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PREPARED DIRECT TESTIMONY

OF RICHARD M. MORROW
I.
QUALIFICATIONS
My name is Richard M. Morrow.  I am the Vice President of Customer Services for San Diego Gas & Electric Company (“SDG&E”) and Southern California Gas Company (“SoCalGas”)(jointly “Utilities”).  My business address is 555 West Fifth Street, Los Angeles, California 90013-1011.  

I received a Bachelor of Science degree in Chemical Engineering from California State Polytechnic University and a Master’s degree in Chemical Engineering from the University of California at Davis.  I am also a registered petroleum engineer.  I have been employed by SoCalGas since 1974.  I have held various positions for over 30 years with SoCalGas, including positions in engineering, transmission and storage, gas supply planning, gas exploration and gas acquisition, distribution, and customer service.  

I am responsible for service to the utilities’ customers, including electric generators, wholesale, commercial, industrial and residential customers.  I am also responsible for managing the company’s pipeline and storage capacity programs, energy efficiency program delivery for large commercial and industrial customers, direct access and customer choice programs.

I have previously testified before this Commission.

II.
PURPOSE AND SUMMARY
The purpose of my prepared direct testimony on unbundled storage risk and revenue sharing is to support approval of the proper incentive mechanisms to encourage the Utilities to aggressively pursue opportunities in the unbundled storage program that maximize benefits to customers.

While we oppose placing the Utilities at risk for system throughput for the reasons discussed in my other prepared direct testimony in this proceeding, proper incentives that do not increase energy usage, and that also provide customer benefits, are appropriate for the unbundled storage program.  The Commission has adopted cost and revenue sharing mechanisms to encourage the Utilities to aggressively pursue the sale of unbundled storage products (D.93-02-013) that have proven to be very beneficial to ratepayers.  The Utilities are proposing a 50/50 revenue sharing between ratepayers and shareholders for existing unbundled storage program assets.  The revenue sharing for expansion of the unbundled storage program is proposed to be 100% shareholder risk and reward.  With such a mechanism for storage expansion, there would be no revenue sharing between ratepayers and shareholders nor would ratepayers have any risk for the costs of expansion.  Such incentives for the unbundled storage program are not contrary to the State’s efficiency goals as the sales of storage products do not increase consumption in the Utilities’ service territories, but instead assist in reducing the cost of gas supplies.  In addition, these products assist parties in managing their supplies to place less potential strain on the Utilities’ system to the benefit of all customers.  The Commission should approve the Utilities’ proposed revenue-sharing mechanism for the unbundled storage program, which will ultimately benefit all customers.  Moreover, as Mr. Watson explains in his testimony on unbundled storage risk and revenue sharing, it is imperative that the Commission address this matter expeditiously so that SoCalGas is encouraged to make the right decisions in connection with existing unbundled storage assets and potential storage expansion.
In addition to my testimony addressing the unbundled storage risk and revenue sharing, I explain the policy basis to support the Utilities’ combined Gas Procurement Department’s storage inventory allocation based on its cold-year reliability needs. As Mr. Emmrich’s testimony explains, a core reservation of 70 Bcf will continue to allow the Utility Gas Procurement Department to meet its cold-year reliability needs and to have excess storage inventory available in years that are warmer than a 1-in-35 Cold Year for price arbitrage opportunities that might arise.  
III.
PROPER SHAREHOLDER INCENTIVES FOR UNBUNDLED STORAGE SHOULD BE ADOPTED
A.
Overview

The Utilities recommend that the Commission reaffirm the current policy of proper incentives when examining the revenue-sharing mechanism for the unbundled storage program in this BCAP.  The Commission should recognize that continuing proper ratepayer/shareholder revenue sharing benefits ratepayers.  Revenue-sharing incentives for the unbundled storage program are in the best interest of the Utilities’ ratepayers because they encourage the Utilities to maximize ratepayer benefits from unbundled storage program revenues through aggressive negotiations with counter-parties, creative product marketing, storage field operations, and storage expansions.  Adopting the Utilities’ incentive proposals for the unbundled storage program will ensure that the maximum amount of storage is available and will lead to additional storage capacities being developed.  This revenue-sharing proposal aligns the interests of ratepayers and shareholders that is not contrary to fundamental State energy policy.  
B.
Incentive Mechanisms as Commission Policy

The Commission has adopted incentive mechanisms when they benefit ratepayers without conflicting with California’s energy efficiency goals.  For example, both the GCIM and PBR incentive mechanisms strongly encourage the Utilities to act in a manner benefiting ratepayers.  The GCIM for SoCalGas (and Gas PBR for SDG&E) encourages the Utilities to devote significant resources to the task of purchasing gas supplies for customers at the lowest possible cost.  The PBR for base margin encourages the Utilities to reduce costs between general rate case proceedings.  Neither of these mechanisms encourages the Utilities to increase sales or throughput and both are well-established, Commission-approved mechanisms that promote the overall public interest.
The Commission should continue its policy of adopting proper incentive mechanisms for the unbundled storage program.  Adoption of proper incentives that align ratepayer and shareholder interests is consistent with past Commission practices and is in the best interest of ratepayers.  
C.
Incentive Mechanism for Existing Unbundled Storage Program

The Utilities’ existing unbundled storage program has been very successful, in large part because of the 50/50 sharing mechanism adopted by the Commission in D.00-04-060.  There is no policy reason to modify this successful mechanism during this upcoming BCAP period.  In D.00-04-060, the Commission established a straightforward revenue-sharing mechanism which encouraged the Utilities to market and to expand storage capabilities, which benefited ratepayers through lower transportation rates.  The success of the unbundled storage program can be sustained by the Commission adopting the Utilities’ proposal for a 50/50 revenue-sharing mechanism for existing unbundled storage assets.  This revenue-sharing mechanism has created a strong and vibrant storage market in southern California, leading to increases of the Utilities’ inventory capacity from 105 to 131 Bcf over the last several years.  The Commission should recognize that there is no need to change the current sharing mechanism.

While the 1993 Unbundled Storage Decision and the policy of the Federal Energy Regulatory Commission (“FERC”) support 100% shareholder risk/reward for storage development and expansion, this model could also apply to existing unbundled storage.  Indeed, this is the case under the PG&E Gas Accord model.  However, the Utilities are not proposing such a revenue-sharing mechanism here.  The Utilities believe a revenue-sharing mechanism of 50/50 sharing on existing storage assets is justified and will continue to provide significant benefits to ratepayers.  
Advantages of the 50/50 approach are that it provides significant ratepayer benefits in strong market conditions, while properly encouraging the Utilities to market storage aggressively and to maximize the availability of existing storage capacities.  The Utilities currently proactively market available storage capacities through individual negotiations that extract the maximum value for storage products and thereby increase benefits to ratepayers.  Resources are allocated to the marketing and administration of the unbundled storage program to perform these tasks under the current revenue-sharing mechanism.  In addition, the Utilities incur unusual expenses, such as increased compressor maintenance, to maximize the availability of storage capacities within the unbundled program.  Mr. Watson provides details of the marketing and operational activities associated with this program under 50/50 revenue sharing and the benefits that have been achieved for ratepayers.  Ratepayers are better off continuing the 50/50 sharing mechanism as adopted in D.00-04-060, under which the Utilities have operated successfully for the past seven years.  

Under the unbundled storage program and the revenue-sharing mechanism adopted in D.00‑04‑060, there is a downside risk to the Utilities of storage market values falling below the cost allocated to unbundled storage.  This was demonstrated in the first year of the unbundled storage program.  While in recent years the value of storage has significantly exceeded the costs allocated to the unbundled storage program, this has not always been the case and could change as market dynamics change and because the embedded cost of storage has increased.  The Commission should not modify shareholder incentives as market prices rise or fall, but instead should align ratepayer and shareholder interests to ensure that the significant benefits received by ratepayers under strong market conditions continue.
D.
Incentive Mechanism for Storage Expansions

The Commission should apply its policy from the 1993 unbundled storage decision to all unbundled storage expansions throughout the state – specifically, all unbundled storage expansions should be at 100% risk and reward for utility shareholders.  This policy has applied in northern California for the last decade and has helped to stimulate the development of third-party storage there.  It places any PG&E unbundled storage expansions on an equal footing with third-party competitor investments.  Although third-party storage has not yet developed in southern California, it never will develop as long as there is the potential for significant ratepayer subsidization of storage expansion costs.  Given the long lead time for storage expansions, adoption of our proposed risk/reward structure for storage expansion will allow us to move forward now on expansions that would be completed in the 2011-12 time period. 

The FERC has adopted a policy of 100% shareholder risk for storage (including expansion of existing storage) on the national level.  Storage providers regulated by the FERC, just like PG&E and third-party storage providers in northern California, take all of the risk that storage revenues received under storage contracts will allow them to recover storage development and expansion costs.  There is widespread recognition that storage development and expansion are promoted by this sort of risk/reward structure and the Commission should adopt the same policy in southern California that it has adopted in northern California and that exists nationally.
IV.
CORE RELIABILITY STORAGE NEEDS
Mr. Emmrich's testimony shows that the core reliability need can be met with 70 Bcf of storage inventory plus an additional 150 MMcfd of winter interstate pipeline capacity or border/citygate purchases.  As a policy matter, the Utilities believe that the amount of storage inventory allocated to the core market should be based on cold-year reliability needs, not the possibility that the core might be able to use excess storage inventory to profitably buy and sell gas from storage during non-cold year conditions.  As Mr. Emmrich explains, a core allocation of 70 Bcf of storage inventory plus 150 MMcfd of winter interstate pipeline capacity, or border/citygate purchases, still allows the core to have capacity in excess of its reliability needs for price arbitrage purposes during years that are warmer than a 1-in-35 Cold Year.  To the extent that the cost of this capacity to the core is less than its market value, core customers will realize a benefit over other market participants.  If the Utility Gas Procurement Department concludes that it can obtain even further benefits for core customers by obtaining additional storage inventory, it should be required to participate in the unbundled storage program like all other market participants.  We believe this is a fair approach that provides core customers with significant opportunity to use cost-based storage for price arbitrage purposes while ensuring that other parties have a reasonable amount of storage inventory available for purchase.
V.
CONCLUSION
The Commission should reaffirm its incentive mechanism policy in this BCAP and adopt the Utilities’ revenue-sharing proposals for the unbundled storage program on an expedited basis.  Incentive mechanisms for unbundled storage are sound policy for both ratepayers and shareholders.  Failure to approve our incentive proposals will reduce ratepayer benefits.  The Utilities’ proposals are the correct approach to maximize ratepayer benefits and have shown in the past to be successful.  Prior success should be recognized and not used as an argument to modify or reduce the previously adopted unbundled storage program incentives.  The Commission must resolve this matter expeditiously so that the Utilities know whether or not the Commission wishes to encourage or discourage the sorts of activities requiring resources that generate ratepayer benefits. 
This concludes my Phase I prepared direct testimony. 
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