
• RE/lmm * 

Dec is ion No. 85627 
BEFORE THE PUBLIC UTILITIES COMMISSION OF THE STA'!'E OF CALIFORNIA 

Application of SO~~ CALIFORNIA 
GAS COMPA.l.W for Authority to Increase 
Rates for Gas Service Due to Fuel Cost 
Adjustmen~. (Filed by Advice Letter 
No. 916). 

~n t e Matter 0 t e pp_~ca~~on 0-

S~! DIEGO GAS & ELECTRIC COMPANY for 
Authority to offset the Increased Costs 
of Purchased Gas. (Advice Leeter 
Fili~ No. 332-G). 

~ 
---------------------------------) 

Application No. 55676 
(Filed April 23, 1975; 
amended May 16, 1975) 

Application No. 55677-
(Filed May 7, 1975; 

amended May 16, 1975) 

Application No. 55544 
(Filed March 6, 1975) 

Application No. 55543 
(Filed March 67 1975) 

(Appearances listed in Appendix A) 

The four applicat~ons listed in the caption, two for Southern 
Californi~ Gas Company (SoCal) and two for S~n Diego Gas and Elec~ric 
Company (SDG&E), are all offset proc~edings under purchased 
gas adjustment (PGA) clauses. All resulted in interim rate 
inc=eeses, the two earlier filed applicat~o~rcsul:ing in interim 
decisions D.84291 and D.84290, bo~h dated April 1, 1975, are here 
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only for the purpose of determining the effect of the Tax Reduction 
Act of 1975 (l'RA), which increased the investment tax credit 
(ITC) effective January 21, 1975. This issue will be discussed later 
in the opinion. 

D.84569 dated June 17, 1975 in A.55676 granted SoCal a PGA 
rate in~rease of $25,668,000. On the same day D.84570 in A.55677 
granted a derivative PGA rate increase of $2,569,000 to SDG&E .as a 
result of SoCal's rate increase in D.84569. These ~o decisions 
ordered the rate increases spread on a uniform cents per therm basis / 
to all classes of service until September 16, 1975, when the incresses 
were to be applied only to non-residential schedules, with the proviso 
in D.84569 that SoCal's rates for resale customers (which include 
SDG&E) shall be set "without burdening their non-residential cus'Com~rs 
in any greater degree than those of SoCa1". On June 24, 1975 Examiner 
Phillip E. Blecher issued a ruling consolidating these ewo applications 
for further hearing into the rate structure. On July 29, 1975 a 
ltmit~d rehearing was granted in both applications (pursuant to 
D.84726 and D.84727) for the ltmited purposes of determining whethe~ 
the inc~eases should be applied on a basis other than a uniform cents 
p~= ~herm and for further consideration of the issue of r~tc design. 
The decisions also.ordered both ~tilities to collect rates on a 
uni:orm ee~ts per therm basis until further order aDd made ~he previous 
orders (D.04569 and D.84570) subject to rei~nd and/or reduction, should 
it be d~termined that SoCal has a reduced r~·e~~e requirement resul:-
ing f~om its lTC election under TRA. In D.84727 the ITC issue was not 
raised, but the entire rate increase granted :herein was subject :0 
refund or reduction (in the event that any such refund or redaction 
w~ required of SoCal under Schedule G-61, the schedule applic2ble to 
SDG&E). Pursuant to the examiner's ruling, A ... 5S676 and A.55677 we:-c 
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consolidated for hearing on th~ issue of rate structure. These 
hearings were held from July 21, 1975, to Au~~t 19, 1975. The matter 
was submitted on the latter date subject to the filir~ of briefs, 
which were timely filed by eight parties. These hearings considered 
the following issues: (1) ~aethe= the rate spread to non-residential 
customers by the C~ission in D.84569 and D.84570 was the proper 
course of action' under the circ~stances; (2) if so, how could this 
rate sp~~ad be p=operly tmplem2n~ed, a~d (3) if not, how should these 
rates be str~ct~ec? Collate~al issues, such as the definition of 
reSidential and non-residential customers, restructuring of rate 
schedules not previously classified in those terms, and the meaning of 
the Commission's language in D.84569 which ~uthorized the paSsing of 
the rate increase to SoCal's wholesale cus~omers also becace important. 
Fu=the=, sinc~ the sub~ission of this matter on the Miller-Warren 
Energy Lifeline Act, effective January 1, 1976, became law 
(Public Utilities Code Section 739). This new law created a 
substantial impac~ on the i5sues to be determined here, as we 
will discuss later. 

I. RATE SPREAD 

The Evidei.1ce 

All parties except the staff advoca~ed the adoption of a 
unifo~ cents per therm rate spread on the geceral theory that the PGA 
is an offset only of the cost of gas end that this cOmQodity cost 
should be sp=ead unifo~ly among all its users. The stzff reco~ended 
a rate spread that diffe:ed prio~ily in degree from the rate spread 
that had previously been autho=ized in D.84569 and D.S4S70. The staff 
witness recommended t~~t the rate increase be spread t~ the lowest 
price tailblocks and up through the tai!blocks in ascending order 
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unti.l all the rates were uniform. This is the staff's interim g031 
on the path to 4n inverted rate structure.lJ The staff bases its 
recommendation on the grounds that: (1) The conser~ation signal 
would be the same for all; (2) the administration would be easier 
for the presently overburdened staff; (3) gas would be priced tending 
teward its real value rather than its cost (value here meaning - as 
compared to the price of alternate fuels); and (4) after the first 
disproportionate increase each class of service would be impacted 
identically by changes in the cost of this commodity. The major 
disadvantages of this rate structure arc that it departs from 
traditional and historical rate~king concepts because the impact 
would be largest on the lowest priority customers, the level of 
service would no longer be important, cost as a factor in setting 
rates would ~o longer be as Significant, the present rate strucrure 
and price priority system would be completely altered, and 3S curtail
ment of the commodity increased, future rate increases would be 

greater since the impact of the rate increase would be spread over 
a smaller number of customers. 

The industrial witnesses contend that the assi~nt of the 
higher cost to be lowest priority users (cOCQercial and industrial 
customers) negates the cost of service (cost allocation) theory 
of setting prices for commodities and will not have any be~eficial 
effect on conservati~ of those users since they are already doing 
everything they can to cOt'.serve gas because of its relatively high 
cost. They also believe it would work adversely on conservation 
by the smaller (residential) users since no incre3se in rates would 
p~omote both the use of more gas and less efficient use of that gas 
which is available. General Motors presented an expert witness who 
testified, substantially, that rates should be set on the basis of 

1/ In an inverted rate structure, the highest priority users 
(residential) pay the lowest price, while the lowest priority 
users pay the hi~hest price. This is directly contrary to the 
existing and traaitional rate pricing structures. 
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the cost of service and that utilities are really not in the business 
of selling a product but selling a service of delivering fuel to 
the end user. Thus, the cost of distribution and/or delivery should 
be allocated according to the respective costs of the various 
classes of customers. (The staff witness testified that the cost of 
service and cost allocation method of setting rates was never adopted 
by this Co~ission as the sole criterion for setting rates, but has 
been used as one of the criteria.) Th~ industrial witnesses further 
testified that to upset the traditional relationship of rates ~ould 
work a tremendous hardship on the~ ~nd eveneually the economy of 
California, particularly where California was in :he lead in upsetting 
the traditional rate structure. 
Discussion 

Rates authorized to be charged by a ~tility must be reason
abJ.e, just5.£ied, and sufficient. Historically, this Commission 
has held that the primary test of reasonablen~ss is cost of service. 

In discussing rate design considerations in Re Pacific 
Ga~ and Electric Company, Decisio~ ~~o. 84902 issued September 16, 
1975 in Applications Nos. 54279, 54280, and 54281, at mimeo. 
pp. 132-133, this Commission said: 

". • • The design of rates is essenti.:tlly an 
exerc ise of op inion and j udgmen t in which ~1e 
are bound by the statutory requirenents that 
rates of California utilities be just, 
reasonable, and sufficient, and tha:t there be 
no unreasonable difference in rates a~d charges, 
either be~een localities or beeween c13sses of 
service.171 [171 Public Utilities Code Sections 
451, 453-;-and '-Z8.] The Legislat~e, havi::lg 
established these guidelines, has left their 
tmplementation to the judgment of the Commission. 

"Over the years a generally accepted set of 
attributes of a good rate structure has evolved. 
These are: 
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Production of the revenue requirement. 
Simplicity and ease of understanding. 
Seability of revenue. 
Fair apportionment of cost of service. 
Discouragement of wasteful use. 
Encouragement of efficient operation of system. 

"In the attempt to design rates possessi:lg these 
attributes, various factors are usually considered. 
These are: 

Cost of service. 
Historical rate structure. 
Competitive conditicns. 
Value of service, including 'what the traffic 

will bear'. 
Adequacy of service. 
Customer acceptance." 

Among these alte:-natives, "cost of service" is regarded 
as paramount by a Wide va~iety of regulatory commissions and 
schola:;:os, and is advanced by many parties to this case as the most 
equitable and feasible choice. It is worth notir.g, h~~evcr, that 
there is considerable ambiguity both in the term and in its 
application. 

"Cost" can refer to actual historical cost, or to "marginal" 
or "incremental" cost--in other words, we can be speald.!1g of the 
~.ve=:.l.ge cost of providing cXistit'l.g levels of service, or of the 
additional cost imposed by furnishing a~ addi:ional unit of service. 
In broadest outline, a choice between -:hese two definitions of cost 
is a choice between two competing goals of utility rate setting: 
equity and efficiency. Fairness to different gr~ps of customers 
may be thought to require that the costs charged to each be 
actual, "bookkeeping" costs--the costs actually experienced by the 
utility in purc~~sing the equipment, fuel and labor needed to provide 
serviee. On the other hand, economie efficiency generally dictates 
that the price of a service be related, not to its eost in some 
previous period, but to the current cost of replication. 
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In setting the overall earntngs allowed to a utility, this 
Commission--like many others--has opted for fairness. Setting all 
rates on the basis of "incremental" costs would, in a period of rapid 
inflation, produce grossly excessive revenues for utilities. 
Conversely, in a period of rapid technological progress and stable 
prices, a rate set on incremental costs might fail to produce 
sufficient revenue to keep the utility in business. Thus historical 
cost is used for the purpose of setting the overall level of rates. 

It is argued, by analogy, that historical costs should 
also be used to set rates among various customer classes. But this 
conclusion does not automatically follow from the premise. It is 
administratively more difficult, as well as logically more question
able, to apportion historical costs among various customer classes 
than to use the total of such costs to set a revenue requirement. 
Most types of utility equipment serve more than one class of customer; 
a single pipeline, for example, may carry gas for a large manufacturer, 
a small farmer, a distant householder, and an LNG storage £a~~lity. 
While there are numerous formulae for making a pro rata allocation of 
such jotnt costs, they are all in large degree arbitrary. More 
importantly, such formulae bear no necessary relation to a pricing 
system designed to achieve an efficient allocation of resources. 

In the simplified world of theoretical economics, efficient 
resource allocation requires that all prices be set equal to their 
"incremental" costs. In thAt way, prospective users of a service 
are confronted with the real cost to society of providfng that 
service--a cost based on the current valuation of goods and services, 
not on outmoded historical costs. 

As has been indicated, however ~ our system of regulation 
precludes setting all utility rates equal to the incremental cost of 
service. The excess revenues which such rates would produce urost be 
scaled down to the utility's historically-based revenue requirement. 
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~cc more, theoretical economics has ~n answer: services for which 
there is great elasticity of demand should be priced closest to 
marginal cost; inelastically demanded services should perforo the 
task of reducing total revenues to the revenue requirement. l'be 

reasoning is straightforward. A price varying f=om marginal cost 
is a "w.tong signal"--it tells prospective purchasers to \S e too 
much (or too little, if the price is above margical cost) of the 
service in question. If) to meet the constraints of regulation, ~ 
prices must diverge from margi:lal cost, they should be the O:les least 
likely to encourage distorted consumption patte=ns. If a service 
is inelastically demanded then, by definition, price does not b&ve 
too much to do with consumer's decision as to how much to purchase. 
Thus offering below·margtnal cost rates for these services will 
result in the least distortion from the optimal level of consumption. 

This prinCiple is subject to num2rous qualifications in 
theory, and one embracing disability ~ practice. To apply the 
elasticity test (kuown in econo:nics as the "inverse elasticity rule"), 
one must know something about the demand elasticities of various 
customer classes. But reliable information on this question is lacking. 
We agree with the parties who contend that the "i:l"~e:,se elasticity 
rule" docs not offer a preCise guide to rate setting. But neither 
does any other method of cost allocation. 

In our view, the usefulness of the "inverse elasticity rule" 
is that it addresses the right question: which custocer classes are 
~ost likely to conserve in response to prices? Eve:l without a reliable 
numerical estimete of elasticities, we can nake a common-sense an~1er 
to these questions and modify that answer as future research ~kes 
data .3vailable. 

A word is in order about our understanding of the ter:l 
"conservation." Two definitions could be given: 

(a) The reduction in wasteful usage of gas. 
(b) The reduction of total usage of gas. 
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T~ese definitions are compatible if conservation is defined with 
~eferencc to economic efficiency. Under current conditions, gas 
rates provide an incentive to use too great a volume. The cost of 
new supplies of ga.s is likely to be two or more tioes greater than 
the average historical price. Reductng total usage of gas is thus 
reducing w~steful us~s of gas--de£ined as uses which would not 
occur if gas were priced at its full incremental cost. Conservation, 
then, means elfmination of any use of gas which is not worth to 
consumers what it costs society to produce. 

Efficiency is closely =elat~d, ~ot simply to conservation, 
but to fairness. While there is no universally agreed criterion of 
fairness in any economic situation, we think that a system of rates 
which encourages efficient allocation is also a fair system. It 
docs, to be sure, mal~ distinctions among different classes of user, 
but the dist~ctions are rational ones and are not based on any 
arbitrary preferment. 

We have concluded, then, to eake conservatio~ i~ the sense 
of efficient allocation of ?as the keystone of the rate structure. 
Since the ttinverse elasticity rule" car.:'l.ot be applied without vastly 
more detailed data) we have decided stmply to adopt its most general 
lesson: that rates should vary according to the likely ability of 
different classes of customers to adjust their consumption patterns. 
For this reason, we have adopted a "lifeline" policy for gas as well 
as electricity, under TA'hich a differential will be establsihed 
between the rate for basic, minimum household needs and for other 
usage. This policy accords with the ~olicy adopted by the legislature 
in the Miller-Warren Lifeline Act, which finds that "Present rate 
structures for gas and electricity ••• encourage wastefulness by large 
users" and directs the Commission to "designate a lifeline volume of 
gas and a lifeline quan.tity of electricity which is necessary to 
supply the minimuI:l energy needs of the average residential user" 
for specified end uses. 
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These changes in rate structure represent only a first 
effort toward the goal of encouraging conservation and careful use of 
energy. We intend to monitor closely the effect of these rate 
structure revisions and to make any necessary changes to assure that 
the =ates are equitable and effective in encouraging conservation. 
We will, in addition, explore the possibilities for offering direct 
incentives in rates for the purchase of cost-effective solar appliances 
or conservation hardware. 

We have chosen to place such heavy stress on conservation 
because we are convinced that a vastly accelerated conservation 
effort is vital to California's economic and environmental future. 
The natural gas shortage has already caused serious economic disloca
tion and a grave fncrease in air pollution through the substitution 
of fuel oil for gas fn electric generation. Future supplies require 
the costly development of geographical or technological frontiers; 
in some cases, risks of safety, national security, or environmental 
damage may also be involved. Needless usage of gas will fmpose a 
heavy financial cost on California consumers and a health cost on 
residents. Conservation, along with continued assurance of necessary 
supply, must have the highest priority in the action of this Commission 
and of the utilities we regulate. Toward that end, the Commission has 
established a Conservation Staff Unit, directed the utilities to 
file periodic reports of their conservation programs, and set a 
policy of varying the rate of return allowed to utilities depending 
on the vigor, imagination, and effectiveness of their conservation 
efforts. We welcome the participation of the parties in this case-
business, labor, agricultural, residential consumer, environmental, 
and other groups--in a continuing effort to devise effective 
conservation policies. 

In this case we will adhere to our lifeline policy of plaeing \ 
the burden of rate increases on above-lifeline consumption at least \ 
until such time as the rate for lifeline rise is 2S percent below the 
averssc system rate. We will not order any decrease in the lifeline 
rates) as we believe that such a decrease ~Iould be misleading in a 
period of rapidly rising energy costs. 
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II. INVESThlENT TAX CREDIT (IT,£) 

The TRA of 1975, effective January 21, 1975, amends 
Section 46(£) of the Internal Revenuc~ Code (IRe) of 1954 by 

increasine the investment tax credit for public utility property 
from four to ten percent for distri~l:~on proper~y and from 
seven to ten percent for transmiss1~1 property. For 1975 the 
increased cl:'edit for SoCal's transmi:ssion plant amounts to 
a?proximately $260,000 which translates into a re"l7enw:e requirement 
equivalent of ~pproxim3tely $559,000, which is to be fl~Ned 
through to the ratepayers. SDV&E's increased rIC for transmission 
plant is $21,700, equivalent to a revenue requirement of $46,900. 
There is no dispute as to these ite~. TRA provides three options 
for treatment of the aclditional credit, described as foll~s: 

Option 1: Reduction of rate b~se with a pro r~ta 
rcstol:'3tion each ye~r. (Since this 
option is not pertinent to the issues 
in this Itoltter ~"'e sr.al1 not discu~s it 
further.) 

Option 2: Immediate c=edit to income taxes which 
is flowed through on a pro rata bas~s 
over the life of the property (ratable 
flow-thro1!gh) • 

~tion 3: !m:nediate flow-through of the full amount 
of the credit (full flow-through). 

SoCal and SDG&E both timely notified the Internal Revenue 
Service of their elections of Option 2. Prior to the elections by 
SoCa1 and SDG&E of Option 2 all their previous !TC bz.s been flowed 
through immediately to the ratepayer. In Ex!1.ibit 25 SoCal has 

indicated that the acditional lIC to be realized under TRA for 1975 

is $2,060,000 which translates into an annual revenue requirement of 
$4,426,000. Under Option 2 the suo of $114,000 would be flowed through 
to decrease the cost of service over each of 39 years. Under full 
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flow through of the increase the entire revenue requirement would be 
flowc~ through in one year which means that in the year 1975 the 
difference in total revenue requirement is $4,312,000 ($4,426,000 
less $114,000). 

Presently it appears that SDG&E is in a "no tax" situation in 
1975 (even without IIC). SDG&E has been fout:.d to need emergency relief 
in D.85018 dated October 15, 1975. In Exhibit 26 SDG&E shows that 
Option 3 would generate $521,000 in additional ITe for 1975 (assuming 
tax liability in at least that amount). This translates to an 
additional gross revenue requi=ecent of $1,126,300. IRA Section 46(f) 
(2) provides that if the taxpayer makes an election for ratable flow 
through no credit sb.all be allowed "if the taxpayer r S cost of service 
for ratemaking purposes or in its regulated books of account is 
reduced by more than a ratable portion of the credit allowed by 
Section 38 .••• " This means that i: the state regulatory agency 
order.s a faster tr-..an ratable flew through of IIC for ratemaking 
purposes after the ~tility has opted for ratable flow through, the 
increased ITC will be lost to the utility. 

On J~~e 17, 1975 C.9915, our ~~vestigation into the effect of 
IIC, was discontinued because the Co~ssion was unable to agree on 
a result, though concurring opinions were filed by Co~ssioners 
Ho~es, Ross, and Batinovich which indicate that they believed it 
would be prudent for tl:~e eligible utilities to elect the full flow 
through option, Option 3. 

The basic position of the utilities is indicated in Exhibits 
25 and 26 and briefs filed herefn. UnGer Section 46(£)(8) each had 
an option to select one of the treatments of the ITC increase listed 
there. Each opted for Option 2, the ratable :low through method, and 
e~ch believes it was the most prudent decision for substantially the 
follO't'1ing reasons: 

1. It is difficult for the utilities to 
compete ta raising funes in the capital 
market in recent years because of higher 
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construction coses, high inflation rates, 
generally increasing interest rates, lower 
utility earnings and reduced revenue growth 
due to declining energy supplies and the 
need for conservation.. Therefore the 
increased ITC flowing through ratably increases 
its internal cash flow and decreases its 
need to go to external sources (debt and 
equity financing, for example), and leaves 
more cash available to meet urgent capital 
requirements (which shall increase in the 
comi"Dg years). 

2.. The increased cash flow is maximized 
without any cost to the ratepayers since 
the increased IIC is a form of interest-free 
loan by the government to the utilities. 
This is the way Congress intended IRA to 
function. 

3.. The additional cash flow generated by 
ratable flow through will not only reduce 
external financing requirements, but will 
have a favorable effect on the cost of 
money which still must be borrowed, as bond 
ratings would be helped, the cost of debt 
and equity capital will be reduced eo the 
extent that the ItC reduces new capital 
requirements, and not as much capital will 
have to be raised in the open market. 

4. It will increase the pre-tax interest 
coverage, facilitating the sale of securities 
and resulting in a lower interest rate, which 
the ratepayers would eventually pay. 

5. Under Option 3 the full benefit of the 
increased IIC will go to today's ratepayers. 
This is essentially unfair because spreading 
the increase ratably over the expected life 
of the property would pass the benefit 
through to those people who are paying for 
the property in rate base and would more 
closely match revenue and expenses generated 
by the same property. 
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6. It provides a more economical source of 
capital than is otherwise available. 

7. The langu~e and legislative history of 
IRA establishes a congressional intention 
to provide an incentive to invest in 
plant and new sources of supply. 

8. If this Commission forces a faster than 
ratable flow through the addition",l six 
percent lIC grantea by Section 46(£) 
will be forfeited. This will have the 
effect of penalizing the utility because 
its rates would be reduced without the 
compensatory reduction in ta..~ expense 
afforded by ITC. 

9. Additionally, SoCal indicates that the 
iInputation by the Commission of fa.ster 
flow through of the ~dditional ITC will 
amount to retribution against the 
company for exercising a lAwful right 
to freely elect the method by which 
the additional IIC is utilized. 

Southern California Edison Company (Edison), which selected 
Option 2, supports the position of SoCal and SDG&E, and cited some 
stmilar proble~s unique to electric utilities in support of this 
position. 

Senate Finance Committee Report 94-36 indicates: '~nder the 
bill, if a regulatory agency requires the flowing through of a 
company's additional investment credit at a rate faster than permitted, 
or inzists upon a greater rate base adjus:ment than is permitted, the 
additional i~estment credit is eo be disallowed, but only after final 
determination is put into effect." 

The staff and the City of Los Angeles (LA) indic~te t~t the 
utility should be either penalized or the rate should be adjusted in 
such a ~r as to immediately flow through the benefit of ITC to the 
r~~payers because of the imprudent management of the company in 
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selecting other t~n Option 3. SoCal believes that this procedure 
would not prevent the forfeiture of the inc=eased IIC, since under 
the tax laws and the proposed IRS regulationS/ indicates that any 
reduction of cost of service which may be made as a result of any 
accounting treatment of IIC would create a forfeiture. SoCal and 
SDG&E maintain that both Options 2 and 3 flow through the entire 
IIC to the ratepayers, the difference being in the period of time 
over which it takes place. Ihis is one yea= for an immediate 
flow through or 39 years (approximately) under ratable fl~~-through. 
The utilities believe that it is more p~Jde~t for the utility and 
more just to the future ratepayers to fl~w through the credit 
ratably so as to benefit all future ratepayers over the life of 
the property which is generating the credit. 

SDG&E maintains the appropriate test for prudent utility 
management is one based on the established legal concept of the 
reasonable man: Has the utility acted reasonably and exercised sound 
judgment under all the circumstances? It a=gues tr~t D.85018 dated 
October 15, 1975, granted SDG&E interim e~ergency rate relief and 
contains express findings that the utility could not issue ~ortgage 
bonds at the present time; that i~s inability to issue securities to 
meet present financial requirements constitutes a financial emergency 
requiring immediate interim rate =elief; that until SDG&E'c earnings 
a=c sufficient to allow it to issue additional securities the present 
financial emergency will continue and that without its estimated 
construct~on program, its ability to provide adequate service may be 
impaired.~/ !n D.84600 dated June 24~ 1975 in A.55596, w~~re we 

i/ Proposed Reg. l.46-S(b)(2)(1). 
f/ Findings 5, 10, 11, and 12 of D.85018. 
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gr~ed SDG&E authority to sell and lease back its office building we 
found that SDG&E could not issue ~n7tgege bends at that tfme and 
needed additional capital in 1975.1 This was two days prior to the 
election of Option 2 by SDG&E. SDG&E maintains its election of 
Option 2, though before the fact, furthered the Commission's intent1.ou. 

in granting it inter~ relief. 
The staff position is that prudent management required the 

selection of immediate flow through. (Option 3), since those who are 
actually paying the taxes of the utility, (the ratepayers), are 
entitled to reap the benefit of the tax savings. The staff maintains 
that the benefits to the company are minimal and that Option 3 
represents the largest reduction in revenue requirement because of the 
greatly reduced tax expense, while Option 2 represents the least 
reduction in revenue requirement because of the length of the expected 
life of the property involved (estimated to be 39 years), which result~ 
in about a 2~ percent per year ratable reduction. The Commission has pI 
viously adopted full flO'W tnrough treatment of IIC in the past whenever 
possible. All major energy utilities have been operating on that basis 
California, though with some variations. The staff also takes the 
position that the election of Option 2, particularly with the knowledg, 
that it could result in a forfeiture of lIC (as to distribution 
properties) must be considered as ma~erial imprude:lce which should 
result in a substantial penalty by the Commission. The staff 
indicates that SoCal's disregard of the ratepayer's interest is 
evidenced by its concept of sharing where under Option 2 SoCal will 
receive 38/39ths of the benefits in 1975 and the ratepayers will 

21 Findings 1 and 5 of D.84600. 
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r~ceive the remaining 1/39th. Staff also takes the position that a 
penalty for managerial imprudence does not result in the reduction of 
t.:lX expense or any other expense normally considered in determining 
the cost of service of a California utility, nor does nt~ bar a penalty 
for managerial imprudence, th~s, no forfeiture would result from such 
action. The staff concludes that SoCal should be penalized for 
managerial tmpruGence and recommended a penalty in the ne~rbccd of 
$4,000,000 to $4.5 million for SoCal to make clear that it cannot 
arrogantly disregard the interest of its ratepayers and to make the 
ratepayers whole or nearly whole. 

LA maintains that SoCalrs cost of gas increase 
must be reduced by a total refund of $4~98l,OOO, consist-
ing of revenue requirements getlerated by the 1:lcreased Il'C. LA 
maintains tha.t Option 2 results in ~i:m.:mrate3, minimum benefits, and 
a collection of phantom taxes from ratepayers (r~tes based on tax 
li~bilitics no: actually incur=ed by the utility), and pIeces on the 
ratepayers the burden of an u:lreasoo.able expense due to an imprudent 

manag~ment decision. LA and the City of San Diego also maintain it 
results in an ~?ermissible involuntary capital contribution from 
ratepayers. (City and County of San Francisco vs. PUC~ 6 Cal 3d 119 
129.) It also maintains thAt the normalization method (Option 2) is 
actually the most expensive method of raisi~ capital as the ratepayers 
would have to provide the utility $4,300~000 in rates to allow the 
utility $2,000,000 in capital. ~ also states that failing to find 
that the choice of Option 2 is aT. fmprudent decision will not only harm 
the ratepayers but will rew~d imorudcnt utility management at the 
expense of the prudent management of companies which elected Option 3, 
such as PG&E. (City and County of San Francisco vs. PUC, supra.) LA 
states SoCal is interested in q~iekly passing on cost of'gas increases 
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but wishes to retain tax decreases, and should not be permitted to 
have it both ways. It also maintains that in A.55345 (SoCal' s 
pending general rate case) the utility did not reduce its requested 
return on equity as a result of the additional ITC (but actually 
increased it), thus making the ITe a windfall to the utility to be 
used as desired. 
Discussion 

Assuming, without deciding, that the utilities were correct 
in their assertion that by exercising Option 2 their financial risk 
has been significantly reduced, this Commission cannot ignore such 
a circumstance. In its brief filed October 23, 1975, for example, 
SoCal said in part: 

"The cash flow generated by the ratable flow-
through method will reduce Socal' s external financing 
requirements and will have an actual and fa~orable 
effect on SoCal's cost of money. It is believed that 
Socal's election will have a positive impact on its 
bond ratings and cost of debt and equity capital. 
Socal's capital requirements will be reduced to the 
extent that the portion of the credit invested in 
rate base reduces the company's new capital require
ments. Also, SoCal will not have to raise the equiva
lent a:o.ounts in the open market at today's high 
interest rates. Furthermore, ratable, flow through 
will increase SoGal's before-tax interest coverage, 
thereby facilitating the sale of securities and 
resulting in a lower rate of interest for payment by 
the cons\lXIlers. rr (pp. 4-5.) 

We do, of course, have the continuing duty in line with 
The City of Los Angeles v PUC, S.F. No. 23215, decided December 12, 
1975, to consider the effect of the utilityr s election on the risk 
characteristics of its securities and other financial conditions. 

It is our informed judgment that a rate of return adjust
ment downward of 0.25 percent will best recognize the reduction of 
risk claimed by SoC3l in its choice of Option 2. The rate base to 
which the 0.25 percent rate of reeurn adjustment reduction shall be 
applied is that set forth in Exhibit 4, presented by SoCal, of 
$824.5 million on a 1974 test year. 
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SDG&E is in a different situation. Because of the likeli
hood of a very low tax liability for this company, election of 
Option 3 would not have had the same benefits for ratepayers as 
it would for other utilities, such as SoCal, which have positive 
tax liabilities. However, we will again review this issue in 

SDG&E's next general rate proceeding and make whatever adjustments 
that appear appropriate at that time. There is again no dispute 
over the flow-through treatment of SDG&E's ITC relevant to its 
transmission faCilities, in the amount of $46,900. 
Findings 

1. This Commission has never used the cost of service rate
making theory as the sole criterion for setting rates, but considers 
the cost of service as one of many factors in ratemaking. 

2. Pursuant to the directions contained in the Lifeline Act 
this Commission instituted C.9988 to determine the matters required 
thereunder. The hearings there will be considered as an extension 
of the ,:~ork in C.9804, C.9642, and C.9884 regarding rate design and 
structure. The Lifeline Act defines "residential" as meaning 
domestic human needs end-use. This Commission expects that the final 
lifeline rates and rate designs will be determined in C.9642, C.9884, 
and C.9988. 

3. We have previously indicated that the amount of 75 therms 

is ~ reasonable lifeline basis for spreading rates for increased gas 
costs. Seventy-five therms of general service gas use is reasonable 
in these matters as a lifeline quantity, pending final determination 
in C.9988. 

4. The lifeline rates should not be decreased because a 
decrease in the lifeline rates would be misleadfng tn a period of 
rapidly riSing energy costs. Therefore the existing rate spread as 
originally ordered in these offset proceedings shall continue in 
effect. 
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5. A rate of return adjustment downward of 0.25 percent on 
an $824.5 million rate base will best recognize the reduction of risk 
claimed by SoCal in its choice of Option 2. 

6. Because of the likelihood of a low tax liability for 
SDG&E, no rate adjustment will be ordered herein, except with 
respect to the accrued lIC on its transmission facilities. Ihis sum, 
which was not in dispute, amounts to $46,900. 
Conclusions 

1. With respect to SoCal, a rate of return adjustment downward 
of 0.25 percent on an $824.5 million rate base is appropriate. This 
adjustment, translated into the corresponding gross revenue amount 
by SoCal, should be refunded on a uniform cents per therm basis to 
all customer classes (since this is the manner in which the increase 
granted by D.84291 was spread). SoCal should be ordered to file 
a refund plan within thirty days after the effective date of this 
order. 

2. SDG&E should be ordered to refund the sum of $46,900 
(together with any refund obtained from SoCal pursuant to this 
order) on a uniform cents per therm basis (since this is the 
manner in which the increase granted by D.84290 was spread). SDG&E 
should be ordered to file a refund plan for these sums by advice 
letter within thirty days after the approval by this Commission of 
SoCal's refund plan. 

ORDER -----
II IS ORDERED tba t : 

1. With respect to SoCal, a. rate of return adjustment dOWl.'r'..:ard 
of 0.25 percent on an $824.5 million rate base, translated into the 
corresponding gross revenue amount, is ordered to be refunded on 

-20-



e e 
A.55676 et a1 ~ *** 

a uniform cents per therm basis to all classes, pursuant to a refund 

plan to be filed by applicant within thirty days after the 
effec:ive date of this order, which must be approved by this 
Commission. 

2. San Diego Gas & Elect=ic Company is requ1.%ed to refund 
$46,900 as the increased investment tax credit for 1975 on its 
transmission property, together with any sums required to be 

refunded to San Diego Gas & Electric Company by Southern California 
Gas Company pursuant to paragraph 3 of this order. This refund is 
to be made on a ~iform cents per therm basis to all classes pur
suant to a refund plan to be filed by advice letter of applicant 
withtn thirty days after Commission approval of the refund plan 
re~uired to be filed under paragraph 1 of this order. The refund 
plan filed hereunder must be app=oved, with or without amendments 
and a~ditional hearings, by this Commission. 

The effective date of this order shall be twenty days 
after the ~~te hereof. 

Dated at ___ San __ FI'an_" _c_~ ___ , California, this 3~-n, 

day of ____ --!!M::;;,:.:AR::.,::C:,:.:H __ , 1976. 
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APPENDIX A 

LIST OF AP~~CES 

Applicant: William M. Pfeiffer and David B. Follett, by David 5. 
Follett, Attorney at Law. 

Protestants: Herman Mulman, for Coalition for Economic Survival; 
Jules Kfmmett, for Concerned Citizens of Burbstilt. 

In.~e-.r~sted Parties: Chickering & Gregory, by Donald J. Richardson, Jr., 
~d pavid A. Lawson, Attor~ey~ at L~w, for Sa~ Diego Gas & Electric 
Co~pany; Burt Pines, City Attorney, by Leonard L. Snaider, Deputy 
City Attorney, for the City of Los Angel~s; John w. w~€t, City 
Attorney, by William S. Shaffran, Dc?uty City Attorney, for the City 
of San Diego; Manlei w. Ecrw.ard5," U'tility Rate Consultant, f01:' the 
Ci~y of San Diego;ol.Lin E. Woodbury, H. Robert Barnes ~nd Norman 
G~ Kuch, by li0=man G~ KU£h, Attorney ~t Law, for Southern Californ1~ 
Edison Co~?any; gerdon ?earce, Attorney at Law, and John H. Woy, 
fer Sa~ Diego Gas & Eiect~tc Comp~ny; Alexander Googoo~en, Attorney 
at L~w, for the City of Bellflower; Hcni'Y F. tip?!tt. 2nd) Attorney 
at Law, for California Gas Producers Associat~on; Brobeck, Phleger 
& Harison, by Gordon E. Da~i.s and Th,,:nc.s G. Wood, Atto=neys a: 
Law, for California L~nufactU::ers Association; RObert Russell, for 
Depa:'i::tent of Pt:blic Utilities and Transportation of cr'Cy of Los 
Angeles; M. H. Furbush, by J. C. Russell t Jr., for Pacific Gas & 
Electric Company; G2~y R. T".visselm.·::r .. .n." :tor !I'ord Motor Company; 
Philip A~ Stohr, A~~orr~y at Law, i:or Gener~l Motors Corporation; 
~~a@( j. Dor.sey, A~torney at Lzw, for Consume: Interest of the 
Executive p~encies of the Unitec States. 

Comtlission Staff: .Janic~ Kerr t Attorney at: Law, Edmund oJ. Tcx~ira, 
and G. L. 'WRY. 
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D. 85627 

COMMISSIONER WILLIAM SYMONS, JR., Dissenting 

1. Imprudence. If there is "imprudence" exercised in the case before 

us, the imprudence is that of the Commission majority, not Southern 

California Gas Company. 

It is dangerously clear to me that the majority is playing "chicken" 

with the Congress and the Internal Revenue Service. The majority's ruse) 

to work a penalty on the gas company ~ithout labeling it such, is 

transparent. Sueh Commission action runs the serious risk of losing the 

approximate ~ million dollar increased investment tax credit from the 

Federal Government to the gas company. If the gas com9any refunds that 

amount to the ratepayers pursuant to today's order, and then, as a 

consequence loses eligibility for the tax credit, the company vnll have to 

pay a second time to the tax~~g authorities in Washington~ D.C. While 

the hardship falls immediately on the gas company, by unnecessarily 

eliminating a reasonable program of encouragement and assistance in needed 

capital investment) it works to the detriment of the gas customers of 

Southern California in the longer term. 

2. PruQence. A consiQered approach to the severe energy supply 

problem of California counsels foregoing the quick thrill of a rate 

reduction today when it means compounding tomorrow~s problems. Southern 

California Gas Company) as well as other gas companies across the land, 
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face a severe test in the capital markets of rai~:ing the immense funds for 

necessary plant fecilities and to develop replacement alternatives for 

today's diminishing supply of natural gas. 

Congress, seeing the particularly acute problem of the utility industry> 

took steps to help remedy the problem in the Tax Reduction Act of 1975. 

As an inducement and aid to capital investment, it provided that where 

qualified investments were made, the Federal Government Wc.s willing not to 

collect~ but to forgive, a calculable sum of taxes otherwis~ due the 

federal treasury. It is only speciously argued that the intent of this 

credit was to lower utility oills i~~ediately. The l~islative history, 

as well as a fair reading of the act itself, convince us of that. It is 

an increase in the Investment Tax Credit and designed to foster exactly 

that -- investment. By choosing Option 2 (ratable flow through of the 

credit over the useful life of the property)) Southern California Gas 

Company has made a prudent choice in light of the economic realities and 

the enormous capital requirements facing the company in the years ahead. 

3. Penalty. Congress, in dealing with funds due the United States 

Treasury, clearly has the authority to set the framework for their use. In 

inc·.:~easing investment tax credit) Congress specified that power to select 

which option was to a.pply:. was to lie with utility management, uncoerced by 

regulatory agencies. If that free exercise of choice was not permitted, 

requisities for the increased investment tax credit were not met. Today's 

majority of this Commission came dangerously close to such interference in 

Case 9915 ~ last June ~ but then backed d\oJay. 
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However, now It/hen Southern California Gas Company has chosen one of 

the options le~3'ally and properly available to it) retribution descend.s. 

Though today's decision styles the penalty in the language of reduction 

of authorized rate of return~ it is apparent to me that it is little more 

than a ruse. The company) which took Option 2 for its long-term. benefits 

in improving the capital in,vestment 9icture, is deprived in one swoop of 

all benefit. It has the Solme effect as irMtediat'e flow through) and. exposes 

the company to the danger of serious tax liability. 

This action is suspect by its very design and is defiCient in its 

lack of a record to support it. 

How was the figure of 0.25% reduction in rate of return derived~ No 

basis is provided in the d.ecision but the unstated amount of reduction 

works out to $4,430,000. This is so remarka:,ly close to the amount of 

investment tax credit of $4)426,000 as to lead me to believe that the 0.25 

figure was derived to exactly eliminate the savings on the investment 

tax credit. 

I find support in this thought by the fact that not one shred of 

evidence vIas taken, such as data on comparable companies in similar 

circumstances~ in establishing this new figure for rate of return as 

appropriate. 

One additional important matter should be noted. The company is 

presently authorized an 8.50% rate of ree~rn. Ostensibly, the majority'S 

order wo~ld reduce this to 8.25%. Yet, an essential factual question to 

ask before then going on to find a 4',£ million dollar refund due is 

whether the cOr.lpany is actually earning alt its 8.50% level. 
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Our only previous finding in this case (A. 55676» D. 84569 dated 

June 17, 1975, (Finding 5) was that even with the PGA, Scuthern California 

Gas Company would not exceed applicantfs authorizP.O 8.50% rate of return. 

Under uncontested exhibits before usa: that time, if the company were 

granted a $31. 3 million l?GA its adjusted recorded rate of return for 1974 

of 7.55% would rise to 8.47%. However, in that decision we granted $25.7 

million and the resulting rate of retu!'n....as left unstated but clearly not 

the authorized 8.50%. This puts us on notice that if we seek to reduce 

reali:,:ed :rate of return we have to make a factual inquiry into 'ii/hat rate 

of recurn is actually being experienced. If the company is only currently 

earning 8.0%) to require full refund of ~~ million dollars would be to 

lower their rate of return nearer to 7. 75% t:~an S .25%. 

To proceed without these necessary inquiries, I believe shows the 

reduction in rate of return up for what it is -- an artifice to penalize 

the co:npany and effect im:nediate flow throug'1. I cannot see hO~1 it can 

otherwise but jeopardize Southern California Gas Company's eligibility to 

qualify for the increased investment tax credit> and this is a deplorable 

and unwise action. 

4. Rate Spread Discussion. The departure from primary attention to 

cost of service in rate deSign is Q~ounced in this decision. Though it 

does not have operative effect in this order and is therefore dicta, this 

discussion should not pass as firmly accepted Commission doctrine. See 

Decision SSSS9 in Case 9804, Majority and ~~ority Reports to the Legislature 

as well as the added comments of 

San FranCiSCO, C~lifornia 
March 30, 1976 
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COMMISSIONER VE&~ON L. STu:tGEOX, concurring in part and 
dissenting in par~ 

I dissent to that part of the order which requires Southern 

California Gas Company to file rates which will effect a downward 

adjustment of 0.25 percent on an $824.5 million rate base. While 

its claimed purpose is to offset the financial advantage or, as 

they put it, the reduction of risk which the company claims it 

accomplished by the selection of option Z, it is quite clearly 

a thinly-disguised gimmick, a devious method to penalize it 

for imprudence for exercising the second of three options made 

available by Federal law. 

Further, it is an act of utmost irresponsibility to quantify 

such financial advantage in the absence of any evidence that 

utilities generally have exercised option three. I know of no 

major utility other than PG&E which has made such a selection. 

It cannot, in my opinion, be imprudent for a utility to 

follow policy established by Federal tax law. 

It cannot be imprudent for a utility which is hard pressed 

to meet expanded capital demands arising out of gas supply 

shortages to make a selection which it is convinced will best 

accomplish future goals and in the long haul benefit both its 

customers and shareholders. 

San Francisco, 
California 
March 30, 1976 
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