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INTERIM OPINION

I. Summary of Decision

In this interim opinion, we adjust San Diego Gas &
Electric's (SDGEE) Energy Cost Adjustment Clause (ECAC) rate, Annuwal
Energy Rate (AER), and Electric Revenue Adjustment Mechanism (ERAM)
rate. The calculated adjustments would produce a net reduction of
revenue of $65.5 million. However, in Decision (D.) 83-11=091
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issued November 22, 1983, we already have ordered SDGXE to lower its
ECAC rate to reduce revenues by $38.9 million. That reduction was
ordered to offset a rate increase allowed for SONGS Unit 2. _
. Accordinsly, at this time we pass through to the ratepayer only the
zaining $26.6 million. :

We find SDGEE to have been unreasonable in enteringﬂin;o
the 1979 Restated Agreement with Tesoro. An appropriate disallowance
will be determined after further hearings. ' : |

II. Introduction

Application (A.) 83-07-16 is SDG&E's ECAC and AER forecast
for the period beginning November 1, 1983. | |

After SDG&E filed the application, the Commission issued
D.83-08-048 in Order Instituting Investigation (OII) 82~-04-02, which
established a new 92% ECAC/8% AER split for SDG&E and ordered |
proportional inclusion of all energy costs in both the ECAC rate ahd
the AER. The decision also set the interest rate for Bankers'
Acceptances as SDGEE's carrying cost on oil in inventory._

On Septemder 7, 1983, the Commission issued D.83-09-007 in
A.82-02-40 and A.82-03-63, which adjusted SDG&E's Ecac'rate‘and AER
to reflect the ratemaking treatment of San Onofre Nuclear Generating
Station (SONGS) Unit 2.

SDG&E modified its showing to reflect the effects of both
D.83-08-048 and D.83-09-007. o

A prehearing conference was held on August 15, 1983.
Twenty-four days of evidentiary hearing were held from August 25,

1983 to November 28, 1983. SDGE presented eleven witnesses, and
staff presented five. '
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Opening briefs were due December 16, 1983‘and‘re§ly briefs
on December 23, 1983. Staff requested a one week extension of time
which was granted. SDG&E and the City of San Diego CCity)_timely
. filed opening briefs on December 23, 1983. Staff filed its opening
brief on the Tesoro Suspension Agreement on December é?, 1983.
Staff filed a supplementary brief covering the forecaét issues on
January 3,.198n. SDG&E filed a reply bdbrief on January 5, 1984,

III. ZIssues

The issues raised by A.83-07-16 are important and varied.
The usual forecast issues, i.e., prediction of SDGEE's energy costs,
for the period November 1, 1983 to October 31, 1984 must be
addressed. This annual endeavor to estimate test yéarioil, gas,
purchased power, nuclear, and other energ& ¢costs overshadows the
biennial general rate proceedings since~SDG&E's.energy»costsfare
most of the utility's total operating costs. In addition, the |
increase of the AER from 2% to 8% of SDG&E's energy costs quadrupled
the amount of energy expense that is recovered through a base rate
based on test year estimates.’ Consequently, the estimates of
SDG&E's energy costs to be adopted in our forecast are nore
important than before.

A.83-07-16 also includes a reasonableness review of the
period July 1, 1982 to April 30, 1983. SDG&E is required to come
forward with percipient witnesses and show that the,managemént of
its energy expense in the review period was "prudent and
reasonable."” While the staff generally identifies several
reasonableness issues, intervenors frequently develop and pursue
their own issues through the hearing and bdbriefing process. = Thus,.
all of the reasonadbleness issues often are not well—defined until
the proceeding has been submitted.
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The Commission also held over frbm the prior
reasonableness review proceeding for SDG&E, A.82-08-014, the matter
of the Tesoro Suspension Agreement. Extensive hearings.were he1d in

© A.82-08-014 in whieh SD&GE, staff, and Tesoro-Alaskan Petroleunm

Corporation (Tesoro) presented witnesses on the Tesoro‘Suspension
Agreement. However, the Commission deferred a decision to this
proceeding and directed the staff to investigate further the
c¢ircumstances surrounding the negotiation of the Suspension
Agreement so the Commission would know more about the negotiation
process before ruling on the agreement.

During hearing on the present application, the City‘argped
that not only the Suspension Agreement entered into in 1982 but also
the underlying 1979 Restated Agreement between Tesoro and SDG&E‘ﬁas
at issue. The City pointed out that prior Commission decisions
expressly held the 1979 record period open for review by the staff
or intervenors; (See D.91106, 2 CPUC 2d 572, 576=-577, issued
Decemder 19, 1979 and D.91545, 3 CPUC 2d ‘503, issued April 15,
1980.) The City then requested that SDGXE provide a witness on the
1979 Restated Agreement. The presiding administrative law judge
(ALJ) ruled in favor of the City and ordered SDG&E to present a
witness and further testimooy on the 1979 Restated Agreement.‘ SDG&E
filed a motion to overturn the ALJ's ruling but provided a witness
under protest. We affirm the ALJ's ruling and consider the 1979
Restated Agreement to be within the scope of this reasonableness
review as clearly stated in our prior decisions. Fprthermore, we
consider any discretionary action by utility ﬁanagementiwhich,
directly affects energy expenses incurred in the record period to be
within the scope.of our reasonableness review even if the action was

taken before the record period. SDGXE's motion to overturn the
ALJ's ruling is denied. ‘
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In summary, the areas at issue in A.83-07-16 comsist of “
(1) the appropriate forecast for the November 1, 1983’t0<QCteber.3ﬂ;'"
1984 period (forecast period), (2) the reasonableness review of the
- July 1, 1982 to April 30, 1983 period (record period);e(3) the

Tesoro Suspension Agreement, and (4) the 1979 Restated Agreement
between SDG&E and Tesoro.

Despite the extended hearing schedule, evidence and
testinony on the record period was not received. So, further
tearings will be held for this Area (2). In this Interim Opinion,
we will address the forecast issues and decide the reasonableness of

the Tesoro Suspension Agreement as well as the 1979 Restated
Agreement.

IV. ECAC/AER Forecast

As discussed earlier, SDG&E's forecast showing was
adjusted several times throughout the proceeding to account for the
effects of Commission decisions issued after the applieation.was :
filed. The last update was received as Exhibit 43, which shows a

net revenue reduction of $57.3 million. This estimated reduction is
based upon an ECAC rate decrease of .311¢/kWh, an AER increase of

.181¢/kWhn, and an Electric Revenue Adjustment Mechanism (ERAM) rate
decrease of .426¢/kWh.

The centerpiece of SDG&E's forecast presentation is
Exhidbit 4 which explains the forecast resource mix. The resource
mix was developed in the following manner:

1. SDG&E's Economic Research & Forecasting
Department developed an electric sales
estimate for the forecast period using an
econometric model which estimates average
use by customer type and customer
additions by quarter. From this sales
estimate, SDGEE derived a system energy

requirement of 12,140 Gigawatthours
(GWHR) . _
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SDG&E's Electri¢ Operations Department
developed a purchased energy estimate based
on historical trends and existing contracts

wit? other utilities. (Also, see Exhibit
22.)’

SDG&E's Nuclear Department developed an

estimate of SONGS generation with the operator,
Southern California Edison (SCE).

The above data then was entered into SDG&E's
production costing program which accounts for
unit heat rates, capacity factors, forced
outages, spinning reserve requirements, planned
maintenance, and resource additions in
determining SDG&E's fossil generation
requirements. This program is a computer
simulation of SDG&E's systen.

The maximum amount of gas available to burn is
derived from the production costing program's
prediction of fossil generation requirements.

SDG&E's Gas Planning Department then provides
its prediction of the level of service SDG&E

should expect from its supplier, the Southern
California Gas Company (SoCal).

Next, any fossil generation requirements which
cannot be met by burning gas are assumed to be
net by low sulfur residual oil (LSFO) burn
unless additional oil burn Is required for
dnventory control.

SDGXE calculated its required LSFO inventory
level using three methodologies and selected an
average inventory level for the forecast

-
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9. SDG&E considered the level of LSFO deliveries
under its Hawaiian Independent Refinery
Incorporated (EIRI) contract in the forecast
period, determined that contract deliveries
exceeded its LSFO requirements by 1-1.3 million
barrels, and evaluated the most economie
disposal method, i.e., burn, store, sell,
underlift, etc. SDG&E decided that the
projected excess should be burned.

Finally, SDG&E derived a resource mix with its
procuction ¢cost program after including the
effect of the LSFO inventory control burn which
the program otherwise would not have

projected. The resulting resource mix which
includes SONGS Unit 2 generation is as
follows:

Resource _ GWHR ) % of Total Mix

Purchased Energy 5,074.2 :" ‘ M1.T§j
Nuclear Generation 1,335.3 Rt 11.00
Natural Gas 3,813.3 . ' .ﬁl' S 31.41
Diesel 0il | 0.2 © . 0.00
LSFO

| 1,918.7 15.80
Total 12,141.7 : 100.00

SDG&E did not include SONGS Unit 3 generation in the
forecast resource mix as nuclear gemeration because the impact of that
facility's commercial operation ¢on the ECAC rate andrthe AER in the
forecast period will be examined in the rate base offseﬁ pboceedings.
(Natural gas is used as the "avoidqd ¢cost" proxy er the expected
SONGS Unit 3 generation in the above resource mix.)




A.83-07-16 ALJ/rr/dg *

SDG&E's forecast process was examined throughout the

- hearing, sometimes in minute detail. SDC&E was rquired to supplement
its original showing with additional testimony on itS'purchased‘powéf
estimate, SONGS Unit 2 projected capacity factor, and‘HIRi contract
obligations. The staff and the City were given ample.obportunity to
eross~examine SDG&E's witnesses, to ¢onduet further disCoveby;»and if
desired to present additional witnesses. This time-consuming
procedure was pernmitted in recognition of the increased impdrtancé of
the forecast underlying the AER. '

Only a few issues related to SDG&E's forecast emefged in thé

briefs submitted by the parties. First, SDG&E and staff disagree on
the appropriate level of LSFO inventory. Sécond,:SDG&E and staff 7
differ on the predicted capacity factor for SONGS Unit 2. Last, starlrl
contends that the HIRI contract and the related Chevron transportation
agreement will impose excessive and unwarranted costs on the i
ratepayer; however, staff does not make aJSpecific-proposal of
disallowance or other Commission action. These differences when
combined amount to a total difference of only $2.206 million or .4%.
The AER portion of this difference is dnly $176,477. (Exhibit 47,
p.1.) We conclude that the parties essentiaily now agree that SDG&E's
forecast resource mix is reasonable. Accordingly;.we‘substantially
adopt SDG&E's forecast resource mix.

Despite our adoption of SDG&E's forecast, we must'emphasize
that SDC&E's management of 92% of its energy costs in the forecast
period will be subject to reasonableness review in a forthcoming
proceeding. The purbose of the forecast and the derived AER is to
predict as best we can what SDG&E's energy costs will be at this
single point in time and to set a base rate for 8% of these costs in

v
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the AER. SDG&E will retain the difference bétween the AER revenue and
8% of its actual energy costs within its earnings cap limitation of

+ 120 basis points. SDGEE should have some incentive to lower costs

. because the larger AER is in effect. ‘

In choosing a forecast now, we are not in any way endorsing
SDG&E's "plan of action™ for the forecast period. Rather, we are
troubled by several aspects of SDG&E's Fuel Management Plan as
presented in its testimony. We will comment on several of our
concerns now to alert SDGEE and the other parties that we intend to
cloSely examine SDG&E's fuel management decisions in the next
reasonableness review proceeding. | .

First, we are concerned with the constrainte that’ the HIRI
contract has placed on SDG&E. The contract rorces SDG&E to burn
volumes of LSFO beyond  the volumes called for under Efficiency
Dispateh of the utility's generation system. The contract also
prevents SDGE&E from switching to Incremental Cost Dispatch which is
SDG&E's lowest c¢cost dispatch method. Moreover, we are aware that HIRI
is willing to negotiate an underlift of the contract volumes. Limited
negotiations between SDG&E and HIRI have already occurred. Thus, SDGAE
has an opportunity to reduce its LSFO burn. Despite the foregoing,
SDG&E insists that an underlift will not occur in the forecast period.

We question SDGEE's ¢ontinuing belief that a long-tern LSFOi
supply is the oanly "reasonable course of action." The alleged
benefits of SDG&E's long-term LSFO contracts have falled to
materialize while the cost of tbese agreements has been instrumental
in SDG&E charging one of the three highest electric retail prices_in,
the country. We expect SDG&E to aggressively pursue all available
options in s¢0lving its LSFOC oversupply problem as well as the ,
associated Chevron transportation charges. We repeat that SDGEE's
management in this area will bde scrutinized and questicncd.
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Second, we remain concerned about SDG&E's calculation of an
appropriate LSFO inventory. SDG&E's analysis again relies upon ﬁ _
worst case scenario. The analysis is based only upon the utility's
2bility to replenish its LSFO inventory in an emergency situation. Xo
consideration was given by SDG&E to other resource options such as |
purchased power. While SDG&E meintains that the oil-order option is
not the only option SDG&E management could choose, it is the only
option SDG&E considered in determining its minimum winter and summer
LSFO inventories. Furthermore, as pointed out by staff witness
Danner, SDG&E's analysis does not attempt +o arrange the séhedulé of
0il deliveries to coincide with the requiréd oil burn. Pocﬁsing only
upon this single scheduling factor, Danner was able to derive an
average LSFO inventory 400,000 barrels lower than SDG&E's. This
limited study by Danner shows that affirmative action by_SDG&E
nanagement can substantially reduce the level of SDG&E's ILSFO
inventory. We choose to adopt Danner’s inventory level of 1,006,000
.barrels because we are convinced that SDG&E's analysis does not
adequately consider affirmative management action in an emergency
situation. | ‘

Finally, we choose to adopt staff's capacity factor for
SONGS Unit 2. The staff has used the same capacity factor that was
used to adjust SCE's ECAC rate and AER. We see no reason why &
different number should be used for SDG&E.

In summary, we adopt SDG&E's entire forecast, apart from its
requested LSFO inventory level and SONGS Unit 2 capacity factor. The ;/,
ECAC rate decrease of .385¢/kWh and AER increase of .174¢/kWh are
shown in Table 1. These rate adjustments combined with an ERAM rate
decrease of .426¢/kWh smount to a net reduction of revenue of adout
$65.5 million as compared to SDG&E's request of $57.3 million. The
difference of $8.2 million is due to our adoption of a lower LSFO
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inventory level ($1.4 miliiop), SONGS Unit 2 capacity factor (.8
million), and the removal of Tesoro underlift payments ($6 million)
from the total expenses. Recovery of the Tesqro-underlift payments'
will be addressed in the next section of this decision.

Consistent with our recent decision in SDG&E's general rate
case (D.83-12-065) the System Average Percentage Change Method will be
used to allocate the reveanue changes flowing from thisfdecision among
customer c¢lasses. ' o
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Table 1
ECAC-AER Derivation

Purchased Energy
Nuelear Generation
Natural Gas

Diesel 0Qil

ISFO

Sudbtotal Fuel and Purchased Energy

Plus New Albion Resources 1,610.3
Plus Variable Wheeling Expenses 2,059.3
Underlift Payments (Chevron Transp.) 928.185

Carrying Cost of 0il In Inventory 4;172.98
Total Expenses 9,314.165

ECAC - 92% 514,624.195
AER - 8% . 44,749.970 o,
ECAC offset rate decrease .320¢./kWh - ,V((
ECAC Yalancing rate decrease | .065¢/kWh p///{ ;
ECAC rate decrease . .385¢/kWh RPN
AFR increase o 1 74¢/kWh.

Adopted AER \ .429¢/kWh*

N
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V. 1979 Restated Agreement

SDG&E entered into the original agreement with Tesoro in
July, 1974. The original agreement provided SDG&E with maximum LSFQ
" deliveries of 10,000 barrels/day (bdl/d) from 1975 to 1980 and 5,000
dbl/d in 1981. This agreement was executed after the Commission
encouraged the electric utilities to enter into long-term contracts
with LSFO suppliers. (D.81931 issued September 25, 1973, 75 CPUC
713.)

The original agreement was amended on February 5, 1976 .
(Amendment No. 1) and on January 16, 1978 (Amendment No. 3). «After
Amendment No. 3 took effect, the maximum contract volumes had doubled
o 20,000 bdl/d from 1978 to 1980 and to 10,000 bbl/day in 1981.

On January 1, 1979, the Restated Agreement took effect.
Under the Restated Agreement, SDG&E was obligated to‘reeeiVe 17,000
bbl/d in 1979 and 1980, 18,000 bbl/d in 1981, 16,000 bbl/d in 1982,
and 7,000 bdl/d in 1983. The Restated Agreement lowered contract
deliveries in 1979 and 1980 by 3,000 bbl/d but increased contract
deliveries by 8,000 bbl/d in 1981, 16,000 bbl/d'in 1982, and 7,000
bbl/d in 1983. This renegotiation inecreased SDG&XE's total contract
deliveries from Tesoro by 9,125,000 barrels.

SDG&E maintains that the Restated Agreement seemed
reasonable in late 1978. At that time, SDG&E's oil inventories had
reached maximum operating levels due to the unexpected availability
of natural gas and purchased energy. In addition, the disposal cost
of LSFO in the spot market exceeded the economic benefit of burning
natural gas. Aceordingly, SDG&E tried to negotiate a redueticn of

contract volumes with Tesoro so that the utility could burn available
natural gas.
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Tesoro was unwilling to negotiate any volume reductions
unless SDGALE would agree to a long-term extension of the contract.
SDG4E tried to evaluate the benefits of a short-term reduction in
- LSFO deliveries against the risks of a contract extension beyond 1981.

SDG&E asserts that during this period the long=term outlook
for natural gas as a powerplant fuel was very pessimistic. For
example, the 1977-1980 California Gas Reports showed levels of
service to P-5 customers to be below 20% in 1982-1983._‘SDG&E
believed that little or no powerplant gas would be available in the'
early 1980's. _

Because of these pessimistic gas availability forecasts,
SDG&E's projections of long-term LSFO requirements were increased.
These projections were revised in November, 1978 to perform an
analysis of the contract changes being negotiated with Tesoro. The
revised projections showed that SDG&E's LSFO requirements had a 75%
prodability of not exceeding 13.5 million bdarrels in 1979, 13.7 ,
million barrels in 1980, 13.9 million barrels im 1981, 11.2 million
barrels in 1982, and 9.9 million barrels in 1983. SDG&E claims the
above forecasted requirements exceeded the contractual commitments
the utility was considering at that time.

In the utility's view, the Restated Agreement enabled SDG&E
to reduce its LSFO volumes in the short-term and to accept nore
natural gas as it became available in 1979 and 1980. In return for
this short-term benefit, SDG&E exposed itself to what was then ,
perceived as "a relatively insignificant possibility that LSFO supply
would exceed requirements in 1982 and 1983.7

In addition, SDGXE points out that HIRI, the utility's
other supplier, bad at times declared the. possibility of a force
majeure reduction of contract volumes. SDGLE asserts that the ,
Restated Agreement gave SDG&E in Tesoro, a LSFO supplier dependent on

domestic sources or crude in addition to HIRI, a supplier<dependent
on foreign sources. '
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SDG&E's fuel procurement strategy at that timé wés to
depend on the spot market for no more than 5-10% of LSFO
requirements. Thus, using the utility's November, 1978 revised
- projections of LSFO requirements, SDG&E's strategy called for a firm
contract supply of 12.2-12.8 million barrels in 1979, 12.3-13.0
million barrels in 1980, 12.5-13.2 million barrels in 1981, 10.1=10.6"
rillion barrels in 1982, and 8.9-9.4 million barrels in\1983 The-
balance ¢f the forecast requirements could be obtained on the spot
market or from other resources.
Under the Restated Agreement, SDGXE agreed to.receivé from
Tesoro about 6.2 million barrels of LSFO in 1979 and 1980, 6.6 .
million darrels in 1981, 5.8 million barrels in 1982, and 2.6 million
barrels in 1983. | : ‘
SDG&E's witness Watkins testified that SDG&E's contract
with HIRI provided 14,000 bbl/d through 1984. This is equivalent to
5.1 million barrels per year. A tabulation of these contract volumes
shows that SDG&E's firm contract volumes with the Restated: Agreement
exceed 90-95% of its forecast LSFO requirements only in 1982,
90-95% of Forecast : Restated HIRI
Year LSFO_Reguirements Tesoro Volumes . Volumes
(millions of barrels)_ o
1979 12.2-12.8 6.2 R
1980 12.3-13.0 - 6.2 g .54
1981 12.5-13.2 L 6.6 - 5.4
1982 10.1-10.6 | 5.8 5.1
1983 8.9~ 9.4 : 2.6 5.1

However, Watkins neglected to mention that at the time negotiations with
Tesoro ﬁere occurring, the HIRI contract volumes could have been.
increased at the utility's option from 14,000 bbl/d to 28, 800 bbl/d upon
two years' written notification. .(Amendment No. 7 dated May 10, 1978.)
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Thercfore, SDG&E could have relied upon a range of 5.1-10.5 million
pvarrels from HIRI in 1981=1983. However, instead of relyzng upon the
HIRI option, SDG&E chose to extend the Tesoro agreement from 1981 to
1983. Another tabulation of SDG&E's contract volumes before the
Restated Agreement shows that firm contract volumes did not exceed 90-
952 of forecast LSFO requirements from 1979 to 1983.

.\
i

Tesoro Volumes HIRI Volumes w/
90-95% Forecast Before Restated Option to
Year LSFQ Requirements Agreement Increase Deliveries
(mIllions of barrels) '

1979 12.2-12.8 7.3 5.1
1980 12.3-13.0 7.3 : 5.
1981 12.5-13.2 3.65  5.1=10.5
1982 10.1-10.6 , - - 5.1=10.5
1983 8.9-9.4 ‘ = | . 5.1=10.5 -
After comparlng these tabulatlons we ¢onclude that although
. SDG&E was able to reduce contr_act ‘volumes in 1979 and 1980 by entering
into the Restated Agreement with Tesoro, these short-térm'redu¢tionsf
were more than offset by the inereased volunme obligations in 1981-
1983. SDG&E paid a heavy price since it in effect substituted a
flexible option to c¢call upon HIRI to deliver increased volumes for the
extension of an inflexible take-~or-pay agreement with Tesoro. SDG&E
would pay very dearly for this substitution. From these facts alone,
we conclude that SDG&E's deciéion to enter into the Restated Agreement
reflects extremely poor management judgment. i
What benefits did SDG&E expect to receive under the Restated
Agréemenb? SDG&E estimated at the time that just $500,000 in fuel
savings would result from the volume reductions in 1979 and 1980. This
projected benefit does not equal the risk of excess LSFO in 1981-1983
that SDG&E assumed under the Restated Agreement.‘ |
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SDG&E's own economie analysis of the Restated Agreement'
benefits demonstrates that the modest fuel savings were not- worth
extension of the agreement. Watkins testified that in approving the
- Restated Agreement he had specifically relied upon Enclosure 1 of the.
utility's economic analysis. Enclosure 1 showed the probability that
SDG&E would have excess LSFO under the Restated Agreement in the years
1979-1983. After reviewing Enclosure 1, Watkins said the Restated
Agreement reduced the risk of excess LSFO in 1979 by about 50% since
the graph indicated an approximate 80% probab;lity of excess LSFO
without the Restated Agreement and only a 30% probabil;ty of excess
LSFO with the Restated Agreement. Upon closer examination, the
probability difference is about 40% rather than 50%. Nonetheless, we
agree that the Restated Agreement substantially reduced the risk of
excess LSFO in 1979 according to Enclosure 1. A similar analysis for
1980 shows that the Restated Agreement reduced the probability of
excess LSFO In that year by about 10%. However, Enclosure 1 alsoe shows
that extension of the Tesoro Agreement through 1983 had the effect of
increasing the probability of excess LSFO im 1981 by 15% and in 1982 by
35%. Thus, SDG&E's own probabilistic analysis in Enclosu:e‘1 showed at
bdest marginal benefits from the Restated Agreement. Clearly, Watkins
and the rest of SDGEE's management were concerned only about a short-
tern solution to the LSFO oversupply problem. Inadequate considerataonvw
was given to the added risk of excess LSFO in later years that the
Restated Agreement created. .

Why did SDG&E enter into the Restated Agreement? We conclude
after a careful review of the evidence and testimony that SDGEE was
trying to avoid Commission assessment of a $1/bbl penalty for the
rejection of available gas in 1979 and 1980. The‘memorahda attached as
Appendix D to Exhibit 44 have several rererences to the possibility of

a $1/vbl penalty. ' ‘
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"In order %o make the ratepayer indifferent
as.to whether fuel oil would be burned in
preference to cheaper natural gas, a $1/bdl
penalty could be levied by the CPUC for
every barrel equivalent of gas rejected.”

"In order to make the ratepayer indifferent

as to whether oil would be burned in
preference to cheaper natural gas, a $1
penalty c¢ould be levied by the CPUC for

every BBLR of natural gas rejected. A fifty=-
fifty chance of such a penalty was assumed."
(Exbibit 44, App. D, pp. 1, 6.)

SDG&E apparently was preoccupied with the possibility of a Commission
disallowance for rejected natural gas in 1979 and 1980 and entered
into the Restated Agreement without adequate consideration of the
possibility of excess LSFO in later years. We conelude that SDG&ﬁ
was unreasonable in signing the Restated Agreement based upon the
information available to SDG&E at the time it enteredvinto‘the
agreement. '

The City in its brief takes SDG4E to task for entering into
the Restated Agreement without conducting adequate studie3.  The City
argues (1) SDG&E failed to study and analyze alternatives to the
Restated Agreement, (2) SDG&E failed to analyze future trends in LSFO
availability and prices, (3) SDGXE failed to analyze the Restated
Agreement from the ratepayer's perspective, and (4) SDG&E chose to
rely upon arbitrary and unreliable forecasts when evaluating the
¢osts and benefits of the Restated Agreement. The City concludes
that SDG&E was imprudent and unreésbnable because the utility did not
have sufficient information to enter into the Restated Agreement.

First, the City points out that in August, 1978, SDG&E had
received the Gilbert Management Consultant's Réport (Gilvert Report)
introduced as Exhibit 2 in A.57780 and A.58263. The executive
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summary to this report is attached as Appendlx A to D 90&04 1'CPUC'
2d 596 (1979). The Gilbert Report found SDG&E's documentation and
alternative studies in support of its fuel decisions to be
deficient,  The report further stated that more structured analysis
and additional studies are needed to support SDG&E's actions.

The City argues that SDG&E falled to undertake the analy51s
recommended in the Gildbert Report. First, SDG&E did not study the
contract and its terms to see if more favorable contract provisions .
could be negotiated. The Gilbert Report had identified several -
unfavorable contraot provisions which SDG&E did not even attempt to
corrcet. Second, the utility’'s economic¢ analysis did not analyze the
alternatives of an underlift, sale, storage, or excess LSFO bdurn.

The City asserts that each' of these olte;natives was. a potential
solution to the short-term LSFO oversupply. However, SDG&E chose to
evaluate only the alternative of a'oontraot extension. The Czty
concludes that SDG&E was imprudent and unreasonable because it failed
to comply with the Gilbert Report's recommendations.

Second, the City points out that SDG&E did not have
forecasts of spot market LSFO availability when it decided to.sign
the Restated Agreement. The utility also did not have‘any estimates
of spot market LSFO prices or contract prices for the years 1979~
1983. The City maintains that without this forecast informatioﬁ
SDG&E should not have entered into the Restated Agreement.— |

The City contends that the burden of any excess. LSFO
inventories in 1979 and 1980 would have been borne by SDG&E's
shareholders since the carrying costs at that time were set in
biennial general rate proceedings and were not recovered'throﬁgh
ECAC. The City then points ocut that ;he two major ¢osts examined Dy
SDG&E were the carrying ¢osts of excéss LSFO inventory and the
possible $1/bbl penalty for rejecting cheaper natural gas. Both
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costs analyzed by SDGAE were costs to the shareholder, not the
ratepayer. The City argues that SDG&E never evaluated the
reasonableness of the Restated Agreement from %the ratepayer's
- perspective. For this reason, the City characterizes SDG&E's
decision to sign the Restated Agreement as imprudént and unreasonable.
Finally, the City criticizes the gas forecast used by SDGE&E
in analyzing the Restated Agreement. The City point out that SDG&E's
gas model had consistently understated the quantity of natural gas‘ ‘
available for powerplant use inm 1975, 1976, 1977, and 1978. In late’
1978, SDGEE should have been well aware that its forecasting"
methodology was unreliable. -
The City claims that SDGXE's inaccurate gas forecasts
resulted in excess LSFO situations and oil sale losses tdtaliﬁg $11.3-
million from 1976-1978. Despite this track record, SDG&E relied upon
the same gas forecasting methodology to extend its ¢ontract with ‘
Tesoro. The City asserts that SDG&E's reliance upon.a'historiéally
. inaccurate gas forecasting methodology was imprudent and unreasonable.
In its reply brief, SDG&E responds to each ofpfhe City's
arguments. ‘ . | |
First, SDG&E argues that any analysis of the alternatives 3
discussed in the City's brief would have been an idle act. The |
utility claims that none of the alternatives was a practidal‘opﬁion
in 1979. - .
Second, SDG&E contends that any long-term forecasts of LSFO
availability and prices would have been useless ihrormation- The
utility desired to reduce its contract volumes with Tesoro and had to
agree to buy more oil from Tesoro in order to reduce volumes in 1979
and 1980. Furthermore, SDG&E maintains that any'long-term,forécasts'
of LSFO prices would have been too speculative. |
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Third, SDG&E maintains that its decision to enter into the
Restated Agreement was based primarily upon ratepayer eoncerns.*-Theee
purpose of the agreement was $0 lower short-term LSFO deliveries 80
. that cheaper natural gas c¢ould be burned. The ratepayers would'have
received the short-term fuel savings of: the Restated Agreement not
the shareholders. _
Fourth, SDG&E asserts that it relied upon tne best
availadble gas forecasts when deciding to sign the Restated
Agreement. The utility emphasizes that all gas forecasts at that
time proved to be inaccurate. Moreover, SDG&E points out that the
City bas offered no other source of information which themnnility‘
could have turned to back in 1979. .
' Despite SDG&E's protests, we are persuaded that the utility )
did not adequately study the 1ong-term risks and liabilities posed bye
the Restated Agreement. Ignoring past experience, the utiimty chose
to coumit itself to long-term LSFO supplies without even considering
the chance that despite pessimistie foreeasts, natural gas or other
alternative resources would,become'available.‘ SDG&E chose instead to
lock its resource mix into a take-or-pay LSFO contract through 1983
to avoid bdburdening its shareholders with the short—term:earrying
costs of excess LSFO inventory and a penalty for rejecting-natural
gas. Apparently, SDG&E's management also was unmoved by the Gilbert
Report's recommendations which were known at that time. SDG&B'
management was unreasonable in entering into the Restated Agreement.
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' VI. Tesoro Suspension Agreenment

Since we have found the underlying 1979 Restated Agreemeht
to0 be unreaconable, the issues raised by the’?982‘TeSoro SuSpension
Agreenment now are moot. Although we find that SDG&E produced a
percipient witness on the 1982 issue and thus net its procedural
burden of proof, our finding that the 1979 agreement was uhreasonable
eliminates the necessity +to consider whether we would have found'
SDG&E's presentation on the 1982 contract adequate from a
reasonableness perspective. However, the Suspension Agreement did
zitigate the losses imposed by the Restated Agreement and will be
considered in our eventual calewlation of a disallowance.

Although we do not address the merits of staff's case
attacking SDG&E's negotiation of the Suspension Agreement, we will
state that SDGEE procedurally met its durden offproof on this
natter. SDG&EE provided all available documentation of fts“ 
negotiation efforts and percipient witnesses toJéxplaih'the

.‘.::‘a.nsaction. The lack of nore extensive documen\riat\i_on or the failune
t0 call all possible percipient witnesses are maﬁters left to SDG&E's
judgment in the presentation of its case. This,fécbrd is suf:icient
<o render 2 decision. !

VII. Measure of Damages

We direct SDG&E and staff to prepare for the further
in this matter a calculation of the actual consequences of
the 1979 Restated Agreement. TFor example, any realized fuel savings
in 1979 and 1980 due to the lower contract volumes should be offset
against the actual costs that accerued in 19814T983 due to a less '
ecconomical resource mix or from underlift payments. Other tangible
costs or bemefits may be used in the calculation. ‘

Prozn this calculation, we will determine an appropriate
disallowance. In making the ratepayer whole for the consequencés of:
SDG&E's decision %o enter Iinto the 1979 Restated Agreement;-we will
consider the financial impact of 2 disallowance on SDG&E‘Since_the'

. ratepayer ultimately may bear some of that impact.

hearings
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SDGEE and staff shell prepare and serve upon all parties
testimony showing a calculation of the economic consequences of the
Restated Agreement within 20 days from today. V/’
Pindings of Paet | _ :

1. In A.83=-07~16, SDG&E requests adjustment of its ECAC rate,
ATR, and ERAM rate for a net revenue reductioﬁ of $57.3 million.

2. SDG&E's forecast resource mix is reasonable*and1Should_be
adopted, apart from SONGS Unit 2 generation. .

3. The staff's capacity factor for SONGS Unit 2 is consistent
with the cepacity factor adopted in D.83-09-025 for SCE.

4. SDG&E's calculation of an LSFO inventory does not
adequately coasider affirmative action by management in an emergency
situation.

5. SDG&E's requested LSFO inventory level is excessive.

6. The staff's LSFO inventory level of 1,006,000 barrels7is,v
more reasonadble than SDG&E's and should bde adopted.

. 7. An ECAC rate decrease of .%85¢/kWh, an AER inecrease of.
.174¢/XWh, and an ERAM rate decrease of .426¢/kWh are reasonable
based on the adopted forecast and ISFO inventory level.

8. The adove rate adjustments would prodwce a net revenue
reduction of $65.5 mmlllon. | |

S. On November , 1983, the Commission issued D.83=-11-091 in
A.82-02-40 and A.82—03-63 which ordered SDG&E to reduce its ECAC
rates by $38.9 million. | o

10. On December 12, 1983, SDG&E filed tariff schedules as
ordered in D.83-11-091 which lowered its ECAC rate by -396¢/kWh.

11. Since an ECAC decrease of 338.9 million has alreedy ‘
oceurred, the net reduction of revenue of $65.5 million should be.
reduced by $38.9 million; SDG&E's ECAC rate should increase by
.011¢/%Wh rather than decrease by 385¢/kWh.

12. At the time SDG&E entered into the 1979 Restated Agreement
the utility had a long-term contract with EIRI for LSFO deliveries
through 1984 with an option to increase deliveries in 1081, 1982, and

’ 1983.

- 23 -
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13. At the time SDG4E entered into the 1979 Restated Agreement,
the utility projected fuel savings of jJust $500,000 from the
agreement. : _ ‘

14. The 1979 Restated Agreement eliminated the flexibility in-

contract volumes SDGE&E had in the HIRI contract and substituted an
inflexible take-or—pay obligation to Tesoro.

15. The utility 3 econonic analysis showed the 1979 Restated
Agreement reduced the prodbability of excess LSFO in 1979 and 1980 but
increased the probability of excess LSFO in 1981 and 1982. ‘

16. At the time SDG&E entered into the 1979 Restated'Agreement;
the perceived benefits did not outweigh the risks shown'in the
utility's own analysis.

17T. SDG&E was preoccupied with the posszbility of a $1/bbl
penalty for rejecting cheaper natural gas when it entered the 1979
Restated Agreement.

18. SDG&E entered into the 1979 Restated Aggreement to shield :
its shareholders from the carrying costs of an excess LSFO inventory
in 1979 and 1980. . 5

19. SDG&E did not conduct adequate studies before entering into
the 1979 Restated Agreement.

20. SDG&E did not follow the recommendations of the Gilbert
Report before entering into the 1979 Restated Agreement.

21. At the time SDG&E entered into the 1979 Restated Agreement
the utility had not considered the possidility that more natural gas
would be available than was forecaet even though the utility's gas
forecasting methodology had consistently understated the volumes of
patural gas that became available in 1975, 1976, 1977, and 1978.

21. Because the revision date of November 1, 1983 is past, this
interim order should take effect on the date of issuance. |
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Conclusions of Law

1. SDG&E was unreasonadle in entering the 1979 Restated
Agreement with Tesoro because at that time the perceived benefits did
not outweigh the risks shown in the utility's own economic analysis.

2. SDG&T was unreasonable because the utility failed to
conduct adequate studies before entefing_into the 1979 Restated
Agreement. o

3. SDG&E was unreasonable because the utility attempted to
shield the shareholders from Commission penalties and the short-term
carrying costs of excess LSFO inventory at the long-term expense of
the ratepayers.

4. SDG&E was unreasconable because the utility failed to
adequately consider the possidility that greater gquantities of
natural gas than were forecast would become available despite its
past experience in understating gas availability.

5. Furtker hearings should be held to determine the amount of

. any disallowance.

INTERIM ORDER

IT? IS ORDERED that: ‘

1. On or after the effective date of this interim order, SDGEE
shall file, in conformance with the provisions of General Order 96eA;
revised tariff schedules reflecting the following rate adjustments:

(2) ECAC rate increase of .011¢/kWh.

(b) AER increase of .174¢/kWh.
(¢) ERAM rate decrease of .426¢/kWh.

The revised tariff schedules shall take effect 5 days after filing.
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2. Consistent with our recent decision in SDG&E's general rate
case (D.83-12-065) the System Average Percentage Change Method7will‘
be used to allocate the above revenue changes among customer c¢lasses.

3. SDG&E and staff shall prepare and serve on all parties
testimony on the cénsequences of the 1979 Restated Agreeument within
20 days froz today. This testimony will be received as evidence in
further hearings and will be the dasis for determlnlng an- appropr,ate
disallowance. ' :

4. S8DGEE's motion to overturn the ALJ's ruling on the 1979
Restated Agreement is denied.

This order is effective today.

" Dated FEB 11984 , at San Francisco, California.

LEONARD M. GRIMES,. m._
© Prezident
VICTOR CAILVO .
PRISCILLA C. CREW - -
POXALD VIAL
WILLIAM 7. BAGLEY
' Commissioners

I CERTIIFY TE&* 3?15 DECISION
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WILLIAM T. BAGLEY, Commissioner, ¢concurring

I concur that there is a basis for the finding of
"unreasonableness". Having made such a finding, the Commis s;on
now orders further hearings on the dollar amount at issue.

It would have been bettér to consider these two
guestions and to answer them in one proéeeding. First of all,
Xnowing the dollar amount would assist the Commission in detér—
mining the very question of reasonableness. Secondly, the
bifurcated procedure exposes the utility, the ‘ratepayer; and
the investor to a period of financial uncertainty which benefits
no one. ‘ ‘ |
, Pending our-final decision, there will be speculation
in th¢ media and,elsewhere as to the possible magnitude of
"damades". Various gross amounts, the résult~ofuarithmetic
rather than deliberation, will be-mentioned‘all because the
dollaf amount is left open. Again, this uncertainty is helpful
to no one, potentially harmful to all and could have been eas;ly
avoided by a single decxsxon process.

Commissioner '
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VI. Tesoro Suspenéion Agreement

'//,—" Since we have found the underlying 1979 Restated Agreement
to be unreasonable, the 1ssues raised by the 1§82 Tesoro Suspensio 4“3“7
f Agreemcnt now_isgfpoo£,;>However, the Suspension Agreement did ﬂa*JZZZZQV‘
mltlgdte the losses imposed by the Restated Agreement and wmll be
considered in our eventual calculation of a dmsallowance.
Although we do not address the merits f staff's case
attacking SDG&E's negotzation of the Suupensx6g/:greement, we will
state that SDG&E procedurally met its burden of proof on this
matter. SDGLE provided all available Ldocumentation of Iits
negotiation efforts and percipient {tnesses to explain the
transaction. The lack of more exfensive documentation or the failure
to call all possible percipient witnesses are matters left to SDG&E's
judgment in the presentation/of its case. ' This record is sufficient
to render a decision. | ' )

VII Measure of Damages

We direct SPG&E and staff to prepare for the further
nearings in this magter a calculation of the actual consequences of
the 1979 Restated Agreement. For example, any realized fuel savings
in 1979 and 1980/due to the lower contract volumes should be offset
against the actpal costs that accrued in 1981-1983 due to a less
economical resource mix or from underlift payments. Other tangible
costs or benefits may be used in the caleulation;

From this caleculation, we will determine an appropriate
disallowandg. In making the ratepayer whole for the consequences of
SDG&E's déeision to enter into the 1979 Restated Agreement, we‘will;
consider/the financial impact of a disallowance on_SDG&E5since the
ratepayer ultimately may bear some of that impact.




