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PREPARED REBUTTAL TESTIMONY

OF JOHANNES VAN LIEROP
I.
QUALIFICATIONS AND PURPOSE

Q.
Please state your name and address.  
A.
My name is Johannes Van Lierop.  My business address is 555 West Fifth Street, Los Angeles, California 90013-1011.  
Q.
Have you previously submitted testimony in this proceeding?  
A.
Yes, I have.  
Q.
What is the purpose of your rebuttal testimony?  
A.
The purpose is to respond to a number of assertions and proposals in the testimony of Coral Energy’s (Coral) witness Mr. Laird Dyer:  
· that the Commission should reject the proposed combination of the core procurement portfolios of SoCalGas and SDG&E; 
· that the Commission should adopt a procurement outsourcing program, which Mr. Dyer refers to as a “Core Portfolio Diversity Program;”

· that the GCIM “causes core procurement customers to purchase more gas than they need, and at a higher price;” and 
· that the GCIM should be modified to reward the utility for entering into fixed-price contracts. 
An additional purpose of my testimony is to respond to the testimony of DRA witness Pearlie Sabino regarding the treatment of winter hedges. 
II.
MARKET POWER
Q.
Please state your understanding of Mr. Dyer’s position on the proposal to combine the core gas procurement portfolios of SoCalGas and SDG&E.

A.
Mr. Dyer opposes consolidation because he alleges that the combined portfolio would have market power.  Instead of portfolio consolidation he proposes that the Commission adopt an outsourcing program.

Q.
What evidence does Mr. Dyer present to support his allegation of market power?

A.
He presents no real evidence.  First Mr. Dyer notes that SoCalGas is “the sole supplier of gas to approximately 46 percent of the gas market in SoCalGas’ service territory.”  Then he notes that SoCalGas controls the “majority of firm storage rights” in southern California.  He also quotes from the testimony of Edison witness Stephen Pickett regarding Edison’s previous concerns over SoCalGas’ ability to affect border prices.

Q.
How do you respond to Mr. Dyer’s assertion of market power?

A.
Let me start with the obvious fact that Mr. Pickett testifies in support of the settlement including the core portfolio combination.  The passage quoted by Mr. Dyer is from a section of the testimony in which Mr. Pickett explains concerns previously held by Edison.  Of course Mr. Pickett then goes on to state that Edison’s concerns have been mitigated by the proposals in this application.  It is curious, to say the least, that Mr. Dyer would rely on the testimony of a witness who states that he no longer has concerns about market power, to buttress his own claims of market power.  
Q.
How about Mr. Dyer’s argument that SoCalGas supplies gas to approximately 46% of the gas market in southern California?  
A.
I believe that that number is both incorrect and irrelevant.  SoCalGas provides procurement service to core customers.
  For 2007 SoCalGas’ average core load is forecasted to be 997 MMcf/d assuming normal weather conditions.  In addition, SoCalGas Gas Acquisition group currently also has responsibility for Company use and LUAF which accounts for an additional 50 MMcf/d.  Together this constitutes approximately 39% of the average total load on the system, which is forecasted to be 2,653 MMcfd.  
Q.
Why is the number irrelevant?

A.
Market power is the ability of an entity to profit from causing a sustained increase in price.  A typical analysis of market power focuses on the effect on price of a hypothetical withholding of supply from the market.  Withholding of supply is profitable only if the positive impact of higher price on profit is greater than the negative impact of lower volume.
  The question is whether actions of competing suppliers and the response in demand would sufficiently offset the withholding of supply so that the price increase is small enough to not be profitable.  If the offsetting impact is such that the ultimate effect on price is smaller than would be necessary to make withholding profitable the conclusion is that the supplier in question does not have market power.  Any study of market power has to start by determining the relevant product and the relevant market area.

Q.
Why is it necessary to determine the relevant market area?  
A.
Because an entity’s ability to affect prices to the degree necessary to make the action profitable depends to a large degree on the size of that entity compared to the relevant market.  For example, suppose that the firm in question lowers its quantity supplied to the market by 10%.  If the firm has only a small market share, say 5%, the total quantity supplied to the market would decrease by only 0.5%.  If the firm is large relative to the market, say 50%, the total quantity supplied to the market as a whole would decrease by 5%.  It is obvious that a 5% decrease in quantity supplied is more likely to cause a significant price increase than a 0.5% decrease.  Mr. Dyer does not define the relevant market area and makes no serious attempt to show that SoCalGas has the ability to affect prices in that area.  
Q.
How does Mr. Dyer define the relevant product?

A 
He is very imprecise in his language and uses the term “market dominance” without providing a definition or explanation.  He mentions SoCalGas’ firm interstate capacity holdings and firm storage reservations as issues.  I will assume that his allegation refers to market power in the gas commodity market.  This type of market power is referred to as horizontal market power.

Q.
What other elements necessary for a showing of market power are missing from Mr. Dyer’s testimony?  
A.
In addition to his failure to show that SoCalGas has the power to impact gas prices, his testimony also fails to show a way in which SoCalGas, as a regulated company, would benefit from such impacts.  
Q.
Please discuss previous regulatory decisions on the subject of SoCalGas’ alleged market power.

A.
In August 2002, the Commission issued its decision (D. 02-08-065) on SoCalGas and SDG&E’s joint application A.01-01-021.  In that decision, the Commission approved SoCalGas’ and SDG&E’s proposed new rules for eligibility and conditions for core service, but deferred its decision on the proposal to consolidate SoCalGas and SDG&E’s gas supply portfolios.  Although no parties to the proceeding had raised issues of market power, the Commission’s decision cited market power concerns that had been raised by various parties in the PE/ENOVA merger proceeding (A. 96-10-038).  These concerns were centered on vertical market power.  Specifically, the concern cited in D. 02-08-065 was that the combined gas acquisition group would be able to manipulate gas prices and by doing so increase electric prices.  A related concern was that the combined entity would provide assistance to SDG&E’s electric procurement group with respect to tolling arrangements or gas purchases for electric power generation, which would give the combined gas acquisition group access to electric market information not available to other market participants.

The instant application differs from A. 01-01-021 in that SoCalGas and SDG&E are not proposing to be involved in any way in assisting in the acquisition of gas supplies for power generation.  Therefore, the prior concern about unequal access to electric market information is moot.

Q.
Please summarize the findings and opinions on market power in various proceedings related to the PE/ENOVA merger.
A.
On June 25, 1997 the FERC issued its order conditionally approving the PE/ENOVA merger, 79 FERC ¶ 61,372.  The order discussed vertical market power concerns raised by interveners.  The key findings in the FERC order focus on SoCalGas’ large market share in the delivery of gas to generators in southern California.  Potential concerns according to FERC were that SoCalGas could:

1. use competitive market information on generators fuel use to SDG&E’s advantage;

2. offer transportation discounts to SDG&E that are not offered to competing generators;

3. withhold or deny access to pipeline capacity to competing generators; 

4. offer service contracts providing SoCalGas with unilateral and arbitrary control over pipeline access, delivery points, etc.;
5. manipulate storage injection schedules to effectively withhold pipeline capacity from competing generators at strategic times and thereby drive up electric prices;

6. force competing generators to other delivery points or to purchase additional pipeline capacity by citing the existence of difficult to verify constraints on SoCalGas’ system; and 
7. manipulate the terms and conditions of intrastate gas tariffs to SDG&E’s advantage. (79 FERC ¶ 61,371 at page 25.)
FERC went on to conclude that all of these concerns would be mitigated by a code of conduct that would prevent inappropriate sharing of market information, prevent discrimination by SoCalGas in favor of affiliates, and by separating SDG&E’s purchases and transportation of gas for retail gas customers from purchases for generation, which must be made on SoCalGas’ electronic bulletin board.  The FERC also required that the CPUC adopt and administer such remedial measures as a condition for its approval of the merger.  (Id. at pages 28-29.)  FERC did not express any concerns regarding horizontal market power in gas commodity markets.  
In December of 1997, the Commission adopted in D. 97-12-088 a set of rules designed to address most of the concerns the FERC had identified.  In D. 98-03-073 the Commission approved the proposed PE/ENOVA merger.  The Commission’s analysis of market power was similar to that of the FERC.  With respect to the claim that SoCalGas has the ability to control gas prices at the California border the Commission stated:  
The evidence is otherwise.  SoCalGas, in the normal operation of its system must purchase gas for its core customers, at times must inject gas for storage, at times must withdraw gas from storage, at times gets overnominations at its various receipt points which must be allocated.  If these activities affect the price of gas or other costs of non-affiliated generators they are unavoidable. Intervenors claim that by timing those events SoCalGas can benefit its affiliates who compete in electric generation markets and who trade in gas and electric futures. 
Natural gas producing basins serving California are part of an integrated market in which SoCalGas purchases only a small portion of the total production of those basins.  We find no correlation between SoCalGas’ injections or withdrawals and the border price of gas.  (D. 98-03-073, mimeo., at 36.)
The Commission adopted 25 “remedial measures” designed to address all the concerns of FERC and the Commission regarding potential abuses in the areas of affiliate preferences and inappropriate sharing of information.  In summary, these measures provide for the following:

· terms and conditions, including rates, of transportation service shall be the same for similarly situated entities without giving preference to affiliated over non-affiliated shippers;

· SoCalGas shall not disclose to its marketing affiliates or to employees of SDG&E engaged in the gas or electric merchant function any information from a non-affiliated shipper, or, if it does so, provide that information contemporaneously to all potential shippers on its system;

· The Company shall preclude Gas Operations or Gas Acquisition from learning the energy market positions of any affiliate; and 
· SoCalGas’ operating employees and the employees of its marketing affiliates, including SDG&E employees engaged in the electric merchant function shall function independently of each other to the maximum extent practicable; Gas Operations shall operate independently and physically separate from Gas Acquisition.
Q.
Please summarize the relevant findings in the Opinion of the Attorney General on Competitive Effects of Proposed Merger Between Pacific Enterprises and Enova Corporation?

A.
The Attorney General of California (AG) concluded that the interstate gas markets are highly integrated and that the relevant market for analyzing horizontal market power for SoCalGas should be defined as gas delivered at interstate receipt points by pipelines from the San Juan basin, the Permian basin, basins in the Rocky Mountains and Canada (page 26).  The AG further concluded that this is an unconcentrated market with many buyers and sellers (page 28).  Finally, the AG concluded that the merged gas procurement operations of SoCalGas and SDG&E would constitute only 5% of purchases within this market and that the merger would have an insignificant effect on competition in this market (page 42).

Q.
So how would you summarize the findings of the FERC, the CPUC, and the AG?

A.
Previous findings regarding market power of SoCalGas can be fairly summarized as follows:

1. SoCalGas does not have the ability to control gas prices at the California border, as the producing basins across the western U.S. and Canada that serve California form an integrated market in which SoCalGas purchases only a small proportion of total production; and
2. Any potential for vertical market power abuse has been mitigated by remedial measures adopted and administered by the Commission.
Q.
Are these conclusions still valid today?

A.
Yes.  Previous findings that SoCalGas’ Gas Acquisition (GA) group or the combined SoCalGas/SDG&E GA group lacks market power in gas procurement remain valid today and in the foreseeable future.  
Q.
How did you reach that conclusion?

A.
The fact that southern California gas purchasers acquire natural gas on an ongoing basis from each of the production areas across the western U.S. and Canada indicates that southern California is part of an integrated geographic market that includes these areas.  Figure 1 shows the location of major production basins supplying southern California and major pipelines connecting production areas to southern California.  Table 1 below shows average daily production in these producing basins for the last five years.
Table 1.  Wellhead Production in Basins Supplying Southern California

(average daily loads in MMcfd)

	
	2002
	2003
	2004
	2005
	2006

	Permian
	4,930
	4,840
	4,710
	4,680
	4,720

	San Juan
	4,130
	4,110
	4,140
	4,100
	4,070

	Rocky Mountains
	6,990
	7,410
	7,860
	8,330
	8,850

	Canada
	16,000
	15,500
	15,650
	15,700
	15,800

	California
	1,080
	1,020
	950
	960
	960

	Total
	33,130
	32,880
	33,310
	33,770
	34,400


Q.
How do these supplies reach southern California?

A.
Permian basin supplies reach southern California through the El Paso (EP) and Transwestern (TW) pipelines.  San Juan supplies reach southern California through EP, TW, and Questar’s Southern Trails pipeline.  Rocky Mountain supplies reach southern California through the Kern River Pipeline and can also reach southern California through Northwest Pipeline (NWP) and TransColorado Pipeline via El Paso.  Supplies from western Canada reach southern California through Gas Transmission Northwest (GTN) and PG&E.  The capacities of interstate pipelines directly serving California are shown in Table 2.  
Table 2. Capacities of Interstate Pipelines Serving California

	Pipeline
	Capacity (MMcfd)

	Transwestern
	1,210

	El Paso
	3,710

	Kern River
	1,830

	GTN
	2,190

	Southern Trails
	120

	Total
	9,060


Q.
How much natural gas storage capacity exists in the relevant market area?

A.
Based on the Natural Gas Market Study by the CPUC and the CEC of February 8, 2006, there is 1,077 Bcf of storage capacity in the western states, 210 Bcf of which is in California.

Q.
Do you have additional evidence that southern California is part of an integrated market that includes the four major producing basins and the state of California itself?

A.
Yes.  An additional indicator of an integrated market is the correlation of prices at various locations within the market area.  High correlation of price changes over time at certain locations indicates that these locations form an integrated market. Correlation of southern California prices with prices at other locations is illustrated in Figures 2 through 6.  Each of these figures shows the monthly (bid-week) price at the California border compared with the price at another key pricing point in the western U.S.
Figure 2 shows SoCal border prices with Permian basin prices over the period January 1995 through April 2007.  For most of the period, prices move closely together and price differentials are small, reflecting the transportation costs.  The exception is the period starting in July 2000 and running through June 2001.  Over that period, particularly December 2000 through June 2001, the price differentials became large, due to an unexpected shortage of pipeline capacity.  This episode will be discussed further below.  The correlation between SoCal border and Permian prices over the period before July 2000 is 0.943, which is very high.  Since July 2001 the correlation is even higher at 0.988.

Figure 3 shows the relationship between SoCal border and San Juan basin prices.  The correlation between the two series shows the same pattern as Figure 2 and price differentials are small except for the July 2000 through June 2001 period.  The correlation between the two series of prices is very high.  Figures 4 and 5 show the correlation between SoCal border and Rocky Mountains and between SoCal border and Canadian gas prices.  Canadian gas prices are shown delivered to Malin as well as to the Canada/U.S. border at Sumas.  Again, the price correlations are very high.

Q.
What is the relevance of the fact that gas prices in southern California are so closely correlated with prices at other key locations in the western U.S.?

A.
As discussed above, market power is the ability to affect prices on a sustained basis to a degree that makes withholding of supply profitable.  As shown above, prices in the western U.S. and the California border move together.  This implies that for an entity to have market power in southern California, that entity must have the ability to affect prices throughout the western U.S.  This, in turn, requires that the entity’s size must be large relative to the size of the relevant market, which is the western U.S. and Canada.

Q.
In your answer above you show that gas in the western U.S. and Canada move together very closely indicating that this area forms an integrated market.  However, the correlation is not as close over the period July 2000 to June 2001.  Why was this period different?

A.
During this period prices in southern California and northern California diverged from prices in the producing basins, with differentials much higher than the cost of transportation.  The same occurred in the Northwest during December and January of that period with prices at Sumas and Stanfield being much higher than prices in producing basins.

As SoCalGas has testified on at least two occasions before the Commission, the temporary disconnect between California border prices and basin prices was due to an extremely unlikely and unexpected confluence of independent factors which have been termed the “Perfect Storm” by SoCalGas and others.  These conditions caused an unexpected temporary shortage of pipeline capacity serving California.  The key unanticipated events contributing to this perfect storm were the following:

· On August 19, 2000, there was a rupture of a major El Paso line limiting deliveries of gas to California; in addition there were other reductions in deliveries to California for a number of other reasons, including preferential access to east-of-California shippers on El Paso;

· The summer of 2000 was an unusually hot summer in the U.S. as a whole and in southern California, resulting in increased demand for natural gas for power generation;

· Due to a drought in the Pacific Northwest, hydropower availability was much below normal resulting in lower hydropower imports into California and increasing the demand for gas for power generation;

· Unanticipated outages of nuclear facilities including the SONGS plant which was out of service much longer than planned;

· The 2000/2001 winter was unusually cold in California; and 
· Due to the fact that market participants did not anticipate the extreme supply/demand conditions in the winter of 2000/2001, most market participants had failed to keep gas in storage; going into the winter noncore storage was only 12% full; in contrast, SoCalGas’ core storage was 85% full and SDG&E’s core storage was 100% full.
Q.
What is the key point of this summary of events over the July 2000 to June 2001 period?

A.
The key point of the above summary is that the disconnect between California border prices and basin prices was an anomaly in the sense that it was the result of the combined effect of a number of unlikely weather conditions such as a severe drought, and a very cold winter, combined with operational problems on El Paso and several nuclear plants.  Each of these factors was an unlikely event by itself and the combination of all of them was extremely unlikely.  On top of that was the fact that these conditions were not anticipated, which resulted in the unusual situation that, starting in the second quarter of 2000, forward gas prices through the winter of 2000/2001 were backwardated.  This meant that there was no incentive to keep gas in storage for the winter, which would have moderated prices at the California border.  Conditions as severe as occurred during this period have a virtually zero probability of reoccurrence.
Q.
Are there additional reasons why a reoccurrence of the temporary disconnect in prices is very unlikely?

A.
Yes.  Since June 2001 the amount of interstate pipeline capacity serving California has increased by a total of 1,900 MMcfd.  And starting next year the Baja Norte pipeline will be able to deliver volumes in the order of 500 MMcfd of LNG.  In addition, SoCalGas has increased the capacity of its storage fields from 105 Bcf to 131 Bcf.  This increased capacity means that even if such unlikely conditions were to reoccur there still would not be as severe an impact on prices at the California border.

Q.
Please provide data on SoCalGas and SDG&E’s gas purchases.

A.
Tables 3A and 3B show purchases of natural gas by SoCalGas’ and SDG&E’s gas procurement groups.  Both SoCalGas and SDG&E buy gas directly in producing basins and transport this gas over their own pipeline capacity.  Both groups also purchase gas at the southern California border and gas produced within California. 
Table 3A.  SoCalGas Average Daily Purchases by Supply Basin

(MMcfd)

	Basin
	2004
	2005
	2006
	2004-2006 Average

	Permian
	171
	151
	131
	151

	San Juan
	683
	656
	732
	690

	Rocky Mountains
	6
	51
	73
	43

	Canada
	0
	0
	0
	0

	California Intrastate
	35
	16
	13
	21

	California Border
	145
	135
	49
	110

	Total
	1,040
	1,009
	998
	1,016


Table 3B.  SDG&E Average Daily Purchases by Supply Basin

(MMcfd)

	Basin
	2004
	2005
	2006
	2004-2006 Average

	Permian
	5
	4
	5
	5

	San Juan
	5
	27
	47
	26

	Rocky Mountains
	0
	1
	6
	2

	Canada
	47
	38
	35
	40

	California Intrastate
	5
	5
	6
	5

	California Border
	87
	47
	37
	57

	Total
	149
	122
	136
	136


Q.
Please summarize the evidence and implications of your analysis for potential market power of SoCalGas and SDG&E’s gas procurement groups.

A.
The analysis in the previous sections shows that SoCalGas’ and SDG&E’s gas procurement groups operate in an integrated market that covers most of the western U.S. and Canada.  In this market producers and marketers compete in supplying southern California and other regions in this geographic area.  This competition means that prices will always move together except under the most extreme circumstances that have virtually no probability of occurring in the foreseeable future.  The combined portfolio of SoCalGas and SDG&E constitutes less than 5% of this market.

Even if the combined gas procurement group for SoCalGas and SDG&E were to increase purchases of flowing supplies by a large percentage, say 500 MMcfd over a period of a week, such a change of 500 MMcfd would constitute less than 2% of average daily production in the market area.  When storage is also taken into account, the same change would constitute an even smaller percentage of total deliverability in the market area.  As prices over the market area move together, for SoCalGas or the combined portfolio to move California border prices it would have to move prices over the entire market area.  A change of 1 to 2% in the supply/demand balance for one week is far below the thresholds generally believed to be necessary for the exercise of market power.
Q.
Do you have comparable information for Coral?

A.
I do not have comparable detailed information for Coral, since Coral has refused to provide this information.  But it is possible to make reasonable approximations.  For each of the last three years, Coral has been in the top five of North American gas marketers, ranked by physical volume sold.  The last available number for Coral is for fourth quarter of 2006 when Coral reportedly sold 12.2 Bcf/d.  (Gas Daily, March 23, 2007.)  Coral purchases gas in each of the western basins serving California.  The total production in these basins constitutes more than half of the volume produced in North America.  If Coral’s trading volume in the western states is proportional to the west’s share in North America Coral would purchase roughly 6 Bcf/d in western basins.  For the purpose of this proceeding, I recommend that the Commission assumes that Coral’s market in the western states is 6 Bcf/d.
More specific to California, sources in the gas industry indicate that Coral controls about 500 MMcf/d of gas in the Rockies, most of it sold in California.  Coral also ships gas from Canada and the southwest to California.  For California I recommend that the Commission use 1 Bcf/d as a proxy for Coral’s current market in California.  As Coral itself indicates, its market in California will grow when the Baja LNG terminal becomes operational.  Therefore, for 2008 and after, I recommend that the Commission use 1.25 Bcf/d as a proxy for Coral’s market in California.
Q.
Do you believe Coral has market power?

A.
No, I don’t believe so.  Even though Coral has a market share that exceeds the market share of SoCalGas, Coral’s market share is probably still small in the relevant market area.  However, it would be untenable for Mr. Dyer to argue that SoCalGas has market power and at the same time deny that Coral has market power.
III.
CORAL’S OUTSOURCING PROPOSAL

Q.
Please state your understanding of Coral’s outsourcing proposal.

A.
Mr. Dyer proposes to divide core procurement into five equal slices and to outsource the slices to five different entities which he refers to as “wholesale core procurement agents” (WCPAs).  Each WCPA would be assigned 20% of the core’s pipeline capacity and storage capacity.  WCPAs would be selected through a bidding process in which bidders would bid against a “price reference point.”  The price reference point would be the average of published indices of daily and monthly prices in supply basins for which the core has pipeline capacity. Would-be WCPAs would bid a premium or discount relative to this reference point.  Mr. Dyer suggests that bidders should be allowed to bid premiums up to 2% over the price reference point. 

Q.
Would WCPAs receive payment equal to the prices they bid?

A.
No.  The function of the bids would be to establish a benchmark equal to the price reference point plus the WCPA’s bid premium.  Mr. Dyer explains this as follows: “In other words, the costs of any index-based purchases that exceed the WCPA’s benchmark will not be passed on to customers.  To the extent that a WCPA’s delivered gas costs are less than the WCPA’s benchmark, however, the cost savings will be shared with the utilities’ core procurement customers.”  (Page 13, lines 1-5.)  Apparently, prices that core customers would pay to WCPAs would equal the WCPA’s actual cost (up to a ceiling) plus an incentive determined by comparing actual costs with a benchmark.
Q.
How would the incentive mechanism work?

A.
My interpretation of how it would work is as follows.  In the first instance, on a monthly basis, each WCPA would be allowed to pass on its cost of gas to core customers up to its individual price ceiling, which is the price reference point plus the individual WCPA premium.  On an annual basis each WCPA’s gas costs would be compared with its specific price ceiling.  The WCPA would receive an incentive payment from 20% to 50% of any difference between its individual price ceiling and its costs.

Q.
Who would administer this incentive mechanism?

A.
Mr. Dyer proposes to put the utility procurement department in charge of administering the program.

Q.
What is your general response to this proposal?

A.
At a very high level the proposed mechanism has certain similarities with SoCalGas’ GCIM.  It uses published price indices as reference points and it includes a shared savings approach.  There are a number of differences, however, almost all of which are unfavorable for core customers.  Moreover, the even greater problem is that this proposal tries to create a regulatory mechanism, and apply that mechanism to unregulated companies, with the utility in the role of regulator.  That cannot work.

Q.
Why do you call it a regulatory mechanism?

A.
SoCalGas’ GCIM is a form of incentive regulation in which the utility’s rates are cost-based, but in which the utility is given an incentive to minimize the cost of gas by optimizing the use of core assets.  The GCIM framework includes a substantial amount of regulatory oversight.  There are biweekly meetings with DRA, Energy Division, and TURN.  SoCalGas submits weekly and monthly reports to the Commission. SoCalGas files an annual application in which it submits detailed information on its gas costs and all of its transactions to the Commission, and applies for its GCIM award if it has achieved a level of cost below the sharing threshold.  The application is audited by the DRA audit group.  In addition to the GCIM-specific oversight, the Commission has adopted strict rules and oversight over affiliate transactions and information sharing between the gas procurement group and affiliates, and between the gas procurement group and other departments within the utility.  SoCalGas submits an annual affiliate transactions report which is subject to audit.  In addition, the GCIM is periodically modified to reflect changes in core assets or market conditions.  All of these rules and processes contribute to the success of SoCalGas’ regulatory incentive mechanism.  Coral’s proposal would put SoCalGas in the role of the regulator without any of the rules, processes, and enforcement powers that the Commission has available to it.

Q.
What difficulties would arise if this regulatory mechanism was applied to an unregulated entity such as Coral?

A.
The key issue and most important problem would be the determination of whether the costs submitted by Coral are accurate, fair, and reasonable.  On a monthly basis Coral would submit an invoice of actual costs incurred in serving Coral’s slice of the core portfolio.  These costs would be recorded in the Purchased Gas Account and passed on to core customers. SoCalGas would have to verify that these costs are reported fairly and accurately.  The problem would be that Coral, and most likely other prospective WCPAs, have large trading books and trade very large amounts of gas including in the western states and California.  Coral’s WCPA contract would have cost sharing provisions, while the rest of their trading book would not.  Therefore, Coral would have an incentive to shift costs from their unregulated customers to the core.  For every dollar of costs shifted to the core, Coral would get to keep between 50% and 100% depending on which sharing band ultimately applies.  This cost shifting could be done in a number of ways.  An obvious way to do this would be for Coral to allocate their highest-cost transactions to their WCPA contract.  Another way to do this would be for Coral to buy gas from affiliated producers at above-market prices and allocate the costs to the core. In order to determine whether or not this kind of gaming is occurring, SoCalGas would have to audit all of the transactions in Coral’s entire trading book.  Coral trades about 12 Bcf per day.  If each of the five WCPAs were of Coral’s size, SoCalGas would have to audit 60 Bcf per day of transactions, clearly an immense and very costly undertaking.  And SoCalGas would have to do it without having the authority that the Commission has to require these companies to provide data, testify under oath, and so forth.

Q.
Assuming for the moment that this proposal could actually be implemented, and administered, would this program be a good deal for core customers?

A.
No, the program has a number of features that are unfavorable to core customers.

Q.
Please discuss those features.

A.
First, it is not clear whether or how core customers would be getting the benefit of the interstate pipeline capacity that they pay for.  Each WCPA would be assigned a share of the core’s pipeline capacity, but Mr. Dyer makes it clear that WCPAs would be “free to make use of these assets (or temporarily release or assign these assets) as they see fit.”  (See page 12, lines 1-2.)  In other words, the WCPA would be free to use core pipeline capacity to serve other markets and buy whatever replacement supplies they want for core customers.  For example, if prices in a certain basin are low, WCPAs could use the core’s pipeline capacity from that basin to transport the gas the California border, sell the gas to other marketers or noncore customers at a profit, and buy more expensive California border gas for the core.

Second, it is also not clear how core customers would get the benefit of the storage capacity that they pay for.  WCPAs presumably would fill their slice of core storage capacity by injecting gas during the lower-cost injection season, and withdraw during the higher-priced withdrawal season.  Mr. Dyer, however, does not discuss how the WCPA would charge core customers for withdrawals during high-priced withdrawal months.  In addition, WCPAs would be able to use core storage for purposes other than core service.  They could do parks and loans, store gas for noncore customers, or sell the capacity to other gas marketers on a temporary basis.  Under Mr. Dyer’s proposal none of the benefits of these storage-related transactions would be shared with core customers.

Third, in the Coral proposal “benefit” sharing begins at the price reference point plus the WCPA’s premium.  If the WCPA’s bid premium was two percent, a number that Mr. Dyer holds out as reasonable, sharing begins at 102% of the market benchmark.  In other words, WCPAs could be receiving incentive awards even if annual costs exceed the market benchmark.  By contrast, the current GCIM provides for benefit sharing only if costs are more than 1% below the market benchmark.

Q.
What is your understanding of Mr. Dyer’s proposal regarding hedging?

A.
His proposal is rather vague, but I understand it to be as follows.  The WCPA would direct the utility’s core procurement department to purchase hedges on behalf of the WCPA.  Otherwise, Mr. Dyer states, “a WCPA could purchase a hedged product in a manner that does not accurately reflect market prices.”
  The costs and benefits of hedges would be included in the costs paid by core customers up to the WCPA’s individual price ceiling, and would be included in the incentive awards calculations.  But apparently, neither the utility nor the Commission would have any role in determining what type, what volume, and the costs of hedges that would be acquired.

In addition, Mr. Dyer proposes that WCPAs should be encouraged to engage in fixed-price physical transactions.  He would do this by allowing WCPAs to pass all costs of fixed-price contracts to core customers when these costs exceed the WCPA’s price ceiling but allow WCPAs to share in any differences below the ceiling.

Q.
What is your view of these hedging proposals?

A.
Obviously, Mr. Dyer’s fixed-price proposal is unbalanced in favor of WCPAs and against core customers.  His financial hedging proposal would not result in any kind of coherent hedging policy, nor would it ensure that hedging activity reflects either customer preference or the Commission policy preferences.
IV.
GCIM ISSUES
Q.
Mr. Dyer claims that the GCIM “causes core procurement customers to purchase more gas than they need, and at a higher price, with no penalty to the utility.”  (Page 24, lines 10-12.)  Does this make sense?

A.
No, this is just an assertion, not backed by evidence or analysis.  Apparently, Mr. Dyer refers to the fact that SoCalGas’ gas acquisition group has the ability to buy and sell gas in the day market.  In order to minimize gas costs, the gas acquisition group on a daily basis compares that day’s prices with forward prices in nearby months or with expected prices later in the month.
  If daily prices are below forward prices, the gas acquisition group may purchase some additional gas in the day market to the extent allowed by its transportation and storage rights, and thereby avoid the same amount of future purchases.  Likewise, if daily prices are above forward prices, the gas acquisition group may sell some gas in the day market with the expectation that the gas can be bought back at a lower price in the future. 
These kinds of transactions are one way in which the gas acquisition group uses the assigned core storage assets to optimize the timing of gas purchases to minimize the core’s gas costs, and these kinds of transactions are not any different from the way marketers and noncore customers use their storage and balancing rights.

Q.
What are the changes Mr. Dyer proposes to make to the GCIM?

A.
He proposes two changes.  First, he would provide incentives for the utility to make long-term fixed-price purchases by excluding such purchases from the GCIM when the price exceeds the benchmark, but include such purchases when they are below the monthly benchmark.  Second, he would modify the GCIM benchmark calculation, and base the benchmark on an average of daily and monthly indices.
Q.
Please discuss these proposed changes.

A.
As I mentioned above in discussing Coral’s outsourcing proposal, the proposed treatment of fixed-price purchases would have the core customers absorb all the costs above the benchmark, while receiving only part of the cost-savings below the benchmark.  This is obviously biased against the customers’ interests.  Also, Coral’s proposed treatment of fixed-price purchases, which are physical hedges, is inconsistent with Mr. Dyer’s position that all costs and benefits of financial hedges should be within the GCIM.  Furthermore, SoCalGas has no plans to engage in long-term fixed-price purchases.  If in the future SoCalGas comes to believe that large-scale fixed-price purposes are beneficial, SoCalGas would consult with DRA and TURN to propose an appropriate treatment for such purchases.

The Coral proposal to base GCIM benchmarks on an average of monthly and daily indices would encourage the utility to include more daily (vs. monthly) purchases in its portfolio of purchases.  This would result in less reliable supply and increased volatility in monthly core procurement rates.  Also, since this proposal would encourage daily purchases, it is inconsistent with Mr. Dyer’s advocacy for more price stability through longer term fixed-price purchases.
V.
Treatment of Winter Hedges
Q.
Please summarize your understanding of the testimony of DRA witness Ms. Sabino regarding the proposed treatment of winter hedges.

A.
Ms. Sabino states that, as a matter of policy, DRA opposes taking hedging outside the GCIM. She recommends that the Commission reject the proposal to exclude the costs and benefits of Winter Hedges from the GCIM.  She also states that, if the Commission adopts the utility’s proposal, DRA would recommend a change in the GCIM sharing to 80/20.
Q.
Ms. Sabino states that “the Applicants present no justification whatsoever to support removing long-term core winter hedging from the GCIM.”  (Page 31, lines 6-8.)  How do you respond?

A.
First, it should be noted that SoCalGas is not proposing to do any long-term winter hedging.  SoCalGas’ current approach is to hedge for the coming winter only, and not acquire multi-year hedges.  SoCalGas does not have any plans to change that approach, and is not proposing that in this proceeding.  If we do want to change our approach and want to engage in multi-year hedging, we would file for approval with the Commission after first consulting with TURN and DRA.  Second, with respect to the general issue of excluding Winter Hedges from the GCIM, the Commission has already reviewed the merits of this proposal at least twice.  As I stated in my direct testimony, the proposal was made before, in 2005, because the cost of hedging had increased to a point where the continued inclusion in the GCIM would have constituted a strong disincentive for the utilities to hedge winter gas costs at an appropriate level.  The Commission agreed with that assessment.  (D.05-10-043, mimeo., at 11.)  
Last year, in D.06-08-027, the Commission reaffirmed its earlier finding in 2005 stating:

We find that the existing 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, mimeo., at 14.)
Q.
Ms. Sabino claims that granting the utilities hedging proposal would effectively “grant the utilities a license to engage in winter hedging with unknown elements for the next 4 winters until May 30, 2011.”  (Page 31, lines 16-18.)  The testimony also states that SoCalGas would file hedge plans as a “compliance Advice Letter.”  Is that correct?
A.
No, this is a misunderstanding. As discussed in the Direct Testimony of Mr. Goldstein, and in Attachment A of the Testimony of Mr. Morrow, SoCalGas proposes to submit annual Advice Letters detailing their procurement plans, including winter hedging plans for approval by the Commission.  These Advice Letters would request approval by the Commission, and, therefore, would not be compliance Advice Letters. Before filing these Advice Letters SoCalGas and SDG&E would discuss and review the plans with the procurement review group.  In other words, instead of proposing that the utilities be “granted a license,” SoCalGas/SDG&E propose to submit any winter hedge plan for approval by the Commission.  
Q.
On page 31, lines 5-6, Ms. Sabino states: “the application proposes to modify GCIM in a way that would alter the balance of interests between core customers and shareholders.  Doing winter hedging outside of the GCIM lowers shareholder’s risk while potentially increasing core customer risk.”  Do you agree with this statement?
A.
No.  I believe that the proposal decreases core customer risk for two reasons.  First, with all costs and benefits out of the GCIM, 100% of the hedge benefit in high-price winters will be used to reduce customers’ high winter bills.  Obviously, this would result in lower winter bills in high-price winters than would be the case if 25% of the benefits go to shareholders through the GCIM sharing mechanism.  Conversely, of course, in low to moderate-price years customer bills would be slightly higher.  The key point is that the range of variation in winter bills is reduced by the proposal to pass 100% of the costs and benefits on to customers.  Secondly, as noted above, the proposal would remove a disincentive that the utility would otherwise have, which would result in a more appropriate level of hedging.
Q.
Does the SoCalGas/SDG&E proposal reduce shareholder risk?

A.
It does reduce shareholder risk if one assumes that the utility will acquire the same portfolio of hedges whether or not the hedge is outside GCIM, but that is probably not the correct assumption.  Prior to 2005, SoCalGas did acquire winter hedges, but the amount of money put at risk was relatively small.  Since 2005 the cost of hedges has increased greatly and the need for hedging is stronger.  The Commission recognized this and responded by approving requests to hedge outside the GCIM.  In other words, there has never been an expectation on the part of the Commission that the utility should bear a major financial risk in order to reduce risk to customers.  I believe the proposal to exclude winter hedges from GCIM are a win-win for both customers and shareholders.  
Q.
Ms. Sabino refers to a settlement agreement which would reduce the sharing percentage in PG&E’s gas cost incentive mechanism.  Is this a valid precedent for reducing SoCalGas’ sharing percentage?  
A.
No.  PG&E has an incentive mechanism that is different from SoCalGas’ mechanism in a number of respects.  Also, even though I am not privy to any non-public information, it is clear that PG&E’s approach to hedging is quite different from the SoCalGas approach.  The agreement with PG&E resolved many issues that are not being considered in this proceeding.  It includes specifics on a long-term multi-year hedging plan, and it also includes other changes to PG&E’s incentive mechanism that appear to be favorable to PG&E.  The comparison between the SoCalGas/SDG&E proposal and the PG&E settlement would be an apples-to-oranges comparison.  
Q.
Does this conclude your rebuttal testimony?

A.
Yes, it does.
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� A small proportion of the total core load, less than 1%, is served under the core aggregation program and does not receive procurement service from SoCalGas.  


� To be precise, for withholding to be profitable the percentage increase in price has to be greater than the percentage decrease in quantity supplied times the firm’s “profit margin,” where profit margin is defined as the margin between price and variable cost as a percentage of price.  


� Curiously, Mr. Dyer expresses no concern whatsoever regarding the possibility that a WCPA could purchase physical gas products in a manner that does not accurately reflect market prices.


� For example, prices on week days are frequently higher than prices during week-ends, so that total costs can be lowered by buying some additional gas during the week-end, and selling that gas during subsequent week days.
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