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APPENDIX A

PREPARED DIRECT TESTIMONY

OF HERBERT S. EMMRICH

I.
PURPOSE OF TESTIMONY
A.
Purpose

The purpose of my updated direct testimony is to introduce and support the proposal of Southern California Gas Company (SoCalGas) and San Diego Gas & Electric Company (SDG&E) to use embedded cost principles for purposes of conducting gas cost allocation studies for rate design purposes and to sponsor an Embedded Cost Study (ECS) of SoCalGas’ Year 2007 actual expenses and based on that study allocate Year 2008 authorized base margin distribution, transmission, storage and Administrative and General (A&G) expenses among SoCalGas’ customer classes.  My testimony is organized as follows: 

· Section II provides a summary of the ECS results and allocation of costs to customer classes.  

· Section III provides a discussion of cost allocation principles; a discussion of the history and the benefits of gas utilities using economically efficient Long-Run Marginal Cost (LRMC) cost allocation methods to price utility services; the application, by the Commission, of LRMC ratemaking over the past 16 years and the resulting deviation from efficient pricing principles;  a description of the benefits of using embedded cost methods over LRMC methods given the practical difficulties with the Commission’s current application of LRMC; and, a description of the ECS approach and the treatment of specific cost elements of Base Margin.
Section IV describes the most important considerations in conduction a cost allocation study.  

· Section V provides an overview of SoCalGas’ Embedded Cost Study.
· Section VI provides the details of SoCalGas’ ECS.
· Section VII describes the Functionalization and Classification of O&M and A&G Costs.  

· Section VIII describes the Functionalization of Net Plant.

· Section IX describes the functionalization of General Plant, Demand-related Distribution and Transmission costs and the allocation of Storage Costs. 
· Section X describes the reasonableness of SoCalGas’ ECS.

B.
Qualifications

My name is Herbert S. Emmrich.  My business address is 555 West Fifth Street, Los Angeles, California 90013-1011.  I am employed by Southern California Gas Company as Gas Demand Forecasting and Economic Analysis Manger in the Regulatory Affairs Department.  I have been in this position since 2004.  I have previously testified before this Commission. 

My academic and professional qualifications are as follows: I earned an undergraduate degree in Economics and Behavioral Sciences from California State University at Dominguez Hills in 1970 and a Master of Arts Degree in Economics from California State University at Long Beach in 1974.  I also completed 2 years of post-graduate coursework in Economics at UCLA from 1970 to 1972. In addition, during the past 24 years, I held analyst, manger and director positions in the Regulatory Affairs, Planning, Customer Services, Marketing, Gas Supply and Commercial and Industrial Services Departments of SoCalGas.  

My employment outside of SoCalGas has been in the areas of economics, environmental assessment, business planning, and energy sector development.  I held the positions of: Economist, Regional Economist and Environmental Assessment Manager at the U.S. Bureau of Land Management’s Pacific Outer Continental Shelf Office, in Los Angeles, from 1975 to 1979; Economic Policy Supervisor and Issues and Policy Manager of Getty Oil Company from 1979 to 1984; and, Senior Energy Advisor of the U.S. Agency for International Development’s Caucasus Office in Tbilisi, Republic of Georgia, from 1998 to 2002. 

In addition, I have taught micro and macro economic theory at El Camino College, Torrance, CA; Cal State University, Dominguez Hills, CA; and the Georgian Institute of Public Policy in Tbilisi, Republic of Georgia, of and on, on a part time basis, over the past 26 years.

II.
SUMMARY OF RESULTS OF EMBEDDED COST STUDY
A.
Base Margin Costs

The total Authorized Base Margin costs to be allocated to SoCalGas’ customer classes for 2008 are $1,571 million as shown in Table 1 below.   The major cost components are Operations and Maintenance expenses of $952 million, capital & tax-related costs (return, depreciation, income and property taxes and payroll taxes) of $653 million, a miscellaneous revenues credit of $64 million, and a Franchise and Uncollectible and reconciliation factor of $29 million to reconcile 2007 base margin costs to the 2008 Authorized Base Margin
/ currently in rates.  
[image: image1.wmf] 

Table 1

Total Base Margin Costs 2007

Operations & Maintenance 2007

  Storage O&M

$34.6

  Transmission O&M

$55.5

  Distribution O&M

$311.0

  Customer Accounts

$189.7

  Customer Services

$23.9

  Administrative & General

$337.4

     Total O&M

$952.1

Capital-Related Costs 2006

  Authorized 2007 Rate Base

$2,642

  Authorized ROI @ 8.68%

$229

  Depreciation

$275

  Taxes - State and FIT 

$149

    Total Capital-Related Costs

$653

Minus Miscellaneous Revenues

($64)

F&U and Reconciliation 

$29

Authorized Base Margin 2008

$1,570.827


B.
Cost Allocation by Customer Class
Of the total $1,571 million authorized base margin allocated in the ECS, $1,402 million, or 89.2%, was allocated to the core class of customers with the major portion, $1,202 million, or 76.5%, allocated to the residential class, $193 million, or 12.3%, to the core Commercial and Industrial (C&I) class and the remaining 0.5% to the Gas Air Conditioning, Gas Engine and Natural Gas Vehicle (NGV) classes. The Retail Non-Core class of customers was allocated $103 million, or 6.6%. Of the retail noncore total, $46 million was allocated to the Commercial and Industrial, $54 million to the Electric Generation, and $4 million to the Enhanced Oil Recovery (EOR) customer classes. Wholesale and international customers were allocated $37 million, or 2.4%, and the remaining $29 million, or 1.8%, was allocated to the Transactions Based Storage (TBS) program. Core reliability storage costs were allocated directly in core transportation rates and storage balancing costs were allocated across all customer classes based on average year throughput forecasts in transportation rates. The cost allocation by customer class is shown in Table 2 below.  
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Allocation      ($ 

Millions)

Average year 

Throughput 

(MDth)

Cents/Therm

Percent of 

Total Cost

Customer Class

Residential

$1,201.9

2,484

$0.484

76.5%

Core C&I

$193.4

971

$0.199

12.3%

Gas AC

$0.040

1

$0.033

0.0%

Gas Engine

$1.9

18

$0.107

0.1%

NGV

$4.2

117

$0.036

0.3%

  Total Core

$1,401.5

3,591

$0.390

89.2%

 

 

Non-Core C&I

$45.6

1,440

$0.032

2.9%

Electric Generation

$53.6

2,827

$0.019

3.4%

EOR

$3.9

156

$0.025

0.3%

  Total Retail Non-Core

$103.1

4,423

$0.023

6.6%

 

 

Wholesale & International

 

 

  Long Beach

$2.7

117

$0.023

0.2%

  SDG&E

$29.5

1,227

$0.024

1.9%

  Southwest Gas

$1.8

82

$0.022

0.1%

  Vernon

$2.1

116

$0.018

0.1%

  DGN   

$1.1

54

$0.020

0.1%

    Total Wholesale & Inter.

$37.2

1,596

$0.023

2.4%

TBS Storage

$29.0

N/A

 

1.8%

  Total Base Margin

$1,570.827

9,611

$0.163

100.0%

Table 2

Allocation of Base Margin by Customer Class


III.
EMBEDDED COST ALLOCATION PRINCIPLES AND EMBEDDED COST STUDY (ECS) APPROACH
A.
Cost Allocation Principles for Ratemaking Purposes
In evaluating any cost allocation methodology, the following defining characteristics are appropriate:

1. Recognition of cost causality;
2. Results which are representative of the true costs of serving different types of customers;
3. A sound rationale or theoretical basis for allocating costs;
4. Stability of results over time;
5. Logical consistency and completeness; and
6. Ease of implementation.
The fundamental and underlying philosophy applicable to all cost studies for purposes of allocating costs to customer groups is based on the concept of cost causation.  Cost causation seeks to determine which customer or group of customers causes the utility to incur particular types of costs.   It is therefore necessary to establish a linkage between a utility's customers and the particular costs incurred by the utility in serving those customers. The essential element in the selection and development of a reasonable cost allocation methodology is the establishment of relationships between customer requirements, load profiles and usage characteristics, and the costs incurred by the utility in serving those requirements.  In addition, when conducting a cost allocation study, the cost analyst should utilize a computational methodology that ensures the cost study will stand on its own objective merits. Therefore, a cost study’s ability to properly reflect cost causation and the actual verifiable operational costs to serve customers of a gas utility should be the primary consideration in judging the reasonableness of its underlying computational methodology. A cost allocation study should not be influenced (i.e., results driven) by any non-cost considerations that may be part of the rate setting process.   Instead, to the extent it is appropriate to recognize non-cost considerations in setting a utility’s gas rates, those considerations should be explicitly recognized outside the context of the cost allocation study.

B.
LRMC vs. Embedded Cost Allocation Methodologies

The natural gas industry in the United States has spent considerable time and effort over the years attempting to adapt marginal costing principles to the gas ratemaking process. Cost analysts and economists generally agree that marginal costing principles are based on well-established economic principles. From an economic efficiency and conceptual perspective, economists have articulated the benefits of marginal cost-based pricing in setting utility rates.  SoCalGas has also articulated these benefits in several proceedings before the Commission. However, the real debate over the years associated with marginal cost-based pricing has not revolved around the underlying economic theory, but with its application in actually establishing LRMCs for ratemaking purposes. The most critical issue in applying marginal cost concepts to gas ratemaking is whether or not the benefits of using marginal costs are lost in the translation from theory to practice.  This is exactly what happened in California.  The Commission’s current application of LRMC has deviated far from the economic efficiency principles lauded by economists over the years.

That basic economic efficiency principle is to use LRMC costs to set rates based on the marginal customer-related costs incurred to provide gas service to an additional customer, keeping demand constant, and the marginal demand-related costs of serving one unit of additional throughput, given a constant number of customers.  Using this pricing methodology assures that customers receive the appropriate price signal to use gas service efficiently. Unfortunately, the Commission has deviated from this economic efficiency principle and has instead implemented LRMC-based rates that have distorted the cost signals given to customers that are the hallmark of the forward looking principles of a proper LRMC rate-setting methodology.

C.
The Evolution of LRMC in California

To fully understand the current situation in California surrounding LRMC concepts, it is appropriate to first provide a brief chronological summary of the costing principles adopted by the Commission in conducting cost allocation studies for gas utilities. The desire on the part of the Commission to examine various gas cost allocation approaches was discussed in Decision D.86-12-009. In that decision, the Commission indicated its theoretical preference for marginal cost. The Commission stated that it preferred a pricing methodology that was consistent with the new gas industry structure it had adopted, and that it wanted transportation services to be priced in a way that would enhance economic efficiency, meet the service needs of utility customers, and provide the utilities with a fair opportunity to earn their allowed rate of return.  

However, in D.86-12-009 the Commission adopted a “hybrid” form of embedded cost on an interim basis even though it had a theoretical preference for marginal cost. The hybrid nature of embedded costs was created by the Commission, “…by choosing “flatter”, less extreme allocation factors, which tend to spread costs more equally across the board to all market segments.” (D.86-12-009, mimeo at 24).   The reliance on this form of embedded costs was done in recognition of the fact that adequate marginal cost studies and demand elasticity studies had not yet been developed as a basis for setting LRMC-based rates. 

Much debate occurred over the next six years in various venues before the Commission on the methodological and computational details of LRMC. In D.90-01-021, the Commission stated its intentions to consider cost allocation and rate design issues in three phases: (1) determination of LRMC, (2) cost allocation, and (3) rate design policy issues.  In D.90-07-055, the Commission set final guidelines for estimating LRMC, with the intention of implementing the methodology in test year 1992 cost allocation proceedings.   

In late 1992, in D.92-12-058, the Commission adopted an LRMC methodology for the three gas utilities – Pacific Gas & Electric Company (PG&E), SoCalGas, and SDG&E. All gas utilities were required to adopt the LRMC methodology for implementation by early 1993.  In light of this expedited time schedule, the Commission stated that, “The next 1993 and 1994 BCAPs (following implementation) is the forum that best provides the three respondents an opportunity to update LRMC methodology.” (D.92-12-058, mimeo at 63).  Not surprisingly, the updating and fine-tuning of the gas utilities’ LRMC methodologies has dominated every SoCalGas and SDG&E BCAP proceeding since implementation of LRMC in 1993. 
Since the inception of LRMC ratemaking for gas utilities in California, there has been an ongoing debate concerning the proper implementation of an economically efficient LRMC methodology. Controversial issues have included:
1. Development and details of utility resource plans;
2. Derivation of marginal customer costs using the rental method vs. the New Customer Only (“NCO”) method;
3. The appropriateness of replacement cost adders; and,
4. The impact of scaling unadjusted cost data to the level of the utility’s total revenue requirement.  
The Commission has continuously acknowledged these issues, and the concerns they evoke. These ratemaking issues related to these concerns are discussed in more detail in the testimony of Ms. Smith.
D. 
The Embedded Costing Methodology in Other Parts of North America
Today, nearly all gas distribution utilities and pipelines in North America utilize, and their regulators endorse, embedded costing principles for purposes of conducting cost allocation studies and setting interclass and intra-class revenue levels. The following sections describe the specific costing methods adopted by state, provincial, federal, and national regulators in North America. Gas Utility Costing Methods Expert industry research has shown that the majority of state and provincial regulators have adopted fully allocated or embedded costing principles for purposes of setting class revenue levels and rate structures within particular classes of service.  In fact, for those states in the U.S. where gas marginal cost studies were conducted in the past (other than in California), many of the regulators in those states have now abandoned marginal cost concepts altogether.  This is a good example of how well-intentioned principles have become too complex in practice. Specifically, in an industry-wide review conducted by Russell Feingold on behalf of SoCalGas, he observed that there were only eight states and the District of Columbia where some level of gas marginal cost activity existed. In some cases, gas marginal cost studies were required to be filed by the gas utilities in the state – in other cases these cost studies were filed at the discretion of the gas utility.  The late 2007 updated review conducted by Dr. Schmidt found that only five states remain where some type of marginal cost study is still conducted – Massachusetts, Montana, New Hampshire, Oregon, and Vermont.  In four of those five states, the gas utilities also file embedded cost allocation studies.  The states of Connecticut, Illinois, and New York, and the District of Columbia, no longer require marginal cost studies.   These studies were abandoned for a few primary reasons.  First, as the cost of gas decreased over time, there was less interest and concern over the need to provide gas customers with some type of price signal based on marginal cost to influence their gas consumption habits.  Second, as described earlier, many of these states debated long and hard on how the theory of marginal costing should be put into practice, but were unable, like California, to find a reasonable methodological solution to this fundamental challenge.   Finally, in states where both types of cost studies were conducted, the regulators recognized that the results of the marginal cost studies were similar directionally to the results already obtained under the embedded cost allocation studies.   Therefore, they chose to rely solely upon the embedded cost allocation studies for purposes of setting gas rates, and eliminated the need to conduct marginal cost studies.  
The Federal Energy Regulatory Commission (“FERC”) and the National Energy Board (“NEB”) of Canada both rely upon embedded cost principles when setting interstate and inter-provincial gas pipeline rates. FERC has long relied upon embedded costing methods for setting the revenue levels and rates for pipeline services.   And irrespective of the particular cost classification method used by FERC over the years, the resulting cost allocation to pipeline services always equated to the pipeline’s total revenue requirement (which was based upon historical-based cost data).  FERC believes that its ratemaking process should promote economic efficiency (i.e., the efficient functioning of natural gas markets) and embedded cost methods have always been the basis upon which FERC has sought to achieve this goal. Since, SoCalGas/SDG&E are proposing to close the “Regulatory Gap” for transmission and storage rates between the Commission-approved LRMC rate setting methodology and the FERC embedded cost methodology used by FERC-regulated interstate pipelines, moving to an embedded cost rate setting methodology for transmission and storage would help achieve that goal. Similarly, the NEB has always relied upon embedded costing methods for setting the revenue and rate levels of pipeline services.

E.
Unbundled Services of Transmission and Storage Are Appropriately Priced Using Embedded Costs

SoCalGas and SDG&E are proposing that the embedded cost method be used for allocating all base margin costs to customers.  The Commission, in particular, has indicated a preference for using the embedded cost methodology to price unbundled utility services.  In D.01-12-018 (p.46), the Commission adopted the Comprehensive Settlement Agreement that included settled revenues requirements for SoCalGas based on embedded costs for transmission and storage, and stated, “We have no quibble with using an embedded cost method for unbundling.”  This outcome is consistent with the PG&E Gas Accord (now on version IV) where PG&E’s transmission and storage functions are unbundled based on embedded costs.  
In this proceeding, as directed in D.06-12-031, SoCalGas and SDG&E present a cost-based firm access reservation (FAR) charge based on an embedded cost study consistent with the Commission’s preference that unbundled services use an embedded cost methodology.  For unbundled services, the embedded costs are closely aligned with the revenue requirement for that service.  The revenue requirement closely approximates the historical cost of that service.  LRMC presents a challenge given that the marginal costs of the service would be scaled to equal the revenue requirement which may not reasonably approximate the total cost of the service.  The embedded cost method eliminates that problem and provides as a starting point the total cost of the service.  The embedded cost method is simple and well-understood.

F.
ECS Approach
The embedded cost-based cost allocation methodology uses the utility’s recorded expenditures and allocates them to customer classes based on cost causality. Using embedded costs takes into account the current operations and maintenance costs and the embedded capital costs and the capital planning and implementation costs and, therefore, provides a verifiable cost starting point when allocating costs to customer classes.  For SoCalGas, the starting point for conducting this embedded cost allocation study was the total annual recorded costs for calendar year 2007.   These costs are presented in SoCalGas’ 2007 Annual Report to the Commission (FERC Form 2).   By using the FERC account structure to report these costs, a sufficient level of detail is provided that enabled SoCalGas to examine the plant-in-service, O&M expenses, and A&G expense components that comprise SoCalGas’ distribution, transmission, storage and Non-DSM Customer Service and Information base margin costs.   Since these costs are recorded costs, they are objective and fully verifiable through review of SoCalGas’ detailed accounting records.  

G.
ECS Cost Alignment with Total Revenue Requirement and Actual Costs Incurred

The embedded costs utilized in this ECS are closely aligned with SoCalGas’ total revenue requirements as evidenced by the relatively small 1.8% reconciliation factor, compared to the larger 20% negative “scaler” adjustment required in SoCalGas’ LRMC study. The large scaling factors required with the Commission-adopted LRMC cost allocation methodology add a fundamental distortion to cost allocation that is not typically required when using embedded cost methods.  The SoCalGas and SDG&E ECSs did not rely upon forecasted data from long-range resource plans, thus avoiding the controversy surrounding such cost estimates. To develop future marginal costs, the marginal cost estimation process necessarily relies upon utility plans and single-scenario forecasts that are subject to the uncertainty of attempting to anticipate future events such as the need to construct new capital projects up to fifteen years in the future that may or may not, in fact, be undertaken when the time comes. This challenge to single-scenario forecasting or other forecasting problems can create substantial distortions in the results of the marginal cost studies, causing the projections to diverge from the actual costs eventually incurred by the utility.  This problem does not arise under the embedded cost methodology, since it relies upon the historical costs the utility has actually incurred.   

H.
ECS is More Closely Aligned with Real LRMC

The average costs derived from this ECS diverge less from proper marginal costs than under the CPUC-adopted LRMC methodology.  By definition, embedded costs reflect a utility’s average costs. As a utility’s marginal costs change, its average historical costs will tend to change in the same direction, but more slowly. Specifically, when marginal costs are below average embedded costs, average costs are falling and when marginal costs are above average embedded costs, average costs are rising. The relationship between increases in average demand and customer costs and marginal costs is reflected in average costs. But average costs change less dramatically than marginal costs, therefore, utility rates remain more stable; i.e., the allocation of embedded or average historical costs is less volatile from year to year.   

Since embedded costs track marginal costs in this manner, embedded cost allocation methods ensure that this cost relationship is preserved in the utility’s cost allocation process. In contrast, because of the difficulties in estimating some marginal costs, it is unclear whether or not one can, in fact, capture the proper marginal cost incurred by the utility. Certainly, the developmental history of the CPUC-adopted LRMC methodology suggests that a proper LRMC methodology remains uncertain. Since marginal costs are estimated; i.e., since changes in costs are based on forecasts and not changes in historical or observed actual embedded costs, the likelihood of marginal costs diverging from changes in actual cost results is greatly increased. SoCalGas’ embedded cost allocation studies are based on recorded historical costs from calendar year 2007.   Therefore, they exactly reflect the actual historical costs for this time period.  And over time, embedded cost allocation studies will track marginal costs, since historical costs will be captured in subsequent embedded cost allocation studies. 

I.
ECS Is More Easily Understood by Stakeholders

One of the other important advantages of using embedded costs to allocate costs by customer class is that EC studies exhibit relative computational simplicity. Because marginal costs are estimates, they must be created, requiring a complex process that is based upon numerous assumptions and analyses. Embedded cost allocation methodologies do not create this problem because, by definition, the method is directly linked to recorded historical costs that are known and measurable. Validation is therefore much simpler using recorded embedded costs. SoCalGas’ and SDG&E’s embedded cost allocation studies exhibit relative computational simplicity compared to the LRMC cost studies for two important reasons. First, the embedded cost studies do not contain the types of long-term planning assumptions required in LRMC studies simply because the underlying costs are known with certainty. Second, the embedded cost allocation studies do not require complex forecasting techniques, including computer models and other analytical tools, to derive the starting point for the analysis – the total cost of service in 2007.  Therefore, SoCalGas and SDG&E believe embedded cost allocation studies will be more easily understood by all stakeholders compared to the LRMC cost studies. Since the embedded cost allocation methodology is based upon the same cost information used to determine the utility’s overall revenue requirement, there already exists a strong familiarity with the type and level of costs included in embedded cost allocation studies. Many of these advantages work directly towards streamlining the BCAP process by reducing the degree of controversy in the selection of the costing methodology and assumptions, minimizing the opportunity for biasing results, simplifying the computational process, and enhancing the level of understanding of the underlying cost allocation theory and methodology.  The distinct advantage to using embedded cost is that all of the foregoing benefits are achievable without many of the problems associated with the use of the Commission-adopted LRMC methodology.  

IV.
THE MOST IMPORTANT CONSIDERATIONS IN CONDUCTING A COST ALLOCATION STUDY
Before describing the specifics of SoCalGas’ embedded cost allocation study, it is appropriate to briefly discuss the factors that can influence the overall cost allocation framework utilized by a utility and the guiding principles of cost allocation.

A.
Factors Influencing the Cost Allocation Framework

In undertaking the SoCalGas and SDG&E EC allocation studies, the overall ECS framework was based upon the following key factors:  (1) the physical configuration of the SoCalGas and SDG&E systems; (2) the availability of detailed cost data; and, (3) the Commission’s regulatory policies and requirements applicable to the utility. After considering these elements, SoCalGas and SDG&E followed the standard embedded cost allocation process composed of three standard steps or phases – cost functionalization, cost classification, and cost allocation.  

In the first step, functionalization, the accounting department identified and separated plant and expenses into specific FERC Accounts, based on the various characteristics of utility operation, such as: transmission; storage; distribution, customer services; and, Non-DSM Customer Service and Information.  In the second step, the classification of costs was further separated into the functionalized plant and expenses into the major cost-defining characteristics of services rendered: (1) customer; (2) demand or capacity; and (3) commodity or energy.  SoCalGas’ and SDG&E’s embedded cost studies do not include commodity-related costs, since these costs are not a part of base margin. Other costs; such as, Energy Efficiency and Low Income programs, Self Generation Program, NGV Operation Program, gas acquisition expenses, and hazardous waste recovery costs were also excluded from this cost allocation study because they are funded outside of base margin costs. In the third step, SoCalGas and SDG&E allocated each functionalized and classified cost element to the individual customer class or rate class.  

Costs were allocated on customer-, demand- or revenue-related allocation factors that are based upon various customer service or operational measures. The physical configurations of SoCalGas’ and SDG&E’s systems were considered when allocating costs based on factors such as: (1) distribution configurations; (2) mainline transmission pipeline functionality; (3) storage capacities, and (4) system operating pressure configuration. This consideration included the fact that: (1) SoCalGas has an integrated transmission/storage/distribution system; and, (2) the system operates under a high- and medium-pressure based configuration. 

B.
Guiding Principles of Cost Allocation

The fundamental and underlying philosophy applicable to all cost allocation studies is the concept of cost causation for purposes of allocating costs to customer groups.   Specifically, the essential element in deriving reasonable cost of service allocation methods is the establishment of operating relationships between customer service requirements and the costs incurred by the utility in meeting those requirements.   For example, providing a customer with gas service during peak periods can have much different cost implications for the utility compared to a customer who requires off-peak gas service only. Additionally, as a general premise, a utility’s O&M expenses generally are thought to support the utility’s corresponding plant in service accounts. The existence of the particular plant facilities necessitates the incurrence of cost by the utility to operate and maintain those facilities.  As a result, the allocation basis used to allocate a particular plant account often will be the same basis used to allocate the corresponding expense account, unless there exist more detailed field operating records that support a more discrete cost treatment based on the specific nature of the expenses. SoCalGas’ and SDG&E’s detailed accounting and field records enabled such treatment for a number of its expense categories.   

In the ECSs, costs incurred by SoCalGas and SDG&E and services provided to customers were analyzed to define the cost causality relationships based on SoCalGas’ and SDG&E’s system design and operations, available accounting records, and system and customer load data.   From the results of these analyses, methods of direct assignment and “common” cost allocation methodologies were chosen for all of the utility’s plant and O&M expense elements. In some cases costs incurred were directly assigned to specific customer classes. The term “direct assignment” relates to a specific identification and isolation of plant and/or expenses incurred exclusively to serve a specific customer or group of customers. Direct assignments best reflect the cost causative characteristics of serving individual customers or groups of customers. Therefore, in performing the ECSs, the amount of plant used and expenses incurred to provide service to a specific customer class were directly assigned to those particular customer groups. 

As in all embedded cost studies, only a portion of plant and expenses were directly assigned in the ECSs.  This is due to the nature of utility operations - there is a high degree of common or joint-use facilities and associated expenses.  Out of necessity, then, to the extent the utility’s plant and expenses could not be directly assigned to discrete customer groups, “common” allocation methods were used to allocate the remaining plant and expenses to the customer classes. 

In conducting a cost allocation study, there exists a range of available cost allocation methods that the analyst should consider in determining the most reasonable basis for assigning costs to functions, cost classification categories, and classes of service.  This range reflects the degree of:  (1) precision and objectivity associated with each allocation basis; and (2) common or joint use nature associated with each cost element being allocated.  These allocation bases include:  (1) direct assignment; (2) special study; (3) compound allocation factor and, (4) generalized allocation factor. 

As discussed above, where possible, plant used and costs incurred to serve specific customer groups were directly assigned to those customer classes.  Where direct assignment could not be made, special studies developing detailed cost analysis where conducted to derive detailed cost drivers; e.g., at the FERC sub-account level, to establish the cost causative factors upon which such costs were then functionalized, classified, or allocated.  For example, SoCalGas conducted special studies to assign customer accounting functions; e.g., billing, records management, collection activities, to its various classes of service.  This study evaluated the various work tasks, and associated costs, of this activity in an effort to better assign cost responsibility to those customers that caused the utility to incur these costs.  However, the ability to conduct special studies, and the degree of detail contained in such studies, is a function of the operational and cost data available, and the time available to conduct such studies.  
Since not all costs can be simply assigned by a single factor, a compound allocation factor using two or more generalized allocation factors were combined together in recognition of the multiple bases upon which a particular cost element should be assigned to the various functions, cost classification categories, or classes of service contained in the cost study.  This type of allocation factor recognizes that there is more than one cost driver that best captures the characteristics and activities of that cost element.  The treatment of A&G expenses is a good example of this concept.  Since these expenses are broad-based in nature and support a wide range of utility activities, the entire groupings of accounts, or certain specific accounts, were allocated on the basis of the combination of two or more generalized allocation factors.  Portions of SoCalGas’ and SDG&E’s A&G expenses are treated in this manner, and are discussed in further detail in my and Ms. Hom’s testimonies. 

A generalized allocation factor relies upon a broad measure of a utility’s operational or service characteristics to capture the cost driver most closely associated with a particular cost element.  Examples of this type of cost driver would be the number of customers, total plant-in-service, coincident peak demand, or total labor-related expenses.  Choosing this type of allocation factor often occurs because the cost element being allocated is common to, or jointly-used by, multiple classes of service or functions, or there is no precise way to assign costs to these groupings through detailed accounting records or other similar techniques.  Although this type of allocation factor is more generalized compared to the other factors just discussed, it may represent the best available method, but one that may require significant judgment on the part of the cost analyst.  That is why SoCalGas and SDG&E in conducting the ECSs relied upon “subject matter experts” wherever feasible to provide those judgments based on their specific working knowledge of the utility’s investment in facilities, operational activities, and service requirements of its customers.  The subject matter experts used in the conduct of the ECSs were generally the individuals closest to the activities that could identify the cost causality that required SoCalGas and SDG&E to make their investments in facilities and to identify the costs incurred to operate and maintain its gas system to provide service to specific customer classes.

V.
SOCALGAS’ EMBEDDED COST ALLOCATION STUDY OVERVIEW
A.
Study Approach

SoCalGas and SDG&E relied upon subject matter experts to thoroughly evaluate the various activities undertaken to serve its customers and to compile the detailed information required to form the basis for the functionalization, classification, and allocation of their authorized 2008 authorized base margin cost.  The studies conducted to analyze costs were highly detailed, comprehensive and thorough.  While more detail alone does not ensure more accurate cost study results, SoCalGas and SDG&E chose to concentrate their efforts in areas where the added detail and time spent contributed in a positive way to the end result.  For example, SoCalGas and SDG&E conducted detailed special studies for many of the major plant accounts; e.g., services, meters and regulators, where the historical accounting cost information was available to assign these facilities to specific customer types with a high degree of confidence, thus increasing the reasonableness of the cost studies’ results.  The same type of scrutiny was placed on the treatment of customer accounts expense (FERC Account Nos. 901 through 903 and 905).  SoCalGas conducted detailed studies to identify the type and level of activities by customer for meter reading, customer billing and payment processing services, and credit and collection to determine the specific costs of providing these services to the customers that require them.  Likewise, Non-Energy Efficiency Customer Service and Information expenses were studied and assigned to the appropriate customer classes by special study.

SoCalGas’ and SDG&E’s cost studies exhibit a relatively high-level of computational detail where appropriate and are supported by the availability of data.  This is an important attribute of the ECSs in striving to achieve a reasonable representation of the true costs of serving specific customer classes.  The cost studies also provide a detailed “audit trail” enabling the tracing of cost elements throughout the various steps of the computational process.  Finally, in certain functional cost categories, the embedded cost allocation studies utilize the same type and level of cost detail by activity for purposes of deriving cost allocation factors as in the current LRMC studies.  

B.
Embedded Cost Study Process

This section discusses the particular process followed by SoCalGas and SDG&E in conducting their embedded cost allocation studies filed in this proceeding.  In addition, specific parts of the process are highlighted, where appropriate, to illustrate the nature of the underlying analyses used by SoCalGas to derive the study results. 

1.
Cost Allocation Framework

SoCalGas is the largest natural gas distribution utility in North America, with over 2,700 miles of gas transmission lines, 131 BCF of storage inventory, and over 87,000 miles of gas distribution mains and services.  The physical configuration of SoCalGas’ gas system is fully integrated and consists of underground storage fields, a gas transmission system that serves both a backbone and local transmission function, as described more fully in Mr. Schwecke’s testimony, and a gas distribution system that is composed of high- and medium-pressure systems.  SoCalGas delivers gas to over five million retail customers over its backbone and local transmission system and its distribution system, and to four wholesale and one international customer. 

SoCalGas has very detailed accounting records that facilitate the development of cost functionalization, classification, and allocation factors for use in its cost study that reflect cost causation concepts.  These records enabled SoCalGas to carefully evaluate the cost drivers associated with its various classes of service to closely relate the historical plant and expenses it incurs to serve customers to the specific customers or groups of customers causing such costs to be incurred.  Finally, over the last 16 years, the Commission has adopted certain principles to allocate demand-related costs to customer classes that provide guidance in certain respects for conducting embedded cost allocation studies.  For example, the Marginal Demand Measures (MDMs) used in SoCalGas’ LRMC cost study; e.g., cold-year peak day demand, cold year peak month, and cold temperature year and average temperature year throughput, were used as the basis for the demand allocation factors relied upon in the ECS. 
2.
Cost Functionalization and Classification Processes

The following major functional categories are included in SoCalGas’ embedded cost allocation study:  Customer-, Distribution-; Transmission-; Storage- and, Non-Energy Efficiency Customer Service and Information-related expenses.  Within the Distribution function, there are sub-classifications of high pressure and medium pressure distribution.  The two customer designated functions, Customer-related and Non-Energy Efficiency Customer Service and Information, are unique to SoCalGas and serve to facilitated the later steps of cost classification and allocation in the cost allocation study. SoCalGas combined the steps of cost functionalization and classification through the use of the Customer-related cost category to simplify the cost allocation process.  The functional category, Non-Energy Efficiency Customer Service and Information, treats the costs contained in FERC Account Nos. 907 to 910 as a unique grouping of costs.  This was done because the Commission has historically preferred to examine these costs separately from other margin elements.

For utility plant-related costs, SoCalGas generally relied upon its subject matter experts to determine the most reasonable basis for functionalizing costs.  In many cases, the detailed plant accounting records form the basis for completing this step.  In some cases, a direct assignment of dedicated plant investment to a particular function was possible based on the specific nature of the investment.  These methods are commonly used in conducting embedded cost allocation studies and provide a reasonable basis for functionalizing costs.  For O&M expenses, SoCalGas analyzed costs by FERC account, and by sub-account, for purposes of functionalizing these expense elements.  The analyses were guided in part by the manner in which SoCalGas functionalized its associated plant.  Wherever possible, direct assignments to a particular function were made in a manner consistent with SoCalGas’ treatment of plant.  Then, based on a review of distribution costs, SoCalGas determined that in some cases, the use of installed footage (for each sub-function) was appropriate to functionalize the remaining O&M expenses.  Inherent in this approach is that the unit O&M expense level is the same between sub-functions within a particular function; e.g., between high and medium pressure distribution.  SoCalGas considers this approach to be reasonable considering that certain field personnel are performing similar activities for service lines and distribution mains with the expenses recorded in the same account. 

SoCalGas classified Customer Accounts and Non-Energy Efficiency Customer Service and Information expenses directly as customer-related costs.  For A&G expenses, SoCalGas classified these costs across each of its functional categories using multiple factors that will be discussed in the next section of my testimony.  The cost functionalization and classification processes used in the ECS are methodologically consistent across all of the designated functional and cost classification categories and all cost elements comprising SoCalGas’ total base margin are functionalized and classified reasonably in the ECS.

3.
Classification of A&G Expenses

The A&G expenses captured in FERC Account Nos. 920 through 935 represent costs incurred in support of the overall utility.  This expense category includes a utility’s general management salaries and associated costs, pensions and benefits, insurance expenses, and outside services acquired by the utility.  As such, it often is not possible to directly assign A&G expenses to any one function because of its joint or common nature.  The key objective, therefore, was to identify an allocation basis that closely reflects the factor(s) that cause the cost to be incurred by the utility.  There are four generalized methods that the analyst can use to functionalize A&G expenses.  These methods include:

1.
O&M Expenses (excluding gas costs) – applied to all A&G accounts;
2.
O&M Labor – applied to all A&G accounts;
3.
Generalized or compound allocation factors – applied to each A&G account based on the nature of the costs; and
4.
“Efforts” study – detailed special studies that attempt to identify within each A&G account specific cost elements and their associated cost drivers.  
These allocation methods range from the most simplified basis using one broad-based allocation factor to the most complex basis using a detailed analysis of each activity or cost element contained in the particular account.  In allocating A&G costs SoCalGas choose a method that balances the desire to reasonably capture the cost causative factors of each expense element with the amount of time and effort spent in analyzing the cost characteristics of each activity and cost element.  Within the context of the ECS, SoCalGas thinks balance was achieved by reviewing each FERC A&G Account to determine its major activities, and associated cost drivers, in an effort to derive a reasonable allocation basis for the expenses included in each account.  This approach is identified as the third method presented above.  SoCalGas reviewed each of the twelve A&G accounts and compiled details on the nature of the activities and related costs contained in each account.  This detail enabled SoCalGas to derive a functionalization factor for each account based on the predominant cost element(s) in each account.   

For SoCalGas, there were four A&G accounts that contained roughly 80% of the total A&G expenses incurred by the utility in calendar year 2007.  These accounts are: FERC Account No. 920 – Administrative and General Salaries; Account No. 923 – Outside Services Employed (corporate shared services); Account No. 926 – Employee Pensions and Benefits; and Account No. 931 –Rents.  A focused review of these accounts, in particular, was warranted based on their size and the potential impact on the cost study results.  For FERC Account No. 923, SoCalGas reviewed the activities and associated costs more closely in this account due to the magnitude of the total expenses and the wide range of activities contained therein.  SoCalGas conducted an analysis of each A&G account to identify the nature of the activities and related costs contained in each account.  Based on this analysis, SoCalGas established a functionalization factor for each A&G account.  

SoCalGas used three functionalization factors for A&G expense:  Labor, Plant excluding General Plant, O&M and a “Multi-Factor” comprised of the simple average of these three factors.  The “Labor” factor is based on the total functionalized labor costs as previously derived by SoCalGas in its cost allocation study.  The “Net Plant” factor is based on the recorded net plant in service (excluding General Plant in allocating Account 924, Property Insurance) as functionalized by SoCalGas.  The Multi-Factor represents a compound allocation factor based on the simple arithmetic average of the previously derived functional factors for total O&M Expenses, Net Plant in Service, and Labor Expenses.  For those accounts where it was determined that one cost driver predominated; e.g., FERC Account No. 924 – Property Insurance, a generalized factor was used; i.e., the Net Plant factor excluding General Plant.  For certain accounts where the costs spanned many activities and functions within the utility; e.g., FERC Account No. 925 – Injuries and Damages, the Multi-Factor was used.  Once again, because of the broad characteristics of Account No. 923, the Multi-Factor was used.  SoCalGas thinks that A&G expenses were classified on a reasonable basis in its embedded cost allocation study and that SoCalGas’ efforts reflect an appropriate level of detail in capturing the most important cost causative characteristics of these expense elements. 

4.
Cost Allocation Process

The cost allocation process followed by SoCalGas consisted of deriving an allocation factor for each of the functional and classified cost categories contained in the embedded cost allocation study.  Table 2 shows the base margin cost allocation to customer classes based on the ECS.  SoCalGas chose allocation factors in a consistent manner to the factors it relied upon to functionalize and classify its distribution base margin.  The basis for allocating each major cost element is summarized below:  
Customer-Related O&M Expenses
- Distribution Operations Customer Services – number of dispatched field service orders;  
- Distribution Operations Meter & House Regulators – unit meter cost times the number of meters by size; 
- Distribution Operations Service Lines – service line footage by class; 
- Customer Accounts – special study of the activities within this area by class.  

Customer-Related Capital Costs
- Distribution Land, Structures & Improvements – distribution O&M expenses by class; 
- Services – special study of investment by type, size, and footage by class; 
- Meters and Customer Installations – special study of investment by type and size by class; 
- GEMS – special study of the number and cost of GEMS equipment by class;  
- Regulators – special study of types of regulators and their associated meter sizes; 
- Gauges – number of above-standard pressure meters by class. 
Distribution-Related Costs
- High Pressure – cold-year coincident peak month demand by class;
- Medium Pressure – cold-year peak day demand by class. 

Backbone Transmission-Related Costs – Cold-year annual throughput by class. 

Local Transmission-Related Costs – Cold-year peak month demand by class.

Customer Information & Service Expenses – Special study of the activities within this area by class.

The methods used in this ECS allocation process to allocate costs to the classes of service are reasonable and reflective of the cost causative characteristics of the facilities and associated expenses of SoCalGas’ system.

VI.
DETAILS OF SOCALGAS’ EMBEDDED COST STUDY APPROACH
A.
Classification of Embedded Costs

The classification of the historical embedded costs into: customer-; storage-, distribution demand-; transmission-; and, Non-Energy Efficiency Customer Services and Information-related costs are shown in Table 3 below.  Of the total $1,571 million 2008 authorized Base Margin costs, $958 million were calculated to be customer-related, $318 million Distribution demand-related, $166 million Transmission demand-related, $87 million storage-related and $41 million of Non-Energy Efficiency Side Management Customer Service and Information-related and miscellaneous other expenses.  Before allocating base margin costs, customers were credited with $64 million in miscellaneous revenues collected through the service establishment charge, commercial parts program and other revenue generating services.
[image: image3.wmf]Table 3

Classification of Base Margin Costs

Customer-Related

$958

Distribution Costs

 

  High Pressure

$36

  Medium Pressure

$282

    Total Distribution

$318

Transmission

$166

Storage Costs

 

  Core

$48

  Balancing

$10

  TBS Storage

$29

Total Storage Costs

$87

Customer Service & Info & Other

$41

  Total Base Margin

$1,571


These costs and the miscellaneous revenues crediting method are discussed in more detail below.  

B.
Distribution, Transmission and Storage Expenses by Customer Class

As shown in Table 2, the proposed embedded cost-based allocation of Base Margin for each of SoCalGas’ customer classes.  Of the total $1,571 million allocated in the ECS, $1,201 million, or 76.5 percent, is allocated to the residential, $193 million, or 12.3 percent, to the core Commercial and Industrial, $40,000 to the Gas Air Conditioning, $1.9 million to the Gas Engine and $4.2 million to the Natural Gas Vehicle class of customers.  The $1,401.5 million total allocation to the core class represents 89.2 percent of the total Base Margin costs allocated.  Core seasonal storage costs and core balancing costs are included in core customers’ transportation rates.
Retail non-core customers were allocated $103 million, or 6.6 percent, of total authorized Base Margin costs.  The largest portion of non-core customer costs, $46 million, was allocated to noncore Commercial and Industrial customers; $54 million was allocated to the Electric Generation class; $3.9 million to the EOR class and, $37 million to Wholesale and International customers.  Non-core customers’ storage balancing costs are included in non-core customers cost allocation.  The Transactions Based Storage (TBS) costs of $29 million are not assigned to any customer class but are made available to all customers on a negotiated basis subject to CPUC-approved tariff limits.  Finally, ninety-five percent of Enhanced Oil Recovery (EOR) revenues were credited to all customers on an equal percent of base margin cost basis to develop final EC-based rates by Mr. Lenart as shown in his testimony.

C.
Embedded Cost Study (ECS) Approach’s Cost Elements
1.
ECS Approach

The embedded cost allocation principles followed by SoCalGas and SDG&E in conducting the ECSs are generally consistent with the functionalization, classification and allocation principles formulated by the American Gas Association, as presented in the Gas Rate Fundamentals, Fourth Edition, 1987.  The underlying principle of the ECS is to functionalize and classify the actual costs incurred in the year 2007 and then allocate the costs incurred to each customer class based on cost causality.  In the case of common costs, costs of facilities and services shared by different customer classes, allocation methodologies were used that fairly divide the costs between customer classes based on accepted common cost allocation principles.   

SoCalGas employed the standard approach used in conducting cost allocation studies: functionalization and classification followed by allocation of costs to customer classes based on cost causality.  In the first step, all of SoCalGas’ year 2007 costs were functionalized into the following FERC account categories:  Underground Storage; Transmission; Distribution; Customer Accounts; Non-Energy Efficiency Customer Services and Information; and, Administrative and General (A&G) expenses.  

Gas acquisition costs were not included in this study because these costs are included in gas commodity costs in the form of a $0.0148/Dth ($2006) brokerage fee added to the Core Weighted Average Cost of Gas (WACOG).  The detailed Brokerage fee study is included in Ms. Smith’s testimony and work papers.
2.
Base Margin Costs
All base margin costs were accounted for under the standard FERC gas account categories.  These 2007 Base Margin costs were then escalated by SoCalGas’ PBR cost escalation formula to calculate the 2008 authorized Base Margin costs to $1,568 million.  The calculation of Base Margin costs is described in more detail below.

3.
Base Margin Calculation

SoCalGas’ base margin for 2008 is set by the Performance Based Ratemaking (PBR) Decision (D.05-03-023) formula.  The base margin indexing method allows SoCalGas to adjust subject to a minimum (floor level) and maximum (ceiling level) increase, its authorized base margin using a CPI – All Urban Consumers forecast as published by Global Insight.  Authorized Year 2008 base margin costs totaling $1,571 million were then allocated to customer classes.  

4.
Base Margin True-Up Factor

To start the ECS, the year 2007 $1,542 million of recorded costs to provide distribution, transmission and storage services were allocated among SoCalGas’ customer classes based on the costs incurred to serve those customers.  The 2007 total embedded costs of $1,548 million were then trued up by a 1.8% F&U and reconciliation factor, or $28.6 million, to fully recover the $1,571 million 2008 Base Margin costs authorized under the PBR formula.  The F&U and reconciliation factor of 1.8% was applied equally across all cost categories to fully recover all 2008 authorized base margin expenses.  The $28.6 million F&U and reconciliation amount was needed to account for authorized cost increases as proscribed by the PBR cost escalation formula, to scale 2007 actual costs up to 2008 authorized Base Margin.  
5.
Capital –Related Costs of Service

SoCalGas’ total plant in service was $8.1 billion in 2006.  After a $3.4 billion reduction for accumulated depreciation, SoCalGas’ Net Gas Plant in Service was $4.8 billion in 2007.  After a further deduction for deferred tax reserves and customer advances and sundry other items, the weighted average rate base in 2007 was $2,642 million as shown in Table 4.  The components of SoCalGas’ rate base by plant category was calculated by the Plant Accounting department as follows:  intangible plant in service of $0.339 million was recorded in FERC accounts 301 and 302; underground storage plant was recorded in FERC accounts 350 through 363 and totaled $145 million; transmission plant was recorded in FERC accounts 365 through 371 and totaled $352 million; distribution plant was recorded in FERC accounts 374 through 387 and totaled $2,001 million; general plant was recorded in FERC accounts 389 through 399 and totaled $143 million.  The detail by FERC Account is shown in Table 4 below as prepared by the Plant Accounting Department.
The utilities’ common and preferred shareholders and bondholders finance investments in a utility’s capital plant.  Customers pay for all capital-related carrying costs of service in rates.  These annual capital-related costs are comprised of: depreciation and amortization expenses; return on investment to common and preferred shareholders; cost of long-term debt financed through the issuance of utility bonds; state and federal income taxes; and, property taxes.  Utility investors are allowed to earn a return on net plant in service, i.e., investments in utility plant minus accumulated depreciation, and to recover their full investment costs through an annual depreciation charge over the book life of the investment.  

The annual depreciation charge of utility plant is specific to the type of facility or equipment in service.  There are different depreciable lives for plant categories such as: distribution mains; house lines; meters; meter set assemblies; regulators; and, general 

Table 4

Net Plant by Functional Category
[See next page]
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plant, such as buildings and equipment.  The yearly depreciation charge, by plant category, is included in the capital-related cost of service and is recovered in rates charged to customers.  SoCalGas’ Plant Accounting Department provided the yearly and total accumulated depreciation by FERC account category.  Total Underground Storage, Transmission, Distribution, and General Plant depreciation was $275 million in 2007.  Depreciation and Amortization by functional category for 2007 are shown in Table 5 below. 
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Depreciation by Function

Storage 

$17.592

Transmission

$25.076

Distribution

$176.769

NGV

$0.858

General Plant

$54.926

Total 

$275.221


6.
Rate Base Components

The next capital-related expense included in the cost of service is the annual authorized rate of return on Rate Base on net utility plant in service.  These charges are designed to cover the investors’ cost of capital, the cost of debt and equity, paid to bondholders and shareholders to finance the investments made in utility plant and equipment.  To determine the weighted average Rate Base, net investments in plant, materials and supplies, working capital, Construction Work In Progress and deferred taxes and gains on sale of utility property were calculated by Plant Accounting.  

SoCalGas’ weighted average rate base was $2,641 million in 2007.  Net Plant in Service is the chief component of “Rate Base” on which the utility’s investors earn a rate of return.  This is calculated by subtracting accumulated depreciation reserve of $4,708 million from the $7,803 million of Plant in Service for $3,095 of Net Plant in Service. Second, other capital-related items were added to net Rate Base, such as: Non-Interest Bearing Construction Work In Progress (CWIP) at $12.4 million; Materials and Supplies at $17.8 million; and, Working Cash at $1 million.  Third, authorized Rate Base was reduced by Customer Advances for Construction at $81 million; Deferred Revenue-ITCC at $26 million; Aliso Canyon Gas Rights at $210,000; Gain on Sale of El Monte and Pasadena Bases at $620,000; Other Gain on Sales at $17.7 million; and, Accumulated Deferred Taxes-Plant at $423 million, Deferred Investment Tax Credits of $173,000 and a CICA credit of $65.4 million. These reductions or additions to Rate Base were made to account for customer-funded investments and straight-line depreciation versus tax depreciation generated sources of funds that net to a grand total of $2,642 million of Weighted Average Rate Base in 2007. The detailed breakdown of SoCalGas’ Weighted Average Rate Base was provided by Plant Accounting and is shown in Table 6 below.  
Table 6
SoCalGas’ Weighted Average Rate Base
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Average Balance

Fixed Capital

Plant In Service

7,904,210

7,802,753

Work-In-Progress (non-interest bearing)

5,375

12,421

Total Fixed Capital

7,909,585

7,815,174

Working Capital

Materials & Supplies

20,415

17,826

Working Cash

1,001

1,001

Total Working Capital

21,416

18,827

Other

Customer Advances For Construction 

(108,798)

(81,668)

Deferred Revenue - ITCC

(26,514)

(26,065)

Aliso Gas Rights

(210)

(210)

Gain On Sale of El Monte and Pasadena Bases

(620)

(620)

Gain On Sale - Other

(17,711)

(17,711)

Total Other

(153,853)

(126,275)

Deductions For Reserves

Accumulated Depreciation Reserve

4,722,931

4,707,550

Accumulated Deferred Taxes - Plant

434,463

423,789

Accumulated Deferred Taxes - CIAC

(83,550)

(65,429)

Accumulated Deferred Investment Tax Credits

151

173

Total Deductions For Reserves

5,073,995

5,066,083

Total

2,703,152

$     

 

2,641,643

$          

 

Rate Base Schedule

(Thousands of Dollars)

Balance as of December 31, 2007
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7.
Authorized Return on Rate Base Financing Components

The 2007 annual average authorized Rate Base of $2,641 million was multiplied by the 2008 authorized 8.68 percent return on investment as shown in SoCalGas’ updated Market Index Capital Adjustment Mechanism (MICAM) Advice Letter 3199-A dated November 20, 2002 and Post Test Year 2007 Rate Adjustment Advice Letter 3676 dated November 1, 2006.  This rate of return was used to calculate the return-related capital costs of service for each investment category.  The authorized return on investment is comprised of the authorized return on common stock multiplied by the percent of common equity; plus; the authorized return on preferred stock multiplied by the authorized percent of preferred stock; plus, the authorized cost of long-term debt times the percent of long-term debt.  For SoCalGas, the weighted average authorized return on rate base in 2008 was 8.68 percent as shown in Table 7 below. 

Table 7
SoCalGas’ Weighted Authorized Rate of Return

[image: image7.wmf]Capital Component

Capital Ratio

Rate

ROR%

Ratebase

Capital

Return

Long-Term Debt

45.61%

6.96%

3.17%

$2,641.643

$1,204.853

$83.858

Preferred Stock

6.39%

4.83%

0.31%

$2,641.643

$168.801

$8.153

Common Equity

48.00%

10.82%

5.19%

$2,641.643

$1,267.989

$137.196

Total

100%

8.68%

$2,641.643

$229.207


The total return on equity and cost of debt component of capital costs was $229 million based on SoCalGas’ authorized rate base of $2,642 million in 2007 ($2,642 million x .0868 =  $229 million).

8.
State and Federal Income Taxes, Property and Payroll Taxes
The authorized return on equity is calculated on an after tax basis.  Utilities are allowed to recover all State and Federal income taxes related to Rate Base earnings in rates.  The authorized return on common and preferred equity is therefore “grossed up” to include in rates the cost of state and federal income taxes.  This income tax gross up is 1.6876 for SoCalGas and is calculated as follows:  1 / (1-35% - 8.84% (1-35%)) where 35% is the federal and 8.84% is the California state income tax rate. The total return-based state and federal income taxes owed in 2007, based on the currently authorized return, was $100 million.  Actual income taxes paid in 2007 are different than the tax expenses calculated related to the cost of service.  This difference is due to past tax benefits accrued from differences in straight-line vs. tax depreciation and other tax incentives.  Total ratemaking taxes paid by SoCalGas in 2007 totaled $114 million. Therefore, to account for the actual ratemaking taxes paid in 2007 and the rate of return-related taxes based on authorized rate base, a tax intercept of $14 million was added to rate of return-related taxes to account for this difference. As mentioned above, authorized Rate Base is adjusted to account for these tax deferments and tax credits.  The tax calculation used in the ECS is shown in Table 8 below.
Table 8
State and Federal Income Taxes
 ($ Millions)
[image: image8.wmf]Calculation of Income Taxes to be collected in rates:

  Preferrd Stock Return

$8.153

  Equity Return

$137.196

Authorized after tax equity return

$145.349

ROR Taxes to be collected in rates

40.75%

$99.950

Tax Intercept with Taxes Paid in 2007

$14.488

State & Federal Income Tax FERC Form 2 p. 263a

$114.437


In addition to these long term debt and equity return and tax costs, book depreciation and amortization of $275 million and Ad Valorem (property) taxes of $34 million paid by SoCalGas in 2007 were allocated into the ECS calculation.  Total capital-related costs, excluding Franchise and Uncollectible expenses, were $653 million in 2007. The totals are shown in Table 9 below.  In addition, SoCalGas paid $38.6 million in payroll taxes in 2007.  Payroll taxes were added to O&M expenses as a separate item. 

Table 9
Capital-Related Cost Revenue Requirements 2006
($ Millions)
[image: image9.wmf]Table 9

Capital-Related Costs

Return on Rate Base

$229

FIT and SIT Taxes

$114

Ad Valorem Taxes

$34

Depreciation

$275

   Total

$653


9.
Gas Operations and Maintenance Expenses

In 2007, Gas Operations and Maintenance Expenses, including payroll taxes, totaling $952 million were recorded in FERC accounts 814 through 935 and Payroll taxes in FERC Form 2 p. 355.  These expenses cover costs related to: Underground Storage; Transmission; Distribution; Customer Accounts; Customer Services and Information; and, Administrative and General Expenses.  (Note: Gas Commodity expenses recorded in FERC accounts 800 through 813, are not included in this ECS because they are not Base Margin expenses).  Underground Storage O&M expenses of $35 million, including payroll taxes, were recorded in FERC accounts 814 through 837.  Transmission O&M expenses of $56 million, plus payroll taxes, were recorded in FERC accounts 850 through 867.  Distribution O&M expenses of $311 million, plus payroll taxes, were recorded in FERC accounts 870 through 894.  Gas Operations and Maintenance Expenses were further broken down into Customer Accounts Expenses of $190 million, plus payroll taxes, in FERC accounts 901 through 905, Customer Service and Information Expenses of $24 million, plus payroll taxes, were recorded in FERC accounts 907 through 910; and, Administrative and General Expenses of $337 million, plus payroll taxes, were recorded in FERC accounts 920 through 935.  The total Gas Operation and Maintenance Expenses, excluding Gas Supply expenses and F&U, included in the ECS for 2007 were $952 million as shown in FERC Form No. 2, pages 320 through 325 adjusted for exclusions and page 355 for payroll taxes and Table 10 below.  (Note: $59 million in Franchise Fees, FERC Account 927, is not included nor allocated directly in A&G expenses.  These costs are accounted for in the Franchise Fee and Uncollectible Charge of 1.8824% added to Retail customers’ rates and a Franchise only factor of 1.5534% accounted for in Wholesale service rates in the Rate Design process.  The Franchise and Uncollectible factors were adopted in D.04-12-015.)  
Table 10
Operations and Maintenance Expenses 

($2007 Millions)

[image: image10.wmf]  Storage O&M

$34.6

  Transmission O&M

$55.5

  Distribution O&M

$311.0

  Customer Accounts

$189.7

  Customer Services

$23.9

  Administrative & General

$337.4

     Total O&M

$952.1


VII.
FUNCTIONALIZATION AND CLASSIFICATION OF OPERATIONS AND MAINTENANCE (O&M) AND ADMINISTRATIVE AND GENERAL (A&G) EXPENSES
A.
Distribution O&M Expenses

Distribution O&M Expenses included in FERC Accounts 870 through 894 including payroll taxes totaled $311 million in 2007.  This total excluded $15 million of Hazardous Waste expenses, since these costs are not included in Base Margin.  These distribution O&M expenses were then classified into customer, high-pressure and medium pressure-related costs by Distribution staff experts.  Customer-related expenses are costs associated with operating and maintaining customer facilities such as: service lines, meters and house regulators.  Demand-related distribution O&M expenses are costs associated with operations and maintenance of high and medium pressure distribution facilities, such as, pipeline systems and regulating stations.  Demand-related costs were assigned to the high- and medium-pressure category based on high pressure and medium pressure main footage in service.  SoCalGas had 241 million feet of distribution mains in service in the beginning of 2002.  Of this total, 7.9 percent was high pressure and 92.1 percent was medium pressure main.  The breakdown of Distribution O&M costs into functional categories is shown in Table 11 below.


Table 11
Functionalization and Classification of Distribution O&M Expenses

($Millions 2007)

[image: image11.wmf]Distribution O&M 

Customer-Related

High Pressure

Medium Pressure

Total

870 Dist Op-Supervision & Engineering

 (Inc. Payroll Taxes)

Dist O&M Func Factrs

$32.816

$1.718

$20.033

$54.567

874 Dist Op-Mains & Services Expenses

% dist main footage

$0.000

$1.475

$17.196

$18.671

875 Dist Op-Meas & Reg Station Expenses General

% dist main footage

$0.000

$0.072

$0.841

$0.913

878 Dist Op-Meter & House Regulator Expenses

CUSTOMER-RELATED

$9.090

$0.000

$0.000

$9.090

879 Dist Op-Customer Installations Expenses

CUSTOMER-RELATED

$113.555

$0.000

$0.000

$113.555

880 Dist Op-Other Expenses (PBR Ex Haz Waste)

Dist O&M Func Factrs

$33.448

$1.194

$13.921

$48.563

881 Dist Op-Rents

Dist O&M Func Factrs

$0.013

$0.001

$0.006

$0.020

885 Dist Mnt-Supervision & Engineering

Dist O&M Func Factrs

$5.986

$0.342

$3.992

$10.320

886 Maintenance of Structures and Improvements

Dist O&M Func Factrs

$0.000

$0.000

$0.000

$0.000

887 Dist Mnt-Mains

Dist O&M Func Factrs

$4.770

$1.227

$14.300

$20.296

889 Dist Mnt-Meas & Reg Station Equipment General

% dist main footage

$0.000

$0.183

$2.135

$2.318

892 Dist Mnt-Services

Dist O&M Func Factrs

$23.182

$0.008

$0.093

$23.283

893 Dist Mnt-Meters & House Regulators

CUSTOMER-RELATED

$9.345

$0.000

$0.000

$9.345

894 Dist Mnt-Other Equipment

CUSTOMER-RELATED

$0.066

$0.000

$0.000

$0.066

  Totals

$232.268

$6.220

$72.517

$311.006

   Percent

74.7%

2.0%

23.3%

100.0%


B.
Transmission O&M Expenses

Transmission O&M expenses of $55 million, including payroll taxes, were included in the ECS.  These costs were all classified as transmission-related expenses.  Transmission O&M expenses are included in FERC Accounts 850 through 867.  This total excluded $15.3 million in Transmission compressor station fuel, since these costs are excluded form base margin and are recovered below the line for rate design purposes and $0.711 million of Hazardous Waste costs that are allocated outside of Base Margin.  The breakdown of Transmission O&M costs by FERC Account is shown in Table 12 below.  


Table 12
Functionalization of Transmission O&M Expenses

($ Millions 2007)
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FERC Account

O&M Costs & Exclusions

850 Tran Op-Supervision & Engineering Plus Payroll Taxes

$16.4

851 Tran Op-System Control & Load Dispatching

$2.2

852 Tran Op-Communication System Expenses

$4.9

853 Tran Op-Compressor Station Labor & Expenses

$1.9

854&855 Tran Sta Fuel ($12.2 Million PBR Excluded)

$0.0

856 Tran Op-Mains Expenses

$5.6

857 Tran Op-Measuring & Regulating Station Expenses

$1.5

858 Tran Op-Transmission & Compression Of Gas By Others

$0.0

859 Tran Op-Other Expenses ($ .777Million PBR excl Haz Waste)

$2.5

860 Tran Op-Rents

$4.3

860 Maintenance Supervision & Engineering

$0.0

862 Tran Mnt-Structures & Improvements

$0.0

863 Tran Mnt-Mains

$9.9

864 Tran Mnt-Compressor Station Equipment

$5.5

865 Tran Mnt-Measuring & Regulating Station Equipment

$0.4

867 Tran Mnt-Other Equipment

$0.3

  Total Costs Included in EC Allocation

$55.5


Source: FERC Form 2

C.
Storage O&M Expenses

Storage O&M expenses of $35 million, including payroll taxes, were included in the ECS.  These costs were all classified as storage-related expenses.  Storage O&M expenses are included in FERC Accounts 814 through 837.  This total excluded $16.3 million in Storage compressor stations fuel, since these costs are recovered in a Storage in-kind fuel charge under the Omnibus proposal and $0.5 million of gas losses costs and $3.9 million in Montebello storage field costs that are allocated outside of Base Margin and $.353 million in TBS storage costs accounted for in Customer Services costs.  The breakdown of Storage O&M costs by FERC Account is shown in Table 13 below.  


Table 13
[image: image13.wmf]FERC Account

($ Million)

814 UndStr Op-Supervision & Engineering Plus Payroll Taxes

$6.239

815 UndStr Op-Maps & Records

$0.005

816 UndStr Op-Wells Expenses

$2.598

817 UndStr Op-Lines Expense

$0.172

818 UndStr Op-Compressor Station Expense

$2.241

819 UndStr Op-Compress Station Fuel & Power (PBR Excluded)

$0.000

820 UndStr Op-Meas & Reg Station Expenses

$0.003

821 UndStr Op-Purification Expenses

$0.550

823 UndStr Op-Gas Losses (PBR Excluded)

$0.000

824 UndStr Op-Other Expenses

$5.173

825 UndStr Op-Storage Well Royalties

$0.151

826 UndStr Op-Rents

$0.185

830 Maintenance Supervision & Engineering

$0.000

831 UndStr Mnt-Structures & Improvements

$0.624

832 UndStr Mnt-Reservoirs & Wells

$7.088

833 UndStr Mnt-Lines

$1.527

834 UndStr Mnt-Compressor Station Equipment

$5.251

835 UndStr Mnt-Meas & Reg Station Equipment

$0.625

836 UndStr Mnt-Purification Equipment

$0.894

837 UndStr Mnt-Other Equipment

$1.288

Storage Costs

$34.612

Functionalization of Storage O&M Costs


D.
Functionalization, Classification and Allocation of Customer Accounts Expenses.

Customer Accounts Expenses are booked in FERC Accounts 901 through 905.  Customer Accounts operations costs totaled $189.7 in 2007 as shown in Table 14 below.  Uncollectible expenses of $9.4 million were excluded from FERC Account 904 and accounted for in the F&U charge.  The F&U costs were accounted for in the rate design process.  CARE costs of $4.5 million were excluded from FERC Account 901 and $9.4 million from Account 904 because these costs are not included in Base Margin.  Payroll taxes of 14.3 million were allocated to Account 901.  The net Customer Accounts and payroll expenses included in the EC study were $189.7 million as shown in Table 14 below.
Table 14
Customer Accounts O&M Expenses Functionalization

($ Millions 2007)

[image: image14.wmf]Customer Accounts

O&M Costs

Exclusions

Net Costs

901 Cus Acct-Supervision (PBR Ex CARE) + Payroll Taxes

$9.3

($4.512)

$14.808

902 Cus Acct-Meter Reading Expenses

$37.9

$0.000

$37.882

903 Cus Acct-Customer Records & Collections Exp

$137.0

$0.000

$137.047

904 Cus Acct-Uncollectible Accounts

$9.4

($9.396)

$0.000

905 Cus Acct-Misc Customer Accounts Exp

$0.0

$0.000

$0.007

  Total Costs Included in EC Allocation

$193.6

($13.908)

$189.743


The resulting $189.7 million was classified as customer-related costs and allocated to customer classes on a customer per rate class basis.  Of these Customer Accounts costs 96.1 percent were allocated to the Residential class and 3.8% to core C&I with the remaining to the other customer classes.
E.
Miscellaneous Revenues 

Miscellaneous revenues totaled $64.1 million in 2007.  The source and functionalization and allocation of miscellaneous revenues is shown in Table 15 below.  The largest source of miscellaneous revenues is derived from the Service Establishment Charge at $25 million followed by $14.2 million in shared assets credits and $6.2 million in crude oil sales.  Customer-related miscellaneous revenues totaled $36 million or 56%, Storage-related revenues totaled $7.6 million, Non-Energy Efficiency Customer Services and Information totaled $390,000 and A&G-related revenues totaled $20.1 million.  Of the $36 million in customer-related miscellaneous revenues, 99 percent were credited to core customers’ and the remaining one percent to non-core customers’ rates.  The high-pressure, medium-pressure and Customer Service and Information-related miscellaneous revenues were credited to customer classes rates based on high-pressure and medium-pressure demand measures and the overall Customer Services and Information cost allocation method. 
Table 15
Classification of 2007 Miscellaneous Revenues
($ Millions)
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Allocator

$2007

488.003 .503 - Service Establishment Charge

CUSTOMER-RELATED

($24.685)

488 Late Pyment Charges

CUSTOMER-RELATED

($0.597)

495.051 - CIAC Amortization

CUSTOMER-RELATED

($2.283)

488.005 - Commercial Parts Program

CUSTOMER-RELATED

($2.874)

488.002 - Reconnection Charge

CUSTOMER-RELATED

($1.797)

4330076 - Pipeline Services

CUSTOMER-RELATED

($0.372)

488.006 - Residential Parts Program

CUSTOMER-RELATED

($1.416)

495.032 - Returned Check Charge

CUSTOMER-RELATED

($0.615)

488.009 - Connect Appliance Services

CUSTOMER-RELATED

($0.319)

495 - Line Item Billing

CUSTOMER-RELATED

($0.289)

488 - Other Customer Services Revenues

CUSTOMER-RELATED

($0.305)

488 - Natural Gas vehicle Maintenance

CUSTOMER-RELATED

($0.291)

495.058 - Training Activity

CUSTOMER-RELATED

($0.138)

495.021 - Crude Oil Sales

STORAGE

($6.237)

495.021 - Sto Eng Emission & ReclaimCredits

STORAGE

($1.356)

4370145 - Federal Energy Retrofit

NON-DSM CUST SRVC

($0.390)

various - Other Revenues

A&G Func Fctrs/MULTI

($0.340)

493 - Rent Property Used in Operations

A&G Func Fctrs/MULTI

($0.438)

Gas Tower Equity Interest

A&G Func Fctrs/MULTI

($2.487)

Gas Tower Equity Income

A&G Func Fctrs/MULTI

($2.696)

various - Shared Assets

A&G Func Fctrs/MULTI

($14.184)

Miscellaneous Revenues Total

($64.109)



Source: Regulatory Accounting
F.
Non-Energy Efficiency Customer Service and Information Expenses

Non-Energy Efficiency Customer Service and Information Expenses are recorded in FERC Accounts 907 through 910.  Energy Efficiency costs were excluded from the ECS because these costs are not included in Base Margin and are funded through a Public Purpose Program surcharge.    The total Non-Energy Efficiency Customer Services and Information Expenses were $24.7 million in 2007 as shown in Table 16 below.  

Table 16
Non-DSM Customer Services & Information Costs ($2007)
[image: image16.wmf]Customer Class

$ Millions

Residential

13.00

Core C&I

8.85

Other Core

0.45

 Total Core

22.30

Non-Core C&I

0.56

EG & Cogen

0.60

EOR

0.08

Whoesale

0.68

TBS Storage

0.47

  Total

24.68


Residential customers were allocated $13 million and core commercial customers were allocated $8.9 million of these Customer Services & Information expenses.  Large noncore commercial and industrial customers were allocated $0.6 million, and energy markets (electric generation, cogeneration, international and wholesale customers) $1.9 million.  Residential CS&I costs were allocated to the residential class, small business CS&I costs were allocated to the core C&I class, large C&I costs were allocated to noncore C&I customers and non-core energy market CS&I costs were allocated to wholesale, international, electric generation, cogeneration and large industrial customers on an average year throughput basis.  The TBS storage program was allocated $0.466 million of Storage Products group costs.
G.
Administrative and General Expenses

Administrative and General (A&G) expenses are recorded in FERC Accounts 920 through 932.  Recorded A&G expenses plus A&G-related payroll taxes totaled $393 million in 2006.  However, $59 million of Franchise Fee expenses recorded in FERC Account 927 were excluded from direct allocation in the ECS because these costs are accounted for in the Franchise and Un-collectibles factor in the rate design process and $176,000 of Regulatory Commission expenses in FERC Account 928 were excluded because these expenses were accounted for outside of base margin.  Therefore, only the $337 million of A&G costs were included in the ECS as shown in Table 17 below. 

Table 17
A&G Classification and Allocation
 ($ Millions 2007)
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920 AdmGen Op-Salares Plus Payroll taxes $2.966 million || A&G Func Feirs/Labor 52026
521 AdmGen 0p-Office Supplies & Expenses. 144G Func FetrsiLabor 7189
922 AdmGen Op-{(Less) Adminisrative Exp Transferred 'ASG Func FtrsMULTI (s3500)
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925 AdmGen Op-Employee Pensions 8 Benefits A& Func FetrsiLabor 7465
927 AdmGen Op-Franchise Requirements Exciuded 0000
928 AdmGen Op-Reguiatory Commission Expenses. ASG Func FetrsMULTI 52895
9302 ASG Op-IiscGen Exp(PBR Ex Pubic Purpose RDD) 'ASG Func FetrsMULTI 59039
931 AdmGen Op-Rents. A& Func FetrsiLabor 528483
932 AdmGen lint-General Plant 446 Func FersLabor 26835
Total ASG Expenses. $337.397





To allocate A&G costs, O&M expenses excluding A&G, Net Plant excluding General Plant and Labor expenses were classified as Customer, Demand and Non-DSM Customer Services and Information-related expenses.  A&G expenses were classified as Customer, Demand, and Non-Energy Efficiency Customer Services and Information-related expenses using the same percentage allocation as the percentage of O&M expenses, Net Plant excluding General Plant, and Labor expenses incurred in 2007.  General Plant expenses were excluded from this cost allocation method because labor was used to allocate Net Plant and therefore was not used twice to allocate A&G.  The functionalization of A&G expenses is shown in Table 18 below.  
Table 18
A&G Classification
($ Millions 2007)
[image: image18.wmf]Total Customer-Related

$225

Distribution - High Pressure

$5

Distribution - Medium Pressure

$48

Transmission

$29

Core Storage

$9

Storage Load Balancing

$2

TBS Storage

$6

Non-DSM Cust Svc & Info

$14

  Total

$337


Those expenses that could not be placed into a single category were allocated using a multi factor allocation method.  The multi factor was derived by adding, O&M, Net Plant and Labor expenses and dividing them by three.  It is the simple average of the three factors.  This method captures a fair allocation of A&G costs by functional category because O&M, Net Plant and Labor expenses are good indicators of cost causality in allocating A&G expenses.  

The following FERC account expenses were classified using the Multi factor:  Account 922 Administrative Expenses transferred; Account 923, Outside Services; Account 925 Injuries and Damages; Account 928, Regulatory Commission Expenses; and Account 930, Miscellaneous General Expenses. The Labor factor was used to allocate Account 920, Salaries; Account 921, Office Supplies and Expenses; Account 926, Employee Pension and Benefits; Account 931, Rents; Account 932, Maintenance of General Plant; and, Account 408, Payroll Taxes.  The Net Plant factor excluding General Plant was used to classify Account 924, Property Insurance expenses.  

H.
Payroll Taxes

FERC Account 408 shows recorded payroll taxes of $38.6 million in 2007.  These payroll taxes were allocated to functional areas based on the percentage of wages and salaries paid in each functional area as shown in Table 19 below.  Payroll taxes of $.5 million related to Montebello O&M costs were excluded from Storage payroll taxes because these costs are tracked outside of base margin in the Montebello Transition Tracking Account (MTTA).  Payroll taxes were then classified by the same percentage as the level of labor expenses in each FERC Account.  
Table 19
Labor Expenses Classification

($ Millions 2007)
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% of Total
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Related Taxes 
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Gas Supply (Excluded)

$2.696

0.856%

$0.331

Storage (Exclude MB $.5)

$12.633

4.012%

$1.549

Transmission

$19.400

6.161%

$2.379

Distribution

$158.431

50.316%

$19.429

Customer Accounts

$81.629

25.925%

$10.010

Customer Service & Info

$15.891

5.047%

$1.949

A&G

$24.190

7.683%

$2.966

 Total

$314.870

100.000%

$38.613

NGV

$0.569

0.181%

$0.070


I.
Franchise and Uncollectible Expenses (F&U)
Franchise and Uncollectible Expenses (F&U) totaled $59 million in 2007. The portion of these costs related to distribution were accounted for in the ECS by using the adopted Franchise and Uncollectible factors of 1.5534 percent and 0.3290 percent respectively per D.04-12-015, SoCalGas’ currently effective PBR decision.  Since the collection of these costs is applied at the commodity level, these F&U costs were subtracted from the reconciled embedded costs totals for rate design purposes.

VIII.
FUNCTIONALIZATION OF NET PLANT AND NGV STATIONS
A.
Classification of Distribution Plant

Distribution plant is recorded in FERC Accounts 374 through 387 and totaled $2,001 million in Rate Base in 2007 as shown in Table 4 above.  The capital-related costs of this Rate Base totaled $463 million as shown in Table 20 and 21 below. A total of $289 million was functionalized as customer-related, $25 million as high pressure-related, $151 million as medium pressure-related.  
Table 20
Classification of Distribution Plant Expenses
($ Millions 2007)
[image: image20.wmf]Expenses

Customer-

Related

High Pressure

Medium 

Pressure

Dist Return

$111.778

$9.047

$52.287

Taxes

$84.005

$2.250

$26.227

Depreciation

$93.047

$12.291

$72.290

  Total

$288.829

$23.588

$150.804

Grand Total

$463.221


Table 21
Distribution Depreciation Expense Allocation
($ Millions 2007)
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$ Millions

Customer-

Related

High Pressure

Medium Pressure

374.1- LAND

Dist O&M Factor for Plant

$0.00

$0.00

$0.00

$0.00

374.2- LAND RIGHTS

% dist main footage

$0.00

$0.00

$0.00

$0.00

375- STRUCTURES & IMPR

Dist O&M Factor for Plant

$5.30

$4.07

$0.10

$1.13

376- MAINS-INCL. CATHO

376 Mains Incl Cath

$74.32

$0.00

$11.22

$63.10

376.05- MAINS - DEEP WELL

Net Plant Factor/376.05 Mains Deep Well

$0.00

$0.00

$0.00

$0.00

378.1- MEAS & REG/CO PRO

% dist main footage

$3.56

$0.00

$0.28

$3.28

380- DISTRIB. SERVICES

Net Plant Factor/380 Dist Services

$63.01

$63.01

$0.00

$0.00

381- METERS

Net Plant Factor/381 Meters

$11.43

$11.43

$0.00

$0.00

382- CUSTOMER INSTALL.

Net Plant Factor/382 Customer Install

$5.78

$5.78

$0.00

$0.00

382.6- CUST MEASURE-GEMS

Net Plant Factor/382.6 Cust Measure GEMS

$1.59

$1.59

$0.00

$0.00

383- HOUSE REGULATORS

Net Plant Factor/383 House Regs

$3.03

$3.03

$0.00

$0.00

387.1- OTHER EQUIPMENT

% dist main footage

$1.62

$0.00

$0.13

$1.50

387.2- FUELING STNS-NGV

excluded

$0.96

$0.00

$0.00

$0.00

387.6- STREET LIGHT. EQP

Net Plant Factor/387.6 Street Light Eq

$0.00

$0.00

$0.00

$0.00

   Total

$170.60

$88.92

$11.73

$69.00


Account 374.200 includes rights-of-way expenses related to distribution mains and this plant was classified based on the total footage of high-pressure, 7.9 percent, and medium pressure, 92.1 percent, main in service.  This footage breakdown is shown on lines 24 and 25 of Table 22 below.  

Account 376 mains and FERC Sub-Account 376.050 includes cathodic protection of steel distribution mains and service lines.  This plant was classified based on the percentage of steel services and steel distribution mains in service.  Account 378 includes regulator station equipment.  These costs were classified between high pressure and medium pressure-related plant based on the percentage of high pressure, 7.9 percent, and medium pressure, 92.1 percent, main footage in service as shown in Table 22.
 [image: image22.emf]Table 2 2   Footage of Service Lines and Distribution Mains   (1/1/2002)       Footage   Ln.   Type   Plastic   Steel   Total       (a)   (b)   (c)   1   High - Pressure Steel   -     19,100,205    19,100,205    2   Med - Pressure Steel   -     125,821,932    125,821,932    3   Med - Pressure Pla stic   95,945,141    -     95,945,141    4      Subtotal Med - Pressure   95,945,141    125,821,932    221,767,073    5   Distribution mains   95,945,141    144,922,137    240,867,278    6   Service Lines   126,884,329    110,016,480    236,900,809    7   Total   222,829,470    254,938,617    477,768 ,087    8           9     Miles   10     Plastic   Steel   Total   11   High - Pressure Steel   -     3,617    3,617    12   Med - Pressure Steel   -     23,830    23,830    13   Med - Pressure Plastic   18,171    -     18,171    14      Subtotal Med - Pressure   18,171    23,830    42,001    15   Distribution mains   18,17 1    27,447    45,619    16   Service Lines   24,031    20,836    44,868    17   Total   42,203    48,284    90,486    18           20   Percent Service lines of total footage     49.6%   21   Percent distribution mains of total footage     50.4%   22         100.0%   23           24   Percent High - pressure  of Distribution Mains     7.9%   25   Percent Med - pressure of Distribution Mains     92.1%   26         100.0%   28   Percent steel service lines of total steel     43.2%   29   Percent steel high - pressure distribution mains of total steel   7.5%   30   Percent steel med - pressure dist ribution mains of total steel   49.4%   31   Source: Distribution Staff       100.0%    


Account 376.000 includes $1,212 million of net distribution main plant in service. The remaining distribution main plant was functionalized based on high pressure, 15.1 percent, and medium pressure 84.9 percent net plant in service as shown on line 25 of Table 23 below.  


Table 23
Distribution Main Footage and Net Book Value by Service Pressure and Type

(1/1 2002)

	
	
	
	
	
	
	
	
	

	
	
	
	Medium Pressure
	High Pressure
	Total
	Percent
	Total
	High Pressure

	Ln.
	Type
	Size
	Footage
	Footage
	Footage
	High Pressure
	NBV ($)
	NBV ($)

	
	(a)
	(b)
	©
	(d)
	e = (c+d)
	f=(d/e)
	(g)
	h=(g*f)

	
	
	
	
	
	
	
	
	

	1
	Steel
	1/2"
	1,929 
	0 
	1,929 
	0%
	($1,373)
	$0 

	2
	Steel
	3/4"
	60,618 
	8,704 
	69,322 
	13%
	$215,862 
	$27,103 

	3
	Steel
	1.0"
	3,205,907 
	108,221 
	3,314,128 
	3%
	$1,137,805 
	$37,154 

	4
	Steel
	1.25"
	1,257,379 
	3,065 
	1,260,444 
	0.2%
	$497,071 
	$1,209 

	5
	Steel
	2"
	72,043,308 
	1,536,349 
	73,579,657 
	2%
	$31,020,701 
	$647,715 

	6
	Steel
	3"
	18,378,647 
	1,026,735 
	19,405,382 
	5%
	$19,217,944 
	$1,016,818 

	7
	Steel
	4"
	16,153,129 
	2,610,863 
	18,763,992 
	14%
	$36,593,916 
	$5,091,758 

	8
	Steel
	6"
	9,602,470 
	4,349,305 
	13,951,775 
	31%
	$82,577,385 
	$25,742,548 

	9
	Steel
	8"
	3,112,249 
	3,636,696 
	6,748,945 
	54%
	$57,372,363 
	$30,915,329 

	10
	Steel
	10"
	1,029,200 
	1,858,559 
	2,887,759 
	64%
	$22,398,061 
	$14,415,371 

	11
	Steel
	12"
	519,342 
	2,126,660 
	2,646,002 
	80%
	$34,550,785 
	$27,769,356 

	12
	Steel
	16"
	344,260 
	1,433,524 
	1,777,784 
	81%
	$28,230,168 
	$22,763,521 

	13
	Steel
	20"
	64,794 
	321,789 
	386,583 
	83%
	$20,190,070 
	$16,806,074 

	14
	Steel
	24"
	17,815 
	38,986 
	56,801 
	69%
	$9,100,978 
	$6,246,558 

	15
	Steel
	26"
	21,323 
	25,752 
	47,075 
	55%
	$1,096,608 
	$599,891 

	16
	Steel
	30"
	9,562 
	14,997 
	24,559 
	61%
	$116,925 
	$71,400 

	17
	Plastic
	1/2"
	25,866
	0
	25,866
	0%
	$124,295 
	$0 

	18
	Plastic
	1.0"
	3,911,378
	0
	3,911,378
	0%
	$10,643,180 
	$0 

	19
	Plastic
	2"
	71,253,539
	0
	71,253,539
	0%
	$451,887,512 
	$0 

	20
	Plastic
	3"
	9,610,781
	0
	9,610,781
	0%
	$69,458,141 
	$0 

	21
	Plastic
	4"
	10,049,245
	0
	10,049,245
	0%
	$100,001,182 
	$0 

	22
	Plastic
	6"
	853,269
	0
	853,269
	0%
	$20,714,079 
	$0 

	23
	Plastic
	8"
	241,063
	0
	241,063
	0%
	$9,837,845 
	$0 

	24
	TOTAL
	
	221,767,073 
	19,100,205 
	240,867,278 
	
	$1,006,981,501 
	$152,151,804 

	25
	 
	
	
	
	
	
	 H-P NBV
	15.1%


Accounts 380, 381, 382, and 383 include service lines, meters, regulators, labor for customer installations, Gas Energy Measurement System (GEMS) electronic measurement systems, and gauges.  The GEMS plant includes remote transmitting units, gas chromatographs and labor to install this type of equipment.  GEMS costs were assigned to each customer or customer class based on the company-owned GEMS meters used to serve a particular customer class or wholesale customer.  

B.
Gauges

Gauges are instruments connected to certain above-pressure meter applications.  These plant categories were classified as customer-related. Most gas meters operate at standard pressure or 8 inches of water column.  Gauges are mechanical or electronic devices connected to meters that operate above standard pressure.  In the ECS, gauge-related costs, based on a $21.53 million net book value, were allocated to customer classes based on the number of meters above standard pressure.  The number of above standard pressure meters, by customer class, are shown in Table 24 below.

Table 24
Above Standard Pressure Meters Size 8 and Above
	Customer Class
	Number of Meters

	Residential
	2,625

	Core C&I
	13,425

	Gas A/C
	12

	Gas Eng
	332

	NGV
	90

	Non-Core C&I
	690

	Small EG
	129

	LEG
	49

	EOR
	55

	LB
	4

	SDGE
	3

	SWG
	9

	DGN
	1

	Other
	1

	Total
	17,425


C.
Natural Gas Vehicle (NGV) Stations

Account 387 included $5.414 million of company-owned NGV station compressor costs.  The bulk of these fueling stations were built to meet Federal regulations on alternative fuel vehicle requirements.  These stations provide fuel for company-owned NGVs that support all functions.  The total cost to operate, maintain and rate of return and depreciation costs of company-owned NGV stations was $4.2 million as shown in Table 25 below.  In addition to all capital-related costs, O&M costs and A&G costs associated with company-owned compressor stations were functionalized using fleet clearing account factors, i.e., the assignment of fleet expenses related to vehicles, garages and fuel. 
Table 25
[image: image23.wmf]        Detailed Cost Allocation of  NGV Class

($ Million 2007)

Uncompressed & 

Compressed 

Transportation 

Costs

Total 

Compressed 

Company Use 

and Public 

Access

Public Access 

Compression 

Adder

Cust Related O&M

$0.086 

$1.633

$0.143

Capital-Related Costs

$0.868 

$1.277 

$1.134 

Dist

$0.594 

$0.000 

$0.000 

Trans

$1.767 

$0.000 

$0.000 

Non DSM CS & Info.

$0.743

$0.000 

$0.000 

Storage

$0.141

$0.000 

$0.000 

Minus Misc. Revenues

 

($0.002)

$0.000 

$0.000 

  Total Costs

 

$4.198

$2.910

$1.278

 

100.000%

30.434%

Compression Adder per Therm

 

 

$0.861

Total NGV Throughput in CCF

113,794,361

1,574,721

1,440,870

Total NGV Throughput in Therms

117,230,951

1,622,278

1,484,384

Total NGV Throughput %

100.0%

1.4%

1.3%

Compressed Throughput %

 

0.0%

0.0%

NBV 

 

$5.414

$0.505

NBV % of Total

 

100%

9%

Depreciation

 

$0.858

$0.089

Public Access Stations

O&M

0.631

$  

 

/CCF

 

$0.965

$0.883

Electricity

0.180

$  

 

/CCF

 

$0.275

$0.252

  Total

$1.240

$1.134


D.
NGV Compressed Gas Adder Cost 
The capital-related, O&M and electricity costs associated with company-owned NGV stations that provide company and public access totaled $2.4 million.  This total includes $1.3 million of capital-related costs and $1.1 million of O&M and electricity costs to run the NGV compressors.  The Compression Adder costs were derived by allocating capital-related costs by the percentage of Company-owned NGV stations’ Net Book Value (11%) that was used to provide compression service by company-owned public access NGV stations.  O&M costs were allocated by the booked Company-owned NGV stations’ O&M costs of $965,000 and electricity costs of $275,000.  Distribution, transmission, customer services and storage expenses were allocated based on throughput as shown in Table 25. These costs were used develop a compression adder per therm rate as shown in the testimony of Ms. Hernandez. 
IX.
FUNCTIONALIZATION OF GENERAL PLANT, AND DEMAND-RELATED DISTRIBUTION AND TRANSMISSION
A.
General Plant

General plant consists of structures and improvements, office furniture, personal computers and peripherals, computer software applications, shop and garage equipment, and communications equipment.  Recorded book values of general plant and intangibles in service totaled $143 million.  The functionalization of $65 million General Plant capital-related costs are shown in Table 26 below.
Table 26
Functionalization of General Plant

($ Millions 2007)
[image: image24.wmf]Expenses

Customer-

Related

High 

Pressure

Medium 

Pressure

Other 

Return

$0.297

$0.004

$0.050

$2.081

Taxes

$5.668

$0.081

$0.950

$1.351

Depreciation

$38.672

$0.556

$6.479

$9.220

  Total

$44.637

$0.642

$7.479

$12.652

  Grand Total

 

$65.409


This total was classified as $44.6 million customer-related, $0.6 million as high-pressure-related, $7.5 million as medium-pressure-related and $12.6 million as Customer Service and Information, transmission and storage-related costs.  General Plant costs were classified based on the Labor factor allocation percentages shown in the Labor Factor Tab in the EC Model. 

B.
Demand-Related Distribution

SoCalGas used the BCAP period forecasted Cold-Year Coincident Peak Month to allocate high-pressure distribution load costs and the 1-in-35 Year Peak Day for medium pressure distribution load costs.  These cost allocation methods are consistent with past Commission decisions.  
C.
Demand-Related Transmission

SoCalGas used the BCAP period forecasted Cold-Year Throughput to allocate Backbone Transmission load costs and cold-year peak month to allocate local transmission costs.  This cost allocation method is consistent with past Commission decisions.  
D.
Underground Storage Cost Allocation

Underground Storage costs of $47.8 million were allocated to the core as proposed by the Sempra Energy Companies and Southern California Edison (SCE) Settlement as filed in the Omnibus Application (A.06-08-026).  The settlement parties in the Omnibus application recommended that the combined SDG&E and SoCalGas core customer class allocation of storage capacities should be limited to 70 BCF of storage inventory, 327 MMcfd of Injection.  A core withdrawal capacity of 2, 225 MMcfd was used consistent with the Omnibus decision, D.07-12-019.  Load balancing costs of $10.2 million, with 10% daily balancing on OFO days and 10% monthly balancing, are based on 4.2 BCF of Inventory, 200 MMcfd of injection and 340 MMcfd of withdrawal capacities as indicated by Mr. Watson in his testimony.  The remaining storage capacities, 56.9 BCF of Inventory, 323 MMcfd of injection and 630 MMcfd of withdrawal totaling $29 million were allocated to the Transactions Based Storage (TBS) and other storage programs as indicated in Mr. Watson’s testimony.  The $87 million of underground storage costs were allocated to customer classes based on the storage product capacities assigned to each customer class as shown in Table 27 below. 
Table 27
Allocation of Storage Costs

[image: image25.wmf]Storage Functional Factor

 

Core Reservation SoCalGas

Percent of Total by Product

Alloc

Total

Units

Costs $MM

 

Inventory 

%

46.76%

61.3

131.1

Bcf

$14.353

0.227

$/Dth

Injection

%

33.70%

286

850

MMcfd

$8.476

28.724

$/Dth

Withdrawal

%

60.56%

1,935

3,195

MMcfd

$18.857

9.459

$/Dth

 

  Total SCG Core

 

$41.687

 

Core Reservation SDG&E

 

Inventory 

%

6.64%

8.7

131.1

Bcf

$2.037

0.227

$/Dth

Injection

%

4.78%

41

850

MMcfd

$1.203

28.724

$/Dth

Withdrawal

%

9.08%

290

3,195

MMcfd

$2.826

9.459

$/Dth

 

  Total SDG&E Core

$6.066

 

Core Reservation Total SCG & SDG&E

70.0

$47.753

 

 

Load Balancing

Alloc

Total

Units

 

Inventory 

%

3.20%

4.2

131.1

Bcf

$0.983

0.227

$/Dth

Injection

%

23.53%

200

850

MMcfd

$5.918

28.724

$/Dth

Withdrawal

%

10.64%

340

3,195

MMcfd

$3.313

9.459

$/Dth

 

 Total Balancing

$10.215

 

  Total Core + Balancing

$57.968

 

 

TBS and other Storage Programs

Alloc

Total

Units

 

Inventory 

%

43.40%

56.9

131.1

Bcf

$13.323

0.227

$/Dth

 

Injection

%

37.99%

323

850

MMcfd

$9.555

28.724

$/Dth

Withdrawal

%

19.72%

630

3,195

MMcfd

$6.139

9.459

$/Dth

 

  Total TBS

$29.017

  Storage Grand Total

$86.985


X.
REASONABLENESS OF SOCALGAS’ EMBEDDED COST ALLOCATION STUDY

A.
Acceptability Considerations

Overall, the embedded cost allocation study followed generally accepted costing methods used by gas utilities in other parts of the gas industry.  The methods employed by SoCalGas are consistent with cost causality principles in allocating costs to customer classes.  Finally, SoCalGas and SDG&E believe that the level of supporting accounting and operational detail normally seen when a gas utility conducts an embedded cost allocation study has been exceeded.  This is entirely appropriate considering the relatively complex gas system operated by SoCalGas and the magnitude of its operations.  

B.
Reasonableness of the Costing Methodologies and Results

SoCalGas’ embedded cost allocation study made reasonable use of costing methodologies and results:  
· The conceptual underpinnings and resulting methodologies upon which SoCalGas’ embedded cost allocation study is conducted are well conceived, thorough, and reasonable in their treatment of costs.  
· The costing methodologies utilized by SoCalGas in its embedded cost allocation study reasonably reflect cost causation principles.  
· SoCalGas’ embedded cost allocation study properly allocates its distribution, transmission and storage base margin.  
· The results of SoCalGas’ embedded cost allocation study provide a reasonable and rational basis for the evaluation and setting of class revenue levels and rate structures.  
This concludes my direct testimony.  
APPENDIX A
[image: image26.emf]SoCalGas Embedded Cost Allocation

Results of EC Model $1,000,000's

Res Core C&I NR A/C Gas Eng NGV Total Core

NonCore 

C&I EG Tier 1 EG Tier 2 EOR

Total 

Retail 

NonCore

Long 

Beach SDG&E

South 

West Gas Vernon

Total 

Whole 

sale DGN TBS

Total 

NonCore Total System

   Customer Related Costs $798.12 $94.42 $0.02 $1.37 $0.86 $894.80 $5.39 $1.11 $3.51 $0.84 $10.85 $0.24 $0.18 $0.04 $0.00 $0.47 $0.07 $0.00 $11.39 $906.18

   Medium Pressure Distribution Costs $257.50 $54.73 $0.00 $0.16 $0.27 $312.67 $11.85 $0.69 $0.51 $0.02 $13.08 $0.00 $0.00 $0.00 $0.00 $0.00 $0.00 $0.00 $13.08 $325.75

   High Pressure Distribution Costs $26.72 $7.28 $0.00 $0.05 $0.43 $34.49 $5.67 $0.29 $2.96 $0.44 $9.36 $0.00 $0.00 $0.00 $0.00 $0.00 $0.00 $0.00 $9.36 $43.85

   Backbone Transmission Costs $25.88 $9.67 $0.01 $0.17 $1.11 $36.85 $13.73 $0.72 $26.14 $1.48 $42.07 $1.17 $12.17 $0.80 $1.10 $15.24 $0.51 $0.00 $57.83 $94.68

   Local Transmission Costs $28.89 $7.94 $0.01 $0.06 $0.68 $37.57 $8.96 $1.30 $13.25 $0.86 $24.37 $0.95 $9.85 $0.68 $0.68 $12.16 $0.32 $0.00 $36.85 $74.42

   Storage - Seasonal $33.32 $5.80 $0.00 $0.01 $0.02 $39.15 $0.00 $0.00 $0.00 $0.00 $0.00 $0.00 $5.70 $0.00 $0.00 $5.70 $0.00 $0.00 $5.70 $44.85

   Storage - Load Balancing $2.48 $0.97 $0.00 $0.02 $0.12 $3.58 $1.44 $0.08 $2.75 $0.16 $4.41 $0.12 $1.22 $0.08 $0.12 $1.54 $0.05 $0.00 $6.01 $9.59

   Storage - TBS $0.00 $0.00 $0.00 $0.00 $0.00 $0.00 $0.00 $0.00 $0.00 $0.00 $0.00 $0.00 $0.00 $0.00 $0.00 $0.00 $0.00 $27.25 $27.25 $27.25

   Non-DSM Marketing Related Costs $21.78 $14.82 $0.00 $0.01 $0.74 $37.35 $0.93 $0.03 $1.24 $0.13 $2.33 $0.25 $0.25 $0.25 $0.25 $1.02 $0.13 $0.51 $3.99 $41.34

Total Margin Allocation w/o SI or Fuel Use or FF&U % total $1,194.694 $195.634 $0.039 $1.847 $4.242 $1,396.456 $47.973 $4.226 $50.352 $3.937 $106.488 $2.730 $29.385 $1.855 $2.153 $36.123 $1.087 $27.759 $171.458 $1,567.914






























































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































�/ 	The final 2008 Base Margin is currently being litigated in the SCG/SDG&E General Rate Case.
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