthwhile absent a significant shareholder incentive mechanism.

Little or no incentive for unbundled storage would also reduce analytical and marketing activity associated with storage sales for a smaller unbundled storage program.  For example, SoCalGas spends over $200,000 annually on the expert staff and specialized software modeling that set storage sales guidelines that it would not spend absent a significant shareholder incentive.  During the 2007 sales process, this staff established guidelines at 70% of the estimated intrinsic plus extrinsic market value for each storage package sold.  Marketing staff actually sold the available storage at price levels that averaged 29% more than the minimum price guideline established by staff (i.e., 90% of the estimated storage value).  Some packages were sold at prices that implied--using SoCalGas’ market data and input assumptions--there was little if any surplus value to be realized by the purchaser.  Net revenues would have been $6.6 million lower, $22.6 million rather than $29.2 million, had the marketing staff just met the reasonable sales value guidelines estimated by staff with theoretical modeling tools.  Absent the use of such tools due to their cost, storage revenues would likely be even lower.  
Similarly, in the 2006 sales process, SoCalGas used a very time-consuming and complicated auction that set different market-clearing prices for injection, withdrawal, and inventory simultaneously while allowing customers to bid for non-standardized packages with various mixes of inventory, injection, and withdrawal.  It would have been much easier to simply prorate injection bids by 50% after the second price round rather than continue through price round 10 over the following two months.  The extra marketing effort, however, helped to contribute to a 70% increase in the average sales price of the storage packages, resulting in $49 million in net revenue rather than $29 million, a $20 million increase.
/  
Ratepayers are better off to have a 50% share of the significantly larger unbundled storage revenues (net of costs) that would result from a 50/50 sharing mechanism than they would be to have 100% of the lower storage revenues that would occur with no incentive mechanism, as Table 2 illustrates:

Table 2:  Illustrative 2007 Impact of 50/50 vs. No Incentive Mechanism

[image: image1.emf] 

50/50100% RP

Capacity, Bcf*53.044.3

2007 Actual sales vs. BCAP # (incl 14 Bcf cushion)

Price, $/mcf1.4851.149

Average 2007 Sales price vs. guideline

Total Rev. $million78.750.9

Costs $million27.227.2

Embedded Costs per Emmrich Table 27

Ratepayer refund $mill.25.823.7


*
Includes increase in Table 1 plus 1.2 Bcf of “overbooking.”  Not all inventory was sold in 2007; much of storage was sold as multi-year contracts in previous years.  This table assumes all storage sold at average sales price for one-year deals in 2007.  It produces revenue close to 2007 levels.

Until the Commission reestablishes the 50/50 revenue sharing mechanism, SoCalGas will not have an incentive to make the extra effort, and to incur the additional costs, necessary to maximize storage revenues to benefit ratepayers.  The Commission therefore must address this issue expeditiously.  

Shareholder earnings under the 50/50 sharing mechanism are currently uncapped.  The Omnibus Decision deferred the issue of whether to adopt the Applicant’s proposed cap level or some lower cap.  Earnings caps can distort utility incentives to maintain/expand/market storage once they are reached.  An advantage of the cap level agreed to in the Omnibus Application is that it is much higher and, therefore, much less likely to constrain utility efforts than the low caps proposed by others in that proceeding.  Under the Omnibus Settlement, which SDG&E and SoCalGas support, the $20 million cap would be proportionately increased to reflect increased costs allocated to the unbundled storage program
/   For example, if the Commission adopts SoCalGas’ embedded cost estimate of $27.235 million later in this proceeding, the $20 million cap would escalate to $25.94 million.  A $25.94 million storage revenue cap would not be constraining unless storage revenues (ex-F&U) exceeded $79.1 million.
/   Unbundled storage revenues have never reached this level.  Therefore, storage revenues will not reach the cap proposed in the Omnibus Application unless market conditions are stronger in the upcoming BCAP period than they have been in the past.
/  This is the proper way to set a cap-the cap should only be constraining in very unusual market circumstances for short periods of time.

As long as ratepayers are receiving half of net unbundled storage revenues, there is no good reason to limit shareholder incentives to continue increasing these revenues by imposing an artificially low cap such as $5 million.  All that a low shareholder earnings cap will do is ensure that ratepayer benefits decline towards that cap level.  There is no utility incentive to incur additional maintenance and marketing costs once the shareholder cap level is reached.  With a revenue earnings cap above $20 million, however, SoCalGas will have the incentive to aggressively market storage throughout the year with whatever capacity it can economically make available using existing facilities.  

IV.
UNBUNDLED STORAGE EXPANSIONS
Another issue that must be addressed expeditiously is the incentive to expand storage.  D.07-12-019 deferred issues concerning storage expansions to this BCAP.  In the Omnibus Application, SoCalGas and Edison submitted an expansion framework that was consistent with the 50/50 sharing mechanism for existing unbundled storage.  That Application recognized that SoCalGas will not build expansion facilities and be 100% at-risk for the cost of those facilities (because it is not allowed to rate base such facilities under the 1993 Unbundled Storage Decision) while at the same time it must share most of the revenues from those facilities with ratepayers.  Such an asymmetry in risk/reward undermines utility investments in expansions.  The Omnibus Application would have permitted storage expansions for unbundled storage to be added to rate base.  The cost of that added rate base would have been allocated completely to the unbundled storage program.  As a result, the embedded cost of the unbundled storage assets would have risen above the embedded cost of core/balancing storage assets.
/  Price and earnings caps were adjusted to reflect new investments.   This framework would have established the same 50/50 sharing of costs/revenues that was established for existing unbundled storage assets.  Symmetrical risk/reward would have been certain for storage expansions under the Omnibus Settlement framework—a precondition for such expansions.
Unfortunately, D.07-12-019 suggested the question of storage expansion be resolved in this BCAP.  SDG&E and SoCalGas submit that the uncertainty created by this decision will delay further expansions of storage, even though interest in expanding storage has been expressed by noncore customers.  The chart below illustrates the growing disparity between storage assets available to noncore customers in northern California (where all unbundled storage service has 100% risk/reward) vs. southern California.
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The Commission’s risk/reward policy for unbundled and third-party storage in northern California is the same as that adopted by the FERC for companies providing storage in interstate commerce:  the storage provider is fully at risk that storage revenues under contracts for storage will cover the cost of new storage development or expansion of existing storage facilities.  

Any storage expansion requires several years of lead time before that expansion can be placed into service.  Quick Commission assurance of a symmetrical risk/reward framework is required for such potential projects in southern California to proceed.  Such a framework is already in place statewide–namely, the 100% at-risk framework established in D.93-02-013, the Unbundled Storage Decision.  Nevertheless, SoCalGas cannot proceed in 2008 with open seasons and necessary long-term contracts (which would be subject to Commission approval) until such a framework is confirmed for southern California.  Any storage expansions are unlikely to be in place before 2012, after this BCAP period.
/  Nevertheless, we propose that the Commission determine now that those expansions will not be rate‑based but will be 100% at-risk in accordance with the 1993 Unbundled Storage Decision and in accordance with the treatment provided to new storage in northern California, both for PG&E and for third-party storage providers.  
Later this year, SoCalGas had hoped to post the cost of expanding injection, inventory, and withdrawal amortized over various-length contract terms.  If the open season demand exceeded the posted capacity, then the utility planned to expand.  If demand was less than capacity, the long-term contracts could still be honored, but SoCalGas would meet that demand with existing, not expansion, assets.  SoCalGas believes that injection and probably inventory expansions would be justified by the results of such an open season.  Yet, it cannot proceed with such an open season until an appropriate risk/reward symmetry for SoCalGas is defined and established by the Commission.  In D.93-02-013, the Commission stated at p. 18 that “Utilities are not obliged to expand or construct facilities to serve noncore customers unless those customers will guarantee the recovery of utility costs.  Absent those guarantees, the utilities may expand at their own risk.  If they decline the risks of market-based rates, they need not offer noncore service beyond use of existing facilities.” 

Using the D.93-02-013 framework for storage expansions in southern California could, of course, result in a hybrid approach to unbundled storage revenue/cost sharing.  There would be a 50/50 ratepayer/shareholder symmetrical sharing of the unbundled costs and revenues associated with existing unbundled storage assets, and there would be 100% shareholder risk/reward associated with storage expansions.  This approach requires that there be a distinction between “existing” unbundled storage assets and “new” unbundled storage assets.  SoCalGas submits that the dividing line should be the capacity for inventory, injection, and withdrawal recommended in this BCAP application – namely, 131.1 Bcf of inventory, 850 MMcfd of inventory, and 3195 MMcfd of withdrawal once the capacities are adopted in this proceeding.
/  The costs of operating and maintaining the existing facilities associated with these capacities would be considered “existing” storage capacity costs.  To the extent that any of these existing assets are allocated to unbundled storage, these costs would become part of the sharing mechanism to be determined in each BCAP.   The costs of these existing capacities would only be allocated to existing storage assets and would not be allocated to new, expansion assets—which will have considerably higher incremental costs without sharing in the costs of existing storage capacities.    The costs of new wells, new dehydration facilities, added compressor horsepower at the storage fields, new storage field development – all of which would create new, incremental capacities – would not be rate-based.  Since ratepayers will not bear any of these new storage expansion costs, shareholders would not share any of the revenues associated with the sale of these new, incremental capacities with ratepayers.  
As recognized by the 1993 Unbundled Storage Decision this approach ensures that SoCalGas expansion storage competes on an equal footing with potential third party storage development in Southern California.  Both entities would be placing their investments 100% at-risk.  Complete balancing account protection, on the other hand, would allow the utility to “discount” below its costs whenever necessary to compete with new third party entrants.  The resulting shortfall would then be allocated to ratepayers.  The utilities’ lack of discounting risk under balancing account protection would likely discourage third-party storage investment of completely at-risk capital.
/  

To allay potential concerns that “existing” assets were being used to generate 100% shareholder revenues in expansion projects, we would propose the following approach.  Each year, as part of the NSBA accounting for the 50/50 sharing mechanism, SoCalGas would need to demonstrate that it had sold whatever existing capacity that was not allocated to the core portfolio or balancing functions in its “existing” unbundled storage program.  Any “idle” capacity would be presumed to have been used to support long-term contract customers of unbundled storage expansions.
/  In this case, which is unlikely to occur, SoCalGas would credit expansion revenues to the existing unbundled storage sharing mechanism in the following manner:

1/3 x Expansion Revenues x (idle existing injection, withdrawal, or inventory)  



             (Expansion injection, withdrawal, or inventory)

For example, if expansion contract customers were sold 200 MMcfd of firm injection rights, but it was observed that 50 MMcfd of the 850 MMcfd of existing injection had not been sold during the summer period, then 50/200 x 1/3, or 6.7% of expansion contract revenue would be credited to the NSBA sharing mechanism.  The one-third factor assumes that each product ‑ injection, withdrawal, and inventory ‑ contribute equally to the market value of the joint storage product sold to expansion customers.  SoCalGas would propose that its expansion contracts be market-priced and subject to the GTBS contract provisions.  

The Commission should quickly confirm that the expansion framework that applies to northern California applies to southern California as well if there is to be any hope of significant new expansion service being in place by mid-2011.

V.
NONCORE STORAGE MEMORANDUM ACCOUNT
From 2000 until the establishment of this account, customers and shareholders shared unbundled storage revenues net of unbundled storage costs on a 50/50 basis.  From 2000-2006, shareholders and ratepayers both received $89.7 million in net unbundled storage revenues from the NSBA account.  Customers did pay a total of $83 million over that same time period for non-storage-related scalar charged to them 100% as a result of the 1999 BCAP decision.  But customers would have paid for this scalar whether or not they received any unbundled storage revenues.  So it is inappropriate to subtract the scalar from our customers’ share of the unbundled storage earnings and then act like such earnings were never received by asserting that ratepayers only received $6 million of benefits over this period.  

As the Commission explicitly determined in D.07-12-019, SCGC’s misleading customer/shareholder figures are premised upon an assumption the Commission explicitly considered and rejected during the 1999 BCAP—i.e., that the LRMC scalar should be allocated to the unbundled storage program:

“SCGC’s proposed allocation for unbundled storage revenues is predicated on the assumption that the LRMC scalar is fully allocated to the at-risk unbundled storage program.  The Commission, however, rejected that approach in the 1999 BCAP proceeding and instead, applied unscaled marginal costs for purposes of allocating risk to shareholders.
/  
The Commission recognized the appropriateness of using the $21 million cost figure in the 1999 BCAP because that figure was close to the embedded cost of the facilities.  It rejected SCGC’s claims, which it still makes today, that the unbundled storage sharing formula in the prior NSBA account was unfair due to the lack of inclusion of scalar in the 50/50 sharing formula.
“The costs allocated to the unbundled storage program would be set at $21 million rather than the fully scaled amount of $32 million.  The $21 million that would be allocated to the noncore storage program is close to both the embedded cost of the facilities and the unscaled marginal costs.”
/  

“SCGC complains that the level of risk is really only 64/36 because the storage program is only allocated $21 million rather than the fully scaled amount of $31 million.  Since SoCalGas is accepting a significantly greater level of risk for the unbundled program it is reasonable for the level of risk to be set close to the unscaled marginal costs.  The $21 million figure accomplishes this.  That amount is close to the embedded cost of the facilities and is actually greater than the unscaled marginal costs.”
/  
The Joint Recommendation parties and the Commission recognized that if the Commission is going to place utility shareholders at-risk for unbundled assets, then that risk should be based on the actual embedded costs of the assets that are unbundled.  As mentioned by SoCalGas in the 1999 BCAP and throughout the Omnibus proceedings, LRMC scalars have nothing to do with current storage embedded costs—instead, they merely reflect unaccounted-for (under LRMC) distribution and core customer costs.  The Utility should not be placed at risk to recover distribution/customer costs associated with the scalar factor in any unbundled storage program.  The 1999 BCAP’s Joint Recommendation therefore recommended:  

“The $11 million difference would be allocated to the Noncore Storage Balancing Account (NSBA) along with other stranded costs.  The balance in the NSBA would be recovered from all customers on an equal‑cents‑per‑therm basis.”
/  
The 50/50 sharing framework established in the 1999 BCAP continues to be appropriate.  The “authorized margin” in the current NSMA account represents the original $21 million that existed prior to the issuance of D.07-12-019.  For calendar year 2008, ratepayers and shareholders should share the surplus of revenues over this “authorized margin” on a 50/50 basis.  The “unallocated storage cost”  in the NSMA account represents scalar costs that would normally be allocated to a bundled storage program under the LRMC method, but which the Commission has already determined should not be allocated to an at-risk, unbundled storage program.   Unallocated storage costs should continue to be completely borne by all ratepayers on an equal cent per therm basis. 
Although outdated, the $21 million figure is the best approximation of the embedded cost of unbundled storage that the Commission can use for determining overcollections and the disposition of those overcollections in 2008.  (The proper longer-term costs to assign to existing unbundled storage assets will not be determined until Phase 2 in 2009.)  The Commission’s decision in Phase 2 of this BCAP proceeding will update the embedded costs of unbundled storage, but the $21 million figure may not increase very much.  Mr. Emmrich’s testimony shows that the current full embedded cost of unbundled storage is $27 million,
/ not more than $36 million (including full LRMC scalar) as SCGC and DRA have suggested using in this account.  If the Commission allocates 79 Bcf of inventory to the combined core portfolio, then Mr. Emmrich’s estimate of the embedded costs of unbundled storage would be even lower than $27 million and closer to the $21 million figure determined as the embedded cost level in the 1999 BCAP.
/  If 10 percent monthly balancing is retained in Phase 2, rather than the utility’s recommended 5 percent monthly balancing, then Mr. Emmrich’s estimate of unbundled embedded costs would again be lower than $27 million.  All this suggests that continuing to use $21 million for the cost-ledger is appropriate for 2008.  The “unallocated storage cost” (i.e., scalar costs) in that account should continue to be completely borne by all ratepayers on an equal cent per therm basis.
Our suggestion for NSMA sharing in 2009, as opposed to 2008, is that it be based on the appropriate unbundled storage costs determined in Phase 2 of this proceeding.  There would be no costs recorded in the NSMA in the early months of 2009, only revenues.  Once annual costs for unbundled storage are established in 2009, those costs could be spread over the remaining months of the 2009 calendar year for purposes of determining the amount of overcollection in 2009.  SoCalGas is advocating the use of an embedded cost methodology in that phase of this proceeding.  Therefore, all truly storage costs will be allocated to unbundled storage and there will be no need for the line item “unallocated storage costs” (LRMC scalar) in this upcoming BCAP period.
/  Whatever sharing percentage (SoCalGas recommends 50/50) is established in Phase 1 of this proceeding, could then be applied to this 2009 overcollection and refunded to ratepayers in 2010.  
DRA asserts that the 50/50 sharing formula of the NSBA needs to be changed in the NSMA because storage revenues have risen to unforeseen levels since 2000.  But nothing in D.00-04-050 indicates that the Commission failed to consider that storage revenues could rise substantially over the BCAP period, or that some sort of intra-BCAP adjustment would be necessary if such increases indeed took place.  The year 2007 saw a record level of unbundled storage revenues.  Yet, as explained earlier in this testimony, (Table 2), 50/50 sharing of those record revenues was better for the ratepayer than having almost all of the much smaller revenues that would accrue with little or no shareholder incentive.
/  
Contrary to DRA’s assertion, high storage prices further justify the 50/50 incentive mechanism.  To illustrate this point, I place two tables side-by-side below.  The first table is a recreation of Table 2, with very high 2007 revenue levels.  The second table is the same, except that the revenues are assumed to be two-thirds those of the first.  As was assumed in the original Table 2, capacity is 8.7 Bcf higher and prices are 29% higher in the incentive case.

Original Table 2

	
	50/50
	100% RP

	Capacity, Bcf*
	53.0
	44.3

	Price, $/mcf
	1.485
	1.149

	Total Rev. $million
	78.7
	50.9

	Costs $million
	27.2
	27.2

	Ratepayer refund $mill.
	25.8
	23.7


Lower Revenues

	
	50/50
	100% RP

	Capacity, Bcf*
	53.0
	44.3

	Price, $/mcf
	0.995
	0.770

	Total Rev. $million
	52.7
	34.1

	Costs $million
	27.2
	27.2

	Ratepayer refund $mill.
	12.8
	6.9


The comparison of the tables above shows that the benefits to ratepayers of the 50/50 sharing mechanism are increased, not decreased, in the stronger market scenario.  Under 50/50 sharing, ratepayers receive $25.8 million in the strong 2007 market revenue scenario and only $12.8 million in the softer storage market scenario.  Although ratepayers are better off with 50/50 sharing under both market scenarios, ratepayer benefits are doubled in the stronger market scenario.  Strong storage markets provide an even greater justification for an incentive mechanism which encourages the utility to maximize storage capacity and prices.
VI.
SDG&E STORAGE MEMORANDUM ACCOUNT
Per Commission’s orders, SoCalGas has been tracking the difference in revenues between the reservation rate paid by SoCalGas’ core customers using fully-scaled LRMC rates versus the market rates paid by SDG&E for its storage (GTBS rates).  Resolution G-3378 at page 9 states:  
In the absence of critical examination and evidentiary hearings we will not order SoCalGas to provide storage at cost-based rates to SDG&E here.  Instead we will order that costs above the rates that SoCalGas’ core customers pay be reviewed in the next BCAP.  In that proceeding, if not sooner, we may require SDG&E core storage to be provided by SoCalGas at cost-based rates, for the proposed and future storage contracts.

On April 1, 2008, the SDG&E core was combined with SoCalGas’ core portfolio; this eliminated ongoing accumulations in this account.  There is currently about $13.401 million in this memorandum account.  

SoCalGas recommends that the account be closed and nothing be done with the recorded amounts.  The dollars estimated in that account are $10.090 million too high for two reasons.  First, and most importantly, the account does not take consideration of the fact that SDG&E enjoyed market prices for storage that were $8.110 million lower than fully-scaled LRMC rates in the 2000-2005 storage years.  (See Table 3 below)  Second, the CPUC ordered the memo account to track the difference between the SDG&E 2006 & 2007 storage year market prices obtained in the GTBS program and the SoCalGas core reservation rate.  This comparison is inappropriate.  SDG&E storage has a higher concentration of withdrawal for its storage inventory; therefore, its storage package had a higher LRMC $/dth rate than the SoCalGas core package.
/  As shown in Table 3 below, SDG&E’s fully-scaled LRMC rate would have been $1.23 to $1.25/dth rather than the SoCalGas fully-scaled reservation rates of $1.08 to $1.11/dth used in the memo account calculation.  If the SDG&E-specific fully-scaled LRMC rates had been used in the SMA, rather than the SoCalGas core cost, the memo account would have been $2.435 million lower, or $11.774 million.  After correcting the SMA for both of these problems, SoCalGas estimates SDG&E paid only $3.664 million more in the GTBS program than had it obtained those same storage assets at fully-scaled LRMC rates.  

Table 3 (Storage Years, Apr-Mar) [image: image3.emf]Correction to SDG&E Memo Acct SDG&E Memo Acct

LTKSDG&E LRMCdths$over/(under)LTKSCG ratedths$over/(under)

20000.8640$      1.16916,000,000       (1,830,505)$   2000

20010.8286$      1.18876,000,000       (2,160,023)$   2001

20021.3600$      1.48574,500,000       (565,577)$      2002

20030.7800$      1.00098,000,000       (1,767,159)$   2003

20040.9267$      1.07268,000,000       (1,167,707)$   2004

20050.9767$      1.07986,000,000       (618,782)$      2005

20061.9218$      1.25097,822,461       5,248,192$    20061.92181.079227,822,461  6,591,052$      

20071.9542$      1.22929,000,000       6,525,824$    20071.95421.107789,000,000  7,618,198$      

2000-2005 Subtotal (8,109,753)$   

2006/7Subtotal 11,774,016$  

Total 

3,664,263$     14,209,249$    



The current SDG&E SMA also includes an additional $1.2 million in interest not accounted for in Table 12.  That interest amount would be eliminated if the correction to the account reflected in the left-hand column were made.

Finally, under the Omnibus Decision, core customers will receive $2 million per year in ongoing benefits from the core consolidation – e.g., cost savings through combined staff reductions and other synergies.  Based on its relative throughput, SDG&E core ratepayers will receive $250,000 per year of this benefit.  This will result in over $3.664 million of cost savings (NPV @6%) to SDG&E core customers over the next several decades.  Since the $3.664 million that SDG&E core paid over fully-scaled LRMC rates for storage during the past BCAP period will be offset by future consolidation benefits, the account should simply be closed.

D.07-12-019 also established memorandum accounts for both Long Beach and Southwest Gas.  SoCalGas will sell unbundled storage to these customers at the fully-scaled LRMC rates charged to the combined core portfolio; therefore, it expects the balance in these accounts to be zero over the 2008 and 2009 storage years.  Therefore, expedited consideration of these accounts, unlike the SMA, is unnecessary, and can be addressed in our proposed Phase 2 of this BCAP.  
VII.
CORE PARITY

Long Beach advocates a “core parity” proposal that appears to boil down to the proposition that “all core customers should pay the same unit rates for inventory, injection and withdrawal services for storage on the SoCalGas system.”  This position is contrary to that taken by the Commission in the 1999 BCAP.  The Commission recognized then that including wholesale customers in the unbundled storage program could result in different prices between SoCalGas’ core, which was allocated costs at the fully-scaled LRMC rates, and wholesale core customers.  SoCalGas believes it has served the needs of wholesale customers quite well using its unbundled storage program.  In fact, the evidence shows that these customers have obtained the storage they wanted at prices lower than the equivalent of prices paid by SoCalGas’ core.  It is a policy decision for the Commission, however, to determine if it wants to provide storage assets to wholesale customers at the same costs as those paid by SDG&E/SoCalGas core customers.
/  SoCalGas and SDG&E are neutral on this policy question.  If the Commission decides to expand the parity concept to one of price parity with the combined core, however, these wholesale customers should not be allowed to reject a storage set-aside and buy market-based storage in the G‑TBS program whenever market prices are below combined core storage costs and then to demand set-asides with price parity to the combined core portfolio whenever those costs are below market prices.  Wholesale core customers should instead be allocated storage packages that are completely comparable with that of the SDG&E/SoCalGas combined core.  Furthermore, there should be a single method for determining core storage needs.  Wholesale customers should not be allowed flexibility (e.g., “up-to” set-aside options) that the SDG&E/SoCalGas core does not have.  They should not be allowed to obtain inventory packages that are disproportionately large when compared to respective core load.  They should not be allowed to obtain higher-quality storage packages with higher concentrations of injection and/or withdrawal.  In short, parity should be complete and across-the-board parity.
SoCalGas intends, as directed in the Omnibus Decision, to meet and confer with these customers and DRA in order to implement what it believes is true core parity for these customers—namely, the combined core procurement option that I described in the Omnibus proceedings.  
This concludes my prepared direct testimony in the Unbundled Storage Risk and Revenue Sharing Phase of the 2009 BCAP.  
S. CA based on current allocations.


N. CA 2008 per Watson Table 5 in Omnibus Rebuttal, plus 34 Bcf PG&E (includes NCWG)


N. CA 2011 includes Gill Ranch, Sacramento, Kirby Hills.








�/ 	PG&E has about 60 Bcf of non-cycle working gas.  (NCGC comments in D.03-12-061)  I assume that PG&E is loaning about half of that gas through its Market Center. 


�/ 	This O&M expense excludes fuel, which is recovered from an in-kind charge to unbundled storage customers.   There is no incentive to market this capacity if SoCalGas shareholder revenues are constrained by a low cap (e.g., $5 million) or by a low sharing percentage (i.e., 10% of the approximately 50 cent current market value).


�/ 	$1.7 million capital investment (17% annual cost) in Honor Rancho compressor unit + $50,000 annual O&M.


�/ 	There is no incentive to market this capacity if SoCalGas shareholder revenues are constrained by a low cap (e.g., $5 million) or by a low sharing percentage (i.e., 10% of the approximately $40/mcfd market value).  


�/ 	A portion of the 70% increase was also due to summer/winter price spreads, and therefore storage values, increasing during the open season process.


�/ 	$27.235/$21 x $20 million.  See Preliminary Statement, Part III, Section B, #8, NSBA, filed in Omnibus Application, A06-08-026.


�/ 	$27.235 + 2 x 25.94 = 79.11 MM.


�/ 	Calendar year revenues (net of F&U) for unbundled storage from 2001-2007 have averaged just under $55 MM/yr and have a peak of just under $78 MM.  Market conditions for 2008 appear to be much weaker than storage markets in 2007.


�/ 	The Omnibus Settlement was silent on whether expansions should lower the embedded cost of existing assets by being allocated those costs as well. SoCalGas believes that expansion storage should bear only expansion cots and that existing facility costs should be borne solely by existing storage assets. 


�/ 	Such expansions would therefore take place after the expiration of our settlement with Edison.  


�/ 	Until the Commission adopts the storage capacities in this proceeding, SoCalGas would simply assume that these capacities will be adopted for planning purposes.  If the Commission should adopt different capacities, SoCalGas would adjust its planning accordingly.  In each BCAP the Commission might also slightly increase the 131.1 Bcf inventory number to account for slow inventory growth that occurs naturally through liquid production and operation at the fields.


�/ 	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, 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.  


�/ 	Under the Omnibus Decision, storage sales will be posted on the electronic bulletin board.  Any idle existing capacity will be readily transparent to the marketplace.


�/ 	D.07-12-019 mimeo, at 104-05 (Finding of Fact No. 36)


�/  	D.07-12-019, p. 11 discussion.


�/ 	D.00-04-060, p. 77.  


�/ 	Ibid.


�/ 	Emmrich, Table 27.


�/ 	D.00.04-060, mimeo, at 77.


�/ 	Even if the Commission adopts LRMC pricing rather than the recommended embedded cost pricing for the utility, SoCalGas’ LRMC witness recommends the Commission can and should adjust the scalar in that LRMC method to ensure that storage costs for all customers, core and noncore, are set at the embedded cost of storage.  


�/ 	Unfortunately for ratepayers, storage revenues in the NSMA for 2008 will be well below 2007 revenues.  


�/ 	SoCalGas inventory required 36 days to be withdrawn; SDG&E inventory required only 27-30 days to be withdrawn.


�/ 	The Commission should recognize that Long Beach is simply not in the same position, as the core customers of SoCalGas and SDG&E.  The Commission regulates the use of storage assets allocated to SoCalGas and SDG&E.  This would not be the case for storage assets allocated to Long Beach pursuant to its “core parity” proposal.  
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