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PREPARED REBUTTAL TESTIMONY

OF ALLISON F. SMITH
My name is Allison F. Smith.  My business address is 555 West Fifth Street, Los Angeles, California, 90013-1011.  I have previously submitted testimony in this proceeding.
The purpose of my rebuttal testimony is to address comments regarding the Long Run Marginal Cost (LRMC) methodology and proposals to change certain demand measures for allocation purposes.  Specifically, I will be addressing comments by Division of Ratepayer Advocates (DRA) witnesses Ms. Sabino and Mr. Lee, The Utility Reform Network (TURN) witness Mr. Florio, Indicated Producers, the California Cogeneration Council, California Manufacturers and Technology Association, and Watson Cogeneration Company (IP/CCC/CMTA/Watson Cogen) witness Mr. Beach.

I.
PREFERENCE FOR EMBEDDED COST

Mr. Emmrich has discussed in some detail, the advantages and economic justification for using an embedded cost (EC) study to allocate costs in general.  There are a few specific proposals or comments regarding the use of LRMC for parts or all of the transmission costs that merit additional comment.
A.
TURN Proposes EC for Backbone and LRMC for All Other Functions
Mr. Florio recommends LRMC remain the allocation method for customer, distribution and local transmission, while supporting embedded cost for backbone transmission.
/  The split between local and backbone transmission for the SDG&E and SoCalGas systems is not a purely mileage based exercise.  As Mr. Schwecke explained, some of the transmission lines identified as backbone also serve as local transmission or redelivery function.  Therefore, it may be difficult to separate the transmission resource plan between backbone and local transmission function.
In the current transmission resource plan study submitted by Mr. Bisi, the two transmission additions were easily identifiable as local transmission facilities because they were essentially at the ends of the SoCalGas’ transmission system.
/  However, the facility additions could be in areas of the system where pipelines are serving both the local and backbone function in a future resource plan, in which case it may be difficult to classify an expansion as purely backbone or local transmission related.  For example, an expansion on the backbone transmission system necessary to provide service to a new power plant can also be used to transport supply when the power plant is not in operation.  In this case, the new expansion pipeline would serve both a local and backbone transmission function.
Therefore, adopting different cost study principles for backbone and local transmission facilities may create distortions in the pricing of these facilities.  SDG&E and SoCalGas support the adoption of embedded cost for all functions.  However, at a minimum SDG&E and SoCalGas believe it is prudent to adopt embedded cost for all functions that are unbundled or partially unbundled.  For SDG&E and SoCalGas, this would mean the development of transmission and storage costs based on the results of the embedded cost study.

B.
DRA Proposes EC for SDG&E and LRMC for SoCalGas

Ms. Sabino advocated LRMC/NCO be adopted for SoCalGas.  Whereas, Mr. Lee advocated EC be adopted for SDG&E.  DRA reasoned that SDG&E has a smaller system, therefore, EC would be adequate.  SDG&E and SoCalGas believe EC allocation should be used for both utilities, as discussed by Mr. Emmrich.  In addition to the policy and economic reasons cited by Mr. Emmrich, the development of transmission costs for both utilities should be done in a consistent manner.  As discussed above in response to Mr. Florio’s proposal, it is more appropriate for the costs of the entire transmission system for both utilities to be developed based on the EC of transmission.  Furthermore, there is a possibly unintended consequence to DRA’s proposal.  

SDG&E and SoCalGas develop their costs separately for the two utilities.  However, under System Integration, which was adopted in D.06-04-033, the transmission costs of the two utilities are combined and allocated across the customer classes of both utilities.  Using the EC to develop the transmission costs for SDG&E and LRMC to develop the transmission costs for SoCalGas could lead to arbitrary cost shifts between the customers at the two utilities.

As shown in the table below, DRA’s particular combination of EC and LRMC proposals results in a much higher total transmission cost than either the LRMC or EC methodology when applied consistently to both utilities.  As a result, there may be unintended cost shifts between the customer classes of the two utilities when implementing System Integration under DRA’s proposal.

	Transmission Costs, $millions
	
	

	
	SoCalGas
	SDG&E
	Total

	Embedded Cost
	
	
	

	   Backbone 
	$94 
	$21 
	$116 

	   Local 
	$71 
	$16 
	$88 

	
	$166 
	$38 
	$204 

	
	
	
	

	Scaled LRMC
	
	
	

	   Backbone 
	$38 
	$11 
	$49 

	   Local 
	$155 
	$10 
	$166 

	
	$193 
	$22 
	$215 

	
	
	
	

	DRA's proposal
	
	
	

	   Backbone 
	$38 
	$21 
	$59 

	   Local 
	$155 
	$16 
	$171 

	
	$193 
	$38 
	$231 


C.
IP/CCC/CMTA/Watson Cogen Notes the Use of EC for Transmission Would Support Rate Stability
Mr. Beach comments on the uncertainty and volatility inherent in the use of long term resource plans for establishing the unit cost for transmission and storage.
/  Mr. Beach is correct in his statement that transmission and storage investments are lumpy and the resulting marginal costs rise sharply when system capacity becomes constrained.  While this is precisely the signal intended by the LRMC methodology, there is a somewhat arbitrary aspect to the use of these resource plans that actually may thwart efficient price signals reaching market participants.  Since transmission is by nature a “lumpy” investment, timing of the resource plan is critical in developing the transmission marginal unit cost.

In the current resource plan, there are two local transmission facilities identified by Mr. Bisi.  One of these investments, the Imperial Valley expansion, is already in construction.  As Mr. Bisi noted, this project will be completed and the facilities will be in-service in 2009.  When SDG&E and SoCalGas originally filed this BCAP, we anticipated implementation in January 2009.  Therefore, the Imperial Valley investment was included in the transmission resource plan for the 15-year period from 2009 through 2023.  However, if the BCAP were filed later and the resource plan period were determined to be 2010 through 2024, then the Imperial Valley system would already be in-service and would not have been a part of the long-term transmission resource plan to determine the transmission marginal unit cost.  

The capital component of the transmission marginal unit cost is derived by taking the total investment over the planning period divided by the incremental system-wide demand growth during the same period.  Assuming the demand growth does not change appreciably, then the transmission marginal unit cost for SoCalGas would drop from $1.81 per decatherm to $1.15 per decatherm.
/  Using this lower marginal unit cost would have a significant impact on the allocation of costs between core and noncore customers.  The following table summarizes the impact of this one change:

	Impact of Changing Transmission Resource Plan
	
	

	
	w/ Imp Valley
	no Imp Valley
	difference

	Total Investment, $M in 2009$
	$93,633
	$51,939
	$41,694

	Total Marginal Cost ($/dth)
	1.81
	1.15
	0.66

	
	
	
	

	Total Margin Allocation to Core:
	
	
	

	     Base Margin Revenues, $million
	$1,403,940
	$1,381,103
	$22,836

	     Core Split
	89.4%
	87.9%
	1.5%


By changing the resource plan period by one year, the LRMC-based cost allocation and resulting rates are very different.  As such, the signal provided to the market regarding the need for future transmission investment is dramatically different based on the plan period used to develop rates.

II.
DEMAND MEASURES

Several parties have advocated changes to transmission and distribution allocators in their testimony.  Specifically, DRA’s witness Ms. Sabino advocates Average Year Throughput for the allocation of all backbone transmission costs.  IP/CCC/CMTA/Watson Cogen witness Mr. Beach advocates Peak Day Demand to allocate local transmission and high pressure distribution costs.  SDG&E and SoCalGas support retention of the demand measures adopted in the original LRMC decision, D.92-12-058, for the backbone, local transmission and distribution functions. 
A.
Backbone Transmission

Ms. Sabino recommends changing the backbone transmission allocator from Cold Year Throughput to Average Year Throughput (p. 4).  She does not elaborate on her rational for changing the allocator.  She merely states it should be changed to Average Year Throughput for consistency with the allocator for the Firm Access Rights (“FAR”) revenue credits authorized in D.06-12-031.

While Ms. Sabino is accurate about the adopted allocation of the FAR revenue credit, the FAR decision did not change the allocation of transmission costs.  In the System Integration decision, D.06-04-033, the Commission adopted Cold Year Throughput as the allocator for the combined transmission system of SDG&E and SoCalGas.
/  In D.06-12-031, the Commission adopted SCGC’s proposal to allocate the FAR revenue credit on the basis of Average Year Throughput because there was no identifiable relationship between the FAR revenues collected and Cold Year Throughput.
/  However, the decision did not attempt to establish this allocation of the revenue credit as the precedent for transmission costs.  The Commission’s rationale to adopt Cold Year Throughput as the allocator for SoCalGas’ transmission system is explained in the next section.
SDG&E and SoCalGas have proposed to use the demand measures previously litigated and adopted on a state-wide basis for each function.  Ms. Sabino’s reference to D.06-12-031 addresses the allocation of the revenue credit, not the allocation of transmission costs.  She offers no other rationale or justification for the proposed change.  Therefore, SDG&E and SoCalGas believe Ms. Sabino’s recommendation to change the allocation of backbone transmission costs to Average Year Throughput should be rejected.
B.
Local Transmission and High Pressure Distribution

Mr. Beach has also made proposals to change the allocation of local transmission and high pressure distribution costs to peak day measures.  The allocation of each function was investigated and established in D.92-12-058.  Mr. Beach asserts that changes in the planning criteria and the identification and unbundling of backbone facilities justify a change in the adopted allocators.  

SoCalGas has not made a material change to its transmission planning criteria since the inception of LRMC ratemaking in 1992.  In the original LRMC decision, the Commission considered the operating function as well as the planning criteria when selecting the demand measure for each function.  It is an oversimplification of SoCalGas’ operations and planning criteria to presume that peak day demand is the only relevant criteria.  SoCalGas’ transmission and storage systems are both critical to meeting the peak day demand on its system.  Natural Gas is transported across the transmission system throughout the year and put in storage for use at periods of higher demand, including the winter peak season.  Based on the amount of storage on the SoCalGas system, the Commission reasoned that it was appropriate to allocate transmission costs based on Cold Year Throughput.

These measures are chosen because they are the best estimates of cost causation.  Transmission is used to provide flowing supplies and to support storage operations.  Transmission capacity is relatively constant during the year.  SoCal has a larger amount of storage available than does PG&E.  Given the amount of storage available, SoCal’s backbone transmission system is sized to meet cold-year demand.  (D.92-12-058, page 22)

Similarly, the Commission looked beyond adherence to only the design criteria when establishing the local transmission allocator for SDG&E and PG&E.  The Commission provided the following reasoning for why local transmission costs should be allocated based on a peak month basis:

All of the parties argue that local transmission is the bridge between transmission and distribution.  Logically, local transmission would be taking gas from both flowing supplies and storage withdrawal, and transporting that gas to local areas.  Essentially, the MDM should be somewhere between transmission and distribution.  As will be explained more fully below, a peak day measure should be used for distribution.  We will use a coincident peak month measure for local transmission on both the PG&E and the SDG&E systems.  (D.92-12-058, page 23)

At the time of the 1992 LRMC decision, SoCalGas did not differentiate between backbone and local transmission.  The Commission adopted a single allocator for all transmission costs at SoCalGas.  However, the Commission noted that SoCalGas’ high pressure distribution system served a function very similar to PG&E’s local transmission system.  Therefore, the Commission adopted peak month as the allocator for SoCalGas’ high pressure distribution system.

Mr. Beach’s proposal to move to peak day demand to allocate local transmission and high pressure distribution based on design criteria ignores the Commission’s consideration of operational factors when deciding on the cost allocators.  The operational nature of these pipeline systems has not changed since the 1992 LRMC decision, and therefore, the allocators should remain the same.
III.
NCO vs. RENTAL METHOD

One of the most contentious debates regarding the LRMC study continues to be the proper methodology for developing the marginal unit cost for customer-related facilities.  As presented in my direct testimony, SDG&E and SoCalGas believe the Rental Method is more appropriate if the Commission chooses to retain the LRMC methodology.  Ms. Sabino and Mr. Florio assert LRMC should be based on the NCO Method without Replacement Cost Adders.  Mr. Alexander and Mr. Beach prefer the adoption of Embedded Cost allocation, but contend that if LRMC is adopted then it should be based on the Rental Method as proposed by SDG&E and SoCalGas.  Ms. Yap contends the allocation should be based on the Rental Method and rejects the utilities’ proposal to move to Embedded Cost allocation.

A.
NCO Methodology vs. Rental
The NCO method does not give efficient price signals to customers considering new hookups because the approach assures that new customers will never pay the full costs incurred to hook up to the utility’s gas system.  Other customers will end up picking up the majority of those costs.  This occurs because the NCO method takes the full cost per customer to hook up a new customer (not the annualized cost) and multiplies that value only by the number of new customers to be added in that class.  The unit cost is then calculated by dividing this cost to serve new customers by the total number of customers in the class.  Therefore, this method (except where the growth rate of a customer class is very high) will significantly understate true marginal customer-related costs, thereby artificially lowering core rates.
SDG&E and SoCalGas correctly define the term “marginal” cost as referring to the cost to provide service for the next customer or an additional therm of throughput for demand related costs.  This means that all customers should be charged the cost of providing service to an additional customer or the cost of serving an additional unit of throughput.  In a competitive market, the market price for a product is based on the marginal cost of producing one additional unit of output.  That price clears the market where all units produced are sold and the cost of the marginal unit of output equals the consumer value of purchasing that marginal unit of output. 

The rental method using the real economic carrying charge (RECC) is more efficient than the NCO method because the rental method, using the RECC of providing service, reflects the theoretically correct LRMC of providing service to an additional customer or an additional unit of throughput.  This is why the NCO method which applies the margin cost only to new customers is economically inefficient and suboptimal and results in an understatement of LRMC-based customer costs.  The understatement occurs because the NCO cost reflects the total capital cost for a little over 1% of the total Residential customers.  As a result, a significant portion of the customer-related costs end up as part of scaling.  In a perfectly competitive market, which the Commission is supposedly trying to simulate with LRMC pricing, there is only one efficient market clearing price for all units sold or customers served; that is the price where LRMC equals short run marginal cost (SRMC) equals long run average costs (LRAC) equals price.  That conforms to the economic efficiency principle that the cost of producing the last unit of output sets the market price for all units sold because that is where social welfare is maximized. 

Therefore, the rental method is a more appropriate cost allocation methodology because under the rental method, we use the annualized cost of hooking up new customers multiplied by all customers, which is consistent with the principle discussed above, whereas, the NCO method uses total new customer capital cost times the number of new customers.  By only using the number of new customers, which is typically 1-2% of the total class, the costs for the class is underestimated.

Therefore, SDG&E/SoCalGas’ marginal customer-related capital costs have been developed using the rental method, which reflects the annualized capital cost of new hookups.  The rental method as used by SoCalGas correctly assumes that all customers, whether owners or renters, face the same real costs because it does not matter whether a customer is a renter or an owner.  The LRMC to each is the same just as the rent charged to a renter of a house is equal to the cost that owners incur by not renting their house out and using it themselves.  This is the opportunity cost principle of economics.  In other words, if I own a house free and clear of any debts and use it for myself, it costs me the rent that I could have charged a renter if I had rented the house out.

Furthermore, the use of the RECC fully captures the capital-related costs required to fully capture costs incurred by the utility to provide new customer hook-ups.  Through its use of the RECC factors for annualizing the costs of plant investment for each function, the LRMC methodology already contains depreciation charges that account for the plant investment that is “used up,” causing the need for eventual replacement.  Because these replacement costs have already been accounted for, adding in a separate and explicit adjustment for distribution replacement costs double-counts these costs.
The cost of capital includes a return on investment which is reflected by the rate of return on equity and cost of long-term debt and the return of capital which is recovered through the rate of depreciation.  Utility investors must be compensated for their investment by a rate of return on their investment just like an investor earns an interest rate payment from the bank when they deposit money in their bank account.  When investors withdraw their money from their bank account they have a return of their investment.  Similarly when shareholders invest money in the utility they are allowed an authorized rate of return on their investment and allowed to recover their initial investment over the useful life of that investment in the form of depreciation.  The shareholder must also pay interest to bondholders and repay the long-term debt financing that was incurred through the issuing of long-term utility bonds when the bonds have expired.  Customers pay for the return on and return of capital costs through the RECC.

B.
NCO Methodology Continues to Evolve

Ms. Sabino contends that the NCO methodology is the long-standing approach adopted by the Commission.  She suggests that SDG&E and SoCalGas are not in compliance with D.00‑04‑060 because the utilities filed their compliance case based on the Rental Method.  However, the methodology used to develop the marginal unit costs for customer-related facilities has taken a long and complicated path to the present.  In the original LRMC decision, the Commission adopted the Rental Method.  In subsequent BCAPs, the Commission has stated a preference for the NCO methodology.  However, it has come short of ordering SoCalGas to use the NCO methodology due to settlement agreements by parties adopting particular methodologies for each utility.  SDG&E and SoCalGas entered into these settlement agreements with the understanding that the acceptance of a particular approach was not precedential for future proceedings.  Therefore, it is reasonable for SoCalGas to utilize the LRMC methodology it considers economically efficient in filing its compliance case.

The evolution of the methodology used to calculate customer-related facilities highlights SDG&E and SoCalGas’ arguments that LRMC methodology is contentious and does not in its current form promote economically efficient price signals.  In the original LRMC decision, the Commission adopted the Rental Method for customer-related costs.  In PG&E’s 1995 BCAP, the Commission adopted the NCO Methodology with Replacement Cost Adders.  In PG&E’s 2005 BCAP, the Commission reconsidered its position on Replacement Cost Adders and adopted the NCO methodology without consideration of replacement costs.

In PG&E’s BCAP decision, the Commission eliminated the use of Replacement Cost Adders for Distribution, in part, stating:
However, the record before us demonstrates that PG&E does include the cost of replacing existing facilities in its marginal distribution costs through the real economic carrying charge, which recognizes the costs of new facilities and the costs of replacing them in the future.  Thus, including the replacement cost in marginal distribution costs double counts these costs.  (D.05-06-029, page 20)
The Commission did not elaborate in PG&E’s decision on why it removes the Replacement Cost Adder from the unit cost for customer-related facilities.  However, if part of the Commission’s rational for removing the Replacement Cost Adder is that the RECC charge already recognizes the cost of replacing facilities in the future, this argument would be appropriate for the Rental Method but not the NCO Method.  The NCO Method does not use the RECC factor for calculating the customer costs.

The method for calculating the customer-related marginal cost has changed several times since the inception of LRMC.  As noted previously, parties are split on the economic theory supporting one LRMC method over another.  SDG&E and SoCalGas continue to believe the Rental Method is the economically correct methodology.  However, the utilities believe the contentious nature and the vastly different outcomes resulting from the different methodologies reinforce the utilities’ proposal to move back to an Embedded Cost allocation.

Ms Sabino states, “The scaling of revenues is for purposes of revenue requirement reconciliation and does not impact the relative cost burden for each customer class. (p. 26, emphasis added)”  While this is true, the “relative cost burden” is directly impacted by the methodology chosen for development of customer-related costs.  The following table illustrates the difference in the overall cost allocation for SoCalGas when only changing the calculation of the customer-related unit cost from the Rental Method to the NCO Method without Replacement Cost Adders.  As noted below, this results in a $36 million cost shift to noncore customers due to the selection of the methodology.

	Core Allocation
	Rental
	NCO
	Difference

	Base Margin Revenues, $million
	$1,403,940 
	$1,368,467 
	($35,473)

	Core Split
	89.4%
	87.1%
	-2.3%


SDG&E and SoCalGas believe the numerous changes to the LRMC methodology used to develop the customer-related unit costs is an example of the hybrid LRMC approach adopted by the Commission.  With such a significant cost shift from Core to Noncore customers resulting from the choice of methodology, it is difficult to argue that LRMC is sending the intended price signals to the market.  As discussed by Mr. Emmrich, this is one of the primary reasons, SDG&E and SoCalGas believe it would be appropriate to abandon LRMC and return to EC allocation.  
This concludes my rebuttal testimony.  
�/ 	Florio Direct Testimony, p. 8.  


�/ 	The two potential facilities investments were in the San Joaquin Valley and Imperial Valley.


�/ 	Beach Direct testimony, pp. 9 and 11.  


�/ 	To simplify this comparison, the incremental peak month demand growth was assumed to be the same for the period 2009–2023 and 2010-2024.


�/ 	As discussed in my direct testimony, SDG&E and SoCalGas previously did not differentiate between the backbone and local transmission system.  With the inclusion of a backbone cost study, SDG&E and SoCalGas now advocate allocating backbone and local transmission costs based on the allocators adopted for each function in the 1992 LRMC decision, D.92-12-058.


�/ 	D.06-12-031, page 92.  
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