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I.

INTRODUCTION

Q:
Please state your name and business address for the record.

A:
My name is Michael S. Alexander. My business address is 2244 Walnut Grove Avenue, Rosemead, California 91770.  My qualifications appear in Attachment MSA-1 to this testimony.
Q.
Did you sponsor testimony earlier in this proceeding?

A.
No, I did not.
Q.
What is the purpose of this testimony?

A.
This testimony provides SCE’s response to the July 14, 2006 testimony of other parties in this proceeding.  Specifically, my testimony addresses the two issues of whether the application provides for adequate levels of storage to meet the needs of the combined Southern California Gas Company (SoCalGas) and San Diego Gas and Electric (SDG&E) [collectively “SoCalGas/SDG&E”] cores, and whether gas hedging operations should be outside of the Gas Cost Incentive Mechanism (GCIM).
Q.
Could you briefly summarize your testimony?

A.
Yes.  I will argue that the combined SoCalGas/SDG&E cores can function efficiently and reliably with the levels of storage inventory, injection, and withdrawal provided for in the application.  I will also argue that costs and benefits of gas hedging must be outside of the GCIM if the Commission is to provide the proper economic incentives for hedging to SoCalGas/SDG&E.
II

STORAGE
Q.
The Division of Ratepayer Advocates (DRA) argues that when the core portfolios of SoCalGas and SDG&E are combined, the levels of storage for the combined portfolio should be essentially the same as the current levels of the two individual portfolios.  Do you agree?

A.
No, I do not.  I believe that the capacity levels proposed in the application are a better fit for the needs of both the core and non-core.
Q.
What are the types of storage capacity?

A.
There are three types of capacity associated with natural gas storage: inventory, injection, and withdrawal.  Inventory is the amount of gas commodity which can be held in storage.  Injection is the amount of gas which can be placed in storage in any given day.  Withdrawal is the amount of gas which can be withdrawn from on any given day.

Q.
What is the current level of storage inventory held by the SoCalGas and SDG&E on behalf of core customers?

A.
Currently, SoCalGas has 70 Bcf of inventory capacity which it holds to serve core needs, plus an additional 4 Bcf of capacity which was created to reduce the costs to low income (CARE) customers.  The 70 Bcf is a CPUC-established reservation which is charged to the core on a cost basis, and is designated to provide reliability and cost arbitrage services to the core.  The 4 Bcf is converted cushion gas inventory which was allocated to the core (subject to review in the next Cost Allocation Proceeding (CAP
) in D.06-12-010.  SDG&E holds 9 Bcf of capacity for its core customers, all of which was secured from SoCalGas through a negotiated G-TBS transaction.  The total of the inventory capacity of the two companies is currently 83 Bcf. 

Q.
What is the current level of injection capacity held by the SoCalGas and SDG&E’s on behalf of core customers?
A.
Currently, SoCalGas holds 327 MMcf/day of injection capacity and SDG&E holds 42 MMcf/day of injection capacity, for a combined total of 369 MMcf/day.

Q.
What is the current level of withdrawal capacity held by SoCalGas and SDG&E’s cores?

A.
Currently, SoCalGas holds 1,935 MMcf/day of withdrawal capacity and SDG&E holds 297 for a total of 2,232 MMcf/day.

Q.
Does the application change these numbers?
A.
Yes, the application recommends the combined cores hold a total of 70 Bcf of inventory, 327 MMcf/day of injection rights and 2,225 MMcf/day of withdrawal rights.

Q.
Are these new levels disputed by any of the parties?

A.
Yes.  The Division of Ratepayer Advocates (DRA) disputes the change to inventory capacity and injection rights.  DRA contends that SoCalGas has not submitted any analysis to show that the new levels are justified, and therefore, DRA contends that the combined core should have the same amount 83 Bcf as the two individual cores currently hold and 368 MMcf/day of injection capacity (vs. the total of  369 MMcf/day currently held by the two individual cores).
Q.
Is the level of withdrawal capacity in dispute?

A.
No.  Both the applicants and DRA
 agree that the combined SoCalGas/SDG&E cores should hold 2,225 MMcf/day of withdrawal capacity, which is essentially the sum of their individual holdings today.

Q.
In broad terms, what are the important considerations in setting an injection amount?

A.
Generally speaking, one needs enough injection capacity to fill the inventory held in the time allotted.

Q.
Would it be generally correct to say that the more inventory capacity one holds, the more injection capacity one needs?

A.
Yes, assuming that one starts without any actual gas in storage and fills the capacity over the course of the injection season, April 1, through October 31 (“cycles the gas”).

Q.
So, it should come as no surprise that since the applicants call for less storage inventory than DRA, they also call for less injection capacity, is that correct?

A.
That is correct.  Currently SoCalGas has 70 Bcf of cycling capacity, since the remaining 4 Bcf was created with cushion gas already in the ground and is being “reserved” for the needs of low income customers in the event prices exceed a certain level.  SoCalGas has been able to fill that 70 Bcf of capacity without serious problems with 327 MMcf/day of injection capacity.  Therefore, it is reasonable to assume that 327 MMcf/day of injection would be adequate if the Commission agrees with the proposed 70 Bcf of inventory for the combined core.


Since DRA’s proposed ratio of injection to inventory (1:215, if we assume that the 4 Bcf which is not currently cycling) is roughly the same as the proposed (1:214), it really is the level of inventory which is at the core
 of the disagreement.

Q.
Does DRA offer any analysis to back up its 83 Bcf recommendation?

A.
No.  It simply points out that 83 is the sum of the current Commission approved numbers for the two individual core portfolios and argues that it has not been persuaded that there is any reason why the same number should not be used for the combined portfolios.
Q.
What has DRA (or ORA as it was previously called) said in the past about the effect of core consolidation on storage?

A.
In ORA’s testimony in A.01-01-021, on page 13, ORA states:


First, there are efficiencies associated with the consolidation of these functions.  ORA agrees that consolidation will produce the following benefits identified by the applicants: 1) more efficient gas purchasing resulting in lower commodity costs because of the greater amount of natural gas being procured and greater diversity of demand being served, 2) more efficient use of storage and capacity assets, 3) greater efficiency in the cost of managing the utilities’ gas procurement activities, and 4) regulatory efficiency.



-emphasis added

Q.
What would more efficient use of storage assets suggest to you?

A.
It would, among other things, suggest that the core can meet the same reliability needs with less capacity.

Q.
Please explain why entities would need or want to hold storage
A.
An entity can hold storage for one of three reasons: supply reliability, balancing, and price arbitrage.


A.
SUPPLY RELIABILITY
Q.
Please discuss supply reliability.
A.
Under certain conditions when the demand for gas is high, the demand for gas on the interstate pipelines may exceed the amount of transportation capacity available.  Unless there is another “source” of supply, this would result in an interruption of gas supply, and the resulting shut-off of gas using equipment.  In order to assure that the supply of gas will not be interrupted (i.e. will be there reliably), in addition to seeking to transport gas from a pipeline with available capacity, customers  may seek to use storage to supply the gas that they fear that they may not get off existing pipelines.
Q.
Did SoCalGas present an analysis of the need for core inventory capacity for reliability purposes in the Long Term Gas OIR (R.04-01-025)?
A.
Yes.  Herbert Emmrich’s prepared direct testimony (page 8-9) in that proceeding presented a very conservative method for assessing the need for core storage capacity.  In his testimony, he looked at the cold year demand for gas during the winter months and compared it to the firm storage capacity available to the core.  His method, which was unnecessarily conservative, calculated the difference between the total cold year winter demand for gas and the amount of gas which could be brought in using the core’s firm interstate transportation rights, and assumed that all gas which was not brought into the system on these firm interstate rights would necessarily have to come from storage.
Q.
You called the technique “unnecessarily conservative”.  Please explain.

A.
This analysis is based on the assumption that the only two sources of gas to core customers are storage and gas transported using the cores’ firm transportation contracts on interstate pipelines.  In fact, the core can and does obtain gas a number of other ways.  It can purchase gas using interruptible transportation on interstate pipelines.  It can purchase capacity releases of firm transportation contracts held on interstate pipelines by other shippers and use that capacity to transport gas.  It can buy gas at the border from marketers or other end-use customers.  It can buy gas from marketers or end-use customers from those end-use customers’ gas held in SoCalGas’ storage.  
Q.
Have the two cores gotten gas in these ways in the past?

A.
Yes.  For instance, from April 1, 2004 through March 21, 2005 (GCIM Year 11), SoCalGas procured 57 million MMBTU at the border, out of a total of 387 million MMBTU
.  This is a total of 15% of its requirements.
Q.
How did the Office of Ratepayer Advocates (ORA, now DRA) respond to the report showing SoCalGas was purchasing 15% of its purchases at the border?
A.
ORA recommended that the Commission authorize SoCalGas to recover its shareholder reward. 
  It also stated that 

It appears that these capacity acquisitions have resulted in more flexibility for the company as well as increased access to less expensive natural gas sources.

Q.
How would purchasing 15% of core supplies at the border affect the need for core storage?
 A.
If we assume that resources to meet the cold year forecast from Mr. Emmrich’s testimony (Appendix A, tables 2 and 3) are needed for reliable service, and if we assume that core procurement purchases up to 15% of core gas demand at the border, and that it makes full use of the 1,135 MMcf/day of firm capacity to be held by the combined core, the combined core could be reliably served using less than 70 Bcf of firm storage.  As Table MSA‑1 shows, under these assumptions, core’s cold year demand could be served with as little as 64 Bcf of firm storage for 2007 and can easily be served through 2016 with the 70 Bcf reserved for the combined core proposed in this application.
Table MSA-1

	
	SDG&E
	SoCalGas
	Combined
	Less 15%
	
	Not met

	Year
	Winter 
	Winter Mdth/Month
	Winter Mdth/Month
	Border Mdth/Month
	Combined Mdth/Month
	by firm

	
	Ave. Mdth/d
	Ave Mdth/d
	Ave Mdth/d
	Purchases Mdth/d
	Capacity Mdth/d
	Transportation or border purchases Mdth/d

	2006
	 217.77 
	 1,605.05 
	      1,823 
	       1,549 
	      1,135 
	         62,574 

	2007
	 220.50 
	 1,614.95 
	      1,835 
	       1,560 
	      1,135 
	         64,194 

	2008
	 222.41 
	 1,616.91 
	      1,839 
	       1,563 
	      1,135 
	         64,691 

	2009
	 223.50 
	 1,618.77 
	      1,842 
	       1,566 
	      1,135 
	         65,071 

	2010
	 225.11 
	 1,623.67 
	      1,849 
	       1,571 
	      1,135 
	         65,905 

	2011
	 226.19 
	 1,627.32 
	      1,854 
	       1,575 
	      1,135 
	         66,512 

	2012
	 227.59 
	 1,629.57 
	      1,857 
	       1,579 
	      1,135 
	         66,981 

	2013
	 229.06 
	 1,632.66 
	      1,862 
	       1,582 
	      1,135 
	         67,567 

	2014
	 230.36 
	 1,635.62 
	      1,866 
	       1,586 
	      1,135 
	         68,114 

	2015
	 231.97 
	 1,640.75 
	      1,873 
	       1,592 
	      1,135 
	         68,978 

	2016
	 233.65 
	 1,646.25 
	      1,880 
	       1,598 
	      1,135 
	         69,899 


Q.
I see that 70 Bcf of storage is adequate according to your analysis in Table MSA‑1.  But is storage the only means of making up the “unmet” demand above?
A.
No, and therefore the numbers in table are still unnecessarily conservative.  
Q.
Are there other ways of fulfilling core’s cold year needs?

A.
Yes, it is also possible that if the core needed it, it could buy larger amounts at the border.  In addition, firm capacity that is reserved and paid for by another customer may not be used or timely released for use by another can also be sold by the pipeline as interruptible capacity.

Q.
Could SoCalGas/SDG&E bring more gas in at the border itself, using interruptible capacity?

A.
Yes, SoCalGas/SDG&E can still transport gas from the basin using interruptible capacity on the interstate pipelines connected to SoCalGas/SDG&E.  Capacity may be classified as interruptible either because of a higher call on the capacity (i.e., firm capacity rights) or an inability of the pipeline to provide reasonable certainty of delivery of the gas for each day of the year.  More interruptible capacity is available on pipelines in the winter as the capacity of the pipe is positively impacted by reductions in the ambient air temperature in the Southwest during the winter months.  That is, as ambient air temperatures drop, more decatherms of gas can be transported in the equivalent amount of pipe.  As a consequence, this additional capacity may not be available to SoCalGas every day of the year, but it should be available for a significant number of them.  
Q.
What is the average annual available capacity?
A.
According to the 2006 California Gas Report, page 72, the total cold year firm capacity available on SoCalGas for 2006 was 3,875 MMcf/day
, and the average throughput for a cold year would have been 2,755.  This is an average of 1,120 MMcf/day of excess capacity.  Using this capacity, the core could bring in (151 days * 1,120 MMcf/day) 169 Bcf of natural gas.  This additional 169 of capacity which is currently available for the core to use is 13 times the 13 Bcf which DRA is concerned about the core “losing”.
Q.
Is DRA’s objection
 that storage is more reliable than interruptible transportation relevant in this case?

A.
No. As I said, interruptible capacity may not be available every day, but it should be available for a significant number of them year in and year out.  On an individual peak day for core customers of SoCalGas or SDG&E, what matters is not the inventory, but rather the withdrawal capacity.  And there is no disagreement in this proceeding on the amount of withdrawal capacity which the core will have to meet peak day needs.  By contrast, inventory capacity is designed to meet seasonal demands, spaced over an entire winter season, and over the course of the entire winter season, there will many days when interruptible capacity is available to meet existing needs of core customers or to refill storage as needed.
Q.
Does the core also have the right, in an emergency, to confiscate gas from non-core customers?

A.
Yes, it would be a last resort, but SoCalGas Rule 23 does permit the Gas Acquisition Unit to confiscate gas from noncore customers if necessary to avoid curtailing core customers.  Flowing supplies can deliver 3.875 Bcf of demand on every single day into the SoCalGas/SDG&E system.  And this is only firm deliveries.  It is to be expected that there would be interruptible capacity as well, especially during the winter season.  There were only nine days this winter in which core demand exceeded the firm receipt point capacity of the SoCalGas system.  Both SoCalGas and the interstate pipelines are required to offer all unused capacity to the market place.  However, in the unlikely event that the core has insufficient gas supplies available to it, Rule 23 assures that the core can get the gas it needs even if the core had no gas in storage.

B.
IMPACTS OF TOO MUCH STORAGE BEING RESERVED FOR THE CORE


1. Risks from Increased Cost of Storage

Q.
What is the harm if the core holds more capacity than it needs?
A.
First, it means that the core is potentially spending more for capacity than it needs to.  Second, SoCalGas has a limited amount of storage capacity available for sale.  That capacity has sold out in each of the last two seasons.  As the amount of capacity allocated to the core increases, the amount left to be sold in the unbundled storage program (to noncore customers) decreases.  In fact, the storage capacity in the unbundled storage program has sold out in each of the last two seasons.
Q.
What is the result of the capacity selling out?

A.
SoCalGas prices unbundled storage on a “market price” basis.  Under the basic law of supply and demand, the greater the demand relative to supply, the higher the price.  So, if there is a growing demand for capacity, the price of storage can be expected to rise.
Q.
Would it be fair to say that increasing the amount of storage inventory for the core then would increase the price of storage capacity to non-core customers?

A.
Yes.

Q.
And how does that affect core customers.

A.
It affects them in three ways. First, to the degree that a shortage of capacity causes an increase in border prices, all consumers of natural gas in Southern California, including core customers, will pay more for natural gas. Second, as end-users pass on costs to their customers, higher storage costs can result in higher costs to core customers, not only for gas, but for other commodities.  SCE believes that a non-trivial example of this is the adverse impact that higher natural gas costs have on residential and small business electric customers.  Third, higher prices for storage adversely affect the competitiveness of noncore businesses in Southern California which can lead to job losses for employees who are core customers.  
DRA argues that, “The Applicants as public utilities have an obligation to serve customers and to provide reliable service, at the lowest reasonable cost.”
   It does not say “core customers”.  It simply says “customers,” which would include non-core customers. But, even if did, it would be a serious mistake to assume that the welfare of core customers was somehow independent of the welfare of non-core customers. 
Q.
Is SCE, a co-applicant in this case, a public utility with an obligation to serve customers and to provide reliable service at the lowest possible cost?

A.
 Yes, and that is what SCE was attempting to do by signing onto the settlement.  
Q.
Can you give an example of costs being passed on to core customers?

A.
Certainly.  SCE purchases gas storage as part of its operations.   SCE’s storage costs are passed on to its customers through Edison’s Energy Resource Recovery Account (ERRA).  Therefore, higher prices for unbundled storage result in higher costs for SCE’s customers, most of whom are core customers of SoCalGas.  Lowering costs to these core customers on their gas bills and at the same time causing an increase in the costs to those same core customers on their electric bills is not necessarily doing them a favor.
Q.
Does the Commission expect SCE and other electric generators to use storage?

A.
Yes, the Commission gave clear instructions in the Natural Gas Procurement Proceeding R.04-01-025:

Electric Generators should do their part to fill storage fields, and to withdraw gas during times of system peak… to ensure uninterrupted generation capability and appropriately support the gas supply system, we would expect the electric generators to be active storage customers.


D.06-09-039, p 71 [emphasis added]

We also expect the electric utilities to inject and withdraw gas consistently, as part of the annual fuel supply cycle….  As is true with other aspects of gas infrastructure and supply reserve, the electric utilities should define and work toward achieving a storage goal that is quantitatively related to the nature of their resource portfolios and the level of gas usage.


D.06-09-039, p 71 [emphasis added]
Q.
Does SCE agree that electric generators such as itself need to purchase more storage?

A.
Yes, assuming storage capacity is available and the price can be justified.  However, under the highly constrained circumstances of the last couple of years, SCE has had to accept lower levels of storage than it might otherwise have obtained, because the price was too high or because the capacity was simply not there.


2. Risks from Increased Constraints on the System



a. Operational Constraints
Q.
What is an Operational Flow Order?
A.
An Operational Flow Order (OFO) is the result of customers attempting to deliver significantly different amounts of gas onto the system from the amount they are going to consume (or store) on a given day.  An overflow OFO occurs when the amount of gas brought in is considerably more than the amount to be burned. While the system can handle some excess, there are limits to how much gas can be brought into the system if it is not being burned.
Q.
How often do OFO’s occur?

A.
There have been 25 OFO’s so far in 2007 as of April 15.  In 2006, there were 45.  In 2005, there were 46, and in 2003, there were 48 OFO’s.
Q.
Why might a customer bring in more gas than it was going to consume?

A.
There are three fundamental reasons.  The first is that the customer’s estimates of its burn might not be perfect.  The second is that the customer is trying to “replace” gas which it “borrowed” earlier (i.e. if it burned more gas in the past than it brought in, it might need to replace the gas.)  The third is that the customer may be trying to realize a short-term arbitrage opportunity (i.e., rely on intra-month balancing sercices to deliver gas that is expect to be of grater value later in the month).  Under some circumstances, the combination of these three factors will result in so much gas being brought in that SoCalGas calls an OFO in order to keep its system in balance.

Q.
What options does a customer have when an OFO is called?

A.
Basically, it has three options: 1. it can bring in the same amount of gas as it originally intended to and pay a penalty (this is not a desirable option, since the penalties for doing so are quite large), 2. It can reduce the amount of gas it is going to bring into the system, usually by offering that gas for sale at a lower price to a buyer at the border, or 3. It can put the excess gas into storage, if it has the injection and inventory capacity available.

Q.
If the customer offers the gas for sale at a lower price, does it take a loss?

A.
Yes.  The customer usually has contracted to buy that gas at a set price (or tied to an index price), however, in an overflow OFO a buyer’s market occurs, and as a result, the price that the customer can resell the gas at is considerably lower.

Q.
And in SCE’s case, would that loss be charged to customers?

A.
Yes, the net cost would be charged to customers through SCE’s ERRA.

Q.
What would the customer which buys the gas do with it; wouldn’t it have to worry about the OFO, too?

A.
That is where storage comes in.  A customer with a sufficient amount of unused storage inventory and injection capacity could buy the gas and inject it into storage.  In fact, frequently during OFO’s customers will sell gas below the market price.  SoCalGas’ core will then purchase the gas from these customers and either inject it into storage, or use it instead of gas it was planning on withdrawing from storage.  

Q.
What would happen if more customers had injection capacity and could compete to buy the gas in an OFO?
A.
It would probably still be a “buyers’ market”, however, the more customers competing for the gas, the closer the price would be to the market price, which would lessen the loss for the shipper with “too much” gas (and thereby lower volatility at the border).
Q.
What does the core’s tendency to buy gas in an OFO mean about the need for injection and withdrawal capacity for the core?

A.
It is an example of the fact that the core can and does take advantage of its storage capacity to get gas into storage (or has a diminished need for withdrawals) without using its own firm interstate capacity.

Q.
What does it mean about the need for injection and withdrawal capacity for the non-core?

A.
It means that if non-core customers held more injection and inventory capacity, customer costs due to OFOs could be diminished, since a customer could then inject gas into their storage account for later use, rather than being forced to sell it at a loss.  To the degree that an OFO were caused by customers over-estimating their demands, the fact that they could inject the excess gas might even mean that the problems associated with an OFO could be avoided entirely.

Q.
How much capacity would be freed up by the instant application?

A.
The instant application would free up an additional 13 Bcf (83-70) of inventory capacity for non-core use, and an additional 42 MMcf/day (369-327) of injection capacity, although the Settlement clearly provides the core with an opportunity to compete for unbundled storage on an equal footing with noncore customers (i.e., the core can hold more storage capacity than the amounts established in the Settlement, but the additional amounts would have to be competitively acquired.)
Q.
Would that additional 42 MMcf/day make a difference?

A.
Yes.  An additional 42 MMcf/day would lessen the severity of an OFO in two ways.  
First, it would permit customers to store rather than dump gas.  In 2006, customers could have stored an additional (42*48) 2 BCF of gas instead of selling it at a loss on the market.  If the border price of gas were $7.50, a customer could be forced to sell that gas for as little as half of that price.  This means that if non-core customers had an additional 42 MMcf/day of injection capacity (as is proposed in this application) they could potentially save $7.5 billion a year in losses during OFO.
Second it would decrease volatility at the border.  Since there could be less gas sold at a loss and/or more competitors for that gas, the resulting price variation would be less.   This would help every customer (including core customers) who is adversely affected by price volatility, whether or not they held injection capacity.



b. Price Volatility
Q.
What is Price Volatility?

A.
Price Volatility is the variations in price which result over time due to market and operational conditions, seasonality, etc.  It is important to recognize that price volatility does not mean high prices; it merely means that there is a large rate of fluctuation in the price.  A price which is always $50 is not volatile; a price which is always $0.10 on average, but which is $1.00 on one day, $0.85 one the next, $0.05 on the following day, $2.00 the next, etc. is quite volatile by comparison, since one never knows from day to day what the price will be, and the variation can be as much as a factor of 40 ($2.00 / $0.05)
Q.
Is the price of gas seasonal?

A.
Yes and no.  DRA’s witness Pearlie Sabino, on page 19 of her direct testimony, shows that since April 2002, the price of gas has tended to be lower in the summer season than the winter season looking only at the Southern California Border, San Juan, and Henry Hub prices.  However, if one looks at the data from the Energy Information Agency (http://tonto.eia.doe.gov/merquery/mer_data.asp?table=T09.11) one sees that since 2003, there is a fair amount of volatility within the seasons.  In each month (except for May) there is an example of when the month’s average price of gas at the wellhead exceeded the average for the year, and there is an example of when the month’s average price of gas at the wellhead was less than the average for the year.
Table MSA-3
	Month
	Ave Basin Price as a % of Annual
	Max Basin Price as a % of Annual
	Min Basin Price as % of Annual

	January
	135%
	135%
	79%

	February
	113%
	113%
	78%

	March
	102%
	143%
	81%

	April
	103%
	103%
	90%

	May
	96%
	99%
	85%

	June
	90%
	111%
	83%

	July
	91%
	104%
	91%

	August
	101%
	101%
	88%

	September
	86%
	122%
	86%

	October
	78%
	141%
	78%

	November
	100%
	135%
	87%

	December
	104%
	124%
	98%


Q.
Can the level of inventory capacity available affect price volatility?
A.
Economic theory would suggest that it would. 

Q.
Please explain.

A.
The law of supply and demand tells us that when the amount of gas customers want to bring in at the border raises the price of gas at the border should rise as well.  As the amount drops, the prices should drop.  Some customers would have relatively elastic (price sensitive) demands, but others (such as electric generators) would have very inelastic demands, since they may have contract commitments, must-offer requirements, or a mandate to serve their customers’ load.  Because of inelastic demands, the tighter the conditions, the greater the price variation.


However, if a customer has an alternative source of supply, in this case storage, it can substitute gas from storage for gas from flowing supplies, which brings down the pressure on prices, resulting in less price variation.  If the customer can also take advantage of lower prices to bring in more gas and put it in storage, this too will stabilize prices.

Q.
Wouldn’t that be the same if core held the storage or non-core did, especially since the core demand is more inelastic than non-core demand?

A.
Actually, because of the size of the core storage portfolio, core can afford to be very price sensitive at the border, since it has a healthy supply of storage to draw upon.  However, since non-core customers have been unable to obtain the level of storage they want in the last few auctions (and the storage they were able to obtain has been at a very high price), it is clear that storage is more of a constraint for them, which means that they will also be more constrained at the border.  Therefore, increasing the amount of capacity available to non-core customers should result in less price volatility to the market.  And since all customers suffer from price volatility, all customers will benefit from reducing that volatility by making more capacity available to noncore customers.


C.
THE DESIRABILITY OF MARKETS
Q.
If the Commission were to accept an inventory capacity set-aside of 70 Bcf for the combined SoCalGas/SDG&E core, would this mean the core could not hold additional storage capacity?
A.
No, it would merely mean that they would have to compete with the non-core for that storage capacity in the unbundled storage market.  The core would be able to bid on capacity and pay the (capped) market price, like any other customer of SoCalGas/SDG&E.


This means that, while the reliability needs of the core would be cared for, the core could, should the Commission find it appropriate, engage in price hedging and arbitrage, like any other customer, weighing the actual costs and benefits like any other customer. The market would govern the storage levels and provide appropriate price signals about the use of natural gas.  Artificially giving the core capacity at a non-market price would skew the core’s decisions with respect to the use of the capacity and would not send the correct market signals to SoCalGas about the need (or lack thereof) for expansion of storage capacity or of receipt point capacity.  

The Settlement does not differ that much from the current situation in that it establishes total core storage reservations at the levels established for the SoCalGas core (using the same cost basis), and permits SoCalGas/SDG&E to acquire additional storage capacity through competitive means, which is how SDG&E currently acquires its storage capacity.  In effect, the Settlement keeps the level and cost of reserved storage for the core the same as it is today, while allowing the core to compete for additional storage capacity similar to what SDG&E is required to do today under the G-TBS storage program.
Q.
Based upon your analysis of the data and of economic theory, what do you recommend?

A.
I recommend that the Commission find that the level of inventory, injection, and withdrawal capacity provided for in the application is adequate for the needs of the core, and in the best interest of all customers, core and noncore alike.  And, on that basis that they approve the application’s recommendations concerning core storage.
III

HEDGING

Q.
DRA argues that natural gas price hedging for the core should be done within the Gas Cost Incentive Mechanism (GCIM).  The application calls for it to be done outside of the GCIM.  Which do you feel is the correct approach?

A.
I feel very strongly that gas price hedging should be done outside of the GCIM.    Hedging is designed to decrease volatility, not costs, and the GCIM is arguably designed to decrease costs.  Therefore, hedging is not a good fit in the GCIM.

Q.
Before we continue, what is hedging?

A.
Hedging is a way of protecting oneself from unexpected changes in the price of a commodity.

Q.
How do hedges work?

A.
Basically, there are two types of hedges: Physical hedges, when one buys a commodity at a fixed price, so that if the price of the commodity varies one is not affected, and financial hedges, which is where one buys a financial instrument which is tied to the price of the commodity, so that if the price of the commodity goes up, the price of the financial instrument also goes up, making it possible to use the “profit” to purchase the commodity.

Q.
Can one make a profit by hedging?

A.
One can, but that is not why most entities engage in hedging.  Certainly it is not why a public utility like SoCalGas should engage in hedging.  Rather, as SCE witness Stephen Pickett points out in his direct testimony
 and as the Commission affirmed in D.05-10-015 (p. 15), D.05-10-043 (p.11) and D.06-08-027 (p. 13), for most parties a hedge is like an insurance policy.  In general, it will raise one’s costs, but it will protect one against a cataclysmic increase in costs.

Q.
Why does it generally raise costs?

A.
People do not like uncertainty.  They are willing to pay a premium to decrease uncertainty.  That premium tends to go into the pockets of the people who broker hedging instruments.

Q.
Why is it appropriate for a utility to engage in hedges if they tend to increase costs?

A.
One engages in a hedge to protect against an occasional dramatic increase in costs.  If the increase in natural gas costs is small, people can usually cope with the increase, although it may “cut into their budget.”  However, if the increase is large, they may not be able to deal with the price shock as well.  Again, this is the same argument as is used to explain why people buy insurance.
Q.
What is the purpose of the CGIM?

A.
The intention of the GCIM is to provide SoCalGas with an incentive to buy gas as inexpensively as possible for its core customers.  In practice that relates to buying gas for less than a monthly benchmark price.
Q.
Is hedging consistent with that intention?

A.
No.  As I’ve said, hedging does not lower costs, it lowers volatility.  These two are not the same thing, as I’ve said before.  Hedging actually raises costs on average.  Therefore, including hedging in the GCIM would provide a negative incentive to SoCalGas to hedge.  Further, as Mr. Pickett’s direct testimony points out
, to the degree that a GCIM encourages hedges to “show a profit” then can actually provide a perverse incentive to influence market prices to achieve a positive shareholder value (i.e. an incentive to take actions that raise market prices to increase the likelihood that its financial hedges are “in the money”).
Q.
What has the Commission ruled in the past about hedging inside or outside of incentive mechanisms?

A.
The Commission has issued three rulings
 concerning hedging outside of the SoCalGas and SDG&E GCIMs and outside of PG&E’s Gas Price Incentive Mechanism (GPIM), which, while a different mechanism, is highly related.  Although “DRA has generally opposed taking hedging outside of the performance mechanisms,”
 The Commission has consistently approved taking hedging outside of the performance mechanisms:
…we cannot reasonably put PG&E in a position in which the purchasing of additional hedging instruments could result in total gas costs to exceed the tolerance band and thus result in a large financial penalty for PG&E’s shareholders.  

D.05-10-015, p.
Although the circumstances of the storage resources and existing hedges of SoCalGas and SDG&E are somewhat different from PG&E, the GCIM and the Gas Procurement PBR Mechanism contain the same hedging disincentives as PG&E’s incentive mechanism. 

D.05-10-043, page 5

“It is critically important that the utilities have the flexibility, in the coming months, to make those hedging decisions quickly and that they not be constrained by disincentives to do so.”

D.05-10-015, p. 3 and D.05-043, p.11

We find that the existing incentive mechanisms may not be designed to accommodate hedging activities that might be reasonable given changing market conditions.  The utilities make a reasonable case that they may not be able to justify the shareholder risk that could be implicated if they were to engage in an optimal amount of hedging within their respective incentive mechanisms.


D.06-08-027 p. 14

The existing incentive mechanisms may not be structured in ways to motivate optimal purchases of hedging instruments on behalf of ratepayers.

D.06-08-027 Finding of Fact 8, page 20
Q.
Based on your testimony, what should the Commission conclude?

A.
The Commission should rule that hedging is desirable, but the costs and results of SoCalGas’ hedging program should be kept outside of the GCIM.

IV

CONCLUSIONS

Q.
Could you please summarize your testimony?

A.
Certainly.  The Commission should accept the application’s levels of storage inventory, injection, and withdrawal capacity.  The levels are adequate to meet the reliability needs of the combined SoCalGas/SDG&E core.  Any additional storage capacity which the core may want for price mitigation purposes should be purchased through the unbundled storage program.  Such a change would improve the market signals to SoCalGas and end-users and result in a more efficient system.  The levels set in the application would result in more inventory and injection capacity being available to non-core customers, which benefit both core and non-core customers, and could lower electric rates to all customers (including core customers) while encouraging electric generators to participate more actively in the storage market, as the Commission has requested.


In addition, I noted that the Commission currently does not include hedging operations in the SoCalGas GCIM, and should not change that policy.

Q.
Does this complete your rebuttal testimony?

A.
Yes it does.
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Q:
Please state your name and business address for the record.

A:
My name is Michael S. Alexander and my business address is 2244 Walnut Grove Avenue, Rosemead, California 91770.

Q:
Briefly describe your present responsibilities at the SCE. 

A:
I currently hold the position of Project Manager in SCE’s Energy Supply & Management Department (“ES&M”).  My responsibilities are to monitor and intervene, as appropriate, in natural gas proceedings before the California Public Utilities Commission (“CPUC” or “the Commission”), the Federal Energy Regulatory Commission (“FERC”) and any other regulatory or legislative bodies.

 Q:
Briefly describe your educational and professional background.

A:
I have a B.A. in Mathematics and Economics from Cornell University, an M.A. in Economics from Washington University, and a Ph.D. in Economics from the University of Minnesota.  I have held my current position at SCE since December 1998.  Before coming to SCE, I worked in energy and natural gas regulation for seven years as a Senior Energy Economist with the Minnesota Department of Public Service.  Prior to that, I have worked in banking, for Northern Trust Bank, cost analysis for the Air Force, and energy forecasting for Boston Edison Co.  I have testified before in Public Utilities Commission proceedings both in California and Minnesota.
Q:
What is the purpose of your testimony in this proceeding? 

A:
The purpose of my testimony in this proceeding is to sponsor Exhibit No. SCE‑2 in A.06‑08‑026

Q:
Was this material prepared by you or under your supervision?

A:
Yes, it was.

Q:
Insofar as this material is factual in nature; do you believe it to be correct?

A:
Yes, I do.

Q:
Insofar as this material is in the nature of opinion or judgment; does it represent your best judgment?

A:
Yes it does.

Q:
Does this conclude your qualifications and prepared direct testimony?

A:
Yes, it does.
� 	Traditionally this is called a “Biennial Cost Allocation Proceeding (BCAP)”


� 	“Therefore, in the cast of withdrawal rights, the combined core portfolio is sufficient.” Direct Testimony of Pearlie Sabino page 12, lines 21-22.


� 	No pun intended


� 	ORA Monitoring and Evaluation Report: Southern California Gas Company’s Gas Cost Incentive Mechanism, April 1, 2004 through March 31, 2005, GCIM Year 11”, A.05-06-030, page 2-4


� 	ORA Monitoring and Evaluation Report: Southern California Gas Company’s Gas Cost Incentive Mechanism, April 1, 2004 through March 31, 2005, GCIM Year 11”, A.05-06-030, page 1-1


�  	ORA Monitoring and Evaluation Report: Southern California Gas Company’s Gas Cost Incentive Mechanism, April 1, 2004 through March 31, 2005, GCIM Year 11”, A.05-06-030, page 1-7





� 	Note that 3,875 is the firm year-round capacity, it does not include interruptible capacity which might be available.


� 	Direct Testimony of Pearlie Z. Sabino, page 16 line 21 – page 18 line 3


� 	Direct Testimony of Pearlie Sabino, page 5 lines 5-6, citing Section 451 of the Public Utilities Code.


� 	Direct Testimony of Steven Pickett, page 7,  lines 22-23


� 	Direct Testimony of Steven Pickett, page 8, lines 3-6


� 	D.05-10-015, D.05-10-043, and D.06-08-027





� 	Direct Testimony of DRA witness Pearlie Sabino, page 31 lines 24 and 25.
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