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Dec1s 10n 54 07 068 JUL 51984 . 
BEFORE THE PUBLIC UTILITIES COMMISSION OF THE STATE OF CALIFORNIA 

In the Matter of ~he Application ) 
of SOUTHERN CALIFORNIA GAS COMPANY) 
to rescind refund orders relative ) 
to its investment tax credit ) 
election pursuant to Decisions ) 
85627,86117,86118, and 86691 and) 
suspended by Decisions 86154 and ) 
86684. ) 

----------------------------) 
o PIN ION ------ .... -

Background 

Application 83-04-63 
(Filed April 29, 1983) 

In 1976 this Commission issued to Southern California Gas 

• 
1/ Company (SoCal) certain orders- requiring it to refund about 

• 

$6 million to its customers. Before any amounts were actually 

refunded we issued two further orders1/ which suspended the 

refund orders pending review by the california Supreme Court. 

The initial orders were intended to aSG~re that Socal's 

ratepayers received all the economic benefits SoCal derived from 

changes in the federal tax law regarding investment tax credit, 

sometimes referred to as ITC. SoCal argued before the california 

Supreme Court that the refund orders were in violation of these tax 

provisions. 

1/·°Decision (D.) 85627, as modified by D.86117 and D.86118 
(rehearing denied in :0.86681). 

£/ D.86~54 and :0.86684 • 
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The investment tax credit is meant to act as a stimulus 

eo new eapieal investmenes by permieeing a eereain perceneage of 

the cose,of such new invesemenes eo be credieed againse the eurrene 

year's federal income tax liability. The law permitting such tax 

ereaement3/ sees forth three options ueilieies may use eo pass 

the resultant tax savings to their ratepayers for ratemaking 

purposes. 

The first, which is noe ae issue here, allows ehe ueiliey 

to reduce its rate base (value of property devoted to public use) 

by the amount of the credit and then to restore that amount to rate 

~ base proportionately over the useful life of the property acquired 

through the investment. 

~ 

The second, ratable flow-ehrough, allows the utiliey an 

immediate credit to income eaxes which the utility then subtraces 

proportionately ("ratably") over the useful life of the property 

from the utility's cost of service (operaeing expenses). Under 

ratable flow through the rate base remains unaffected and the tax 

savings are spread over ehe useful life of the property thereby 

lowering rates to future ratepayers during the period of useful 

life (approximately 39 years in this ease). 

Principally, Title 26, United States Code A.~otateQ Section 46, 
also known as Internal Revenue Code of 1954 (IRe) Section 46. 
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The third allowable option is called immediate flow­

through. It permits the utility to reduce either its rate base or 

its cost~of service by the full amount of tax savings in the year 

that the savings are realized. Under this option nearly all the 

benefit of the tax savings goes immediately to the present rate­

payers ra~her than being apportioned over the useful life of the 

property as would occur under ratable flow-through. 

SoCal elected the second option, ratable flow-through. 

The tax law in question, IRC Section 46(f)(8). contains a prOvision 

that says the choice of immediate flow-through must be made at the 

~ utility's own option. If the utility chooses ratable flow-through 

and the state regulatory commission adjusts either the utility's 

cost of service or its rate base to flow through the credit faster 

than ratably, the credit will not be allowed. Ye adjusted neither. 

However, based on SoCal's own assertions, we found :hat its 

~ 

election of ratable flow-through reduced its financial risk. Ye 

concluded that a rate of return adjustment downward of 0.25% would 

best recognize that risk reduction, and we ordered such adjustment 

thereby accomplishing our then intent of assurinQ that the taen 

ratepayers woulo receive all the collateral economic benefits 

accruing from this ehange in the law. We also stated that this 

adjustment would not deprive SoCal of its eliQioility for the 

tax ereoit. See 1976 decisions, supra. 
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The Supreme Court heard SoCal's petition for writ of 

review and issued a decision, Southern California Gas Compa~y v 

Public Utilities Co~~ission (1979) 23 Cal.3d 470. In that pro­

ceeding SOCal claimed, ~~on9 other things, that a letter ruling 

issued to it by the Internal Revenue Service on November 19, 1976 .~' 

(subsequent to the Commission's decision) stated that the treat-

ment of SoCal's investment tax credit ordered in the Co~~ssion's 

decision would result in disallowance of the tax credit. SOCal 

concluded that the Co~~ssion's decision was based on a false 

assumption that SoCal would benefit from the tax credit provisions. 

The Court rejected SoCal's conclusion pointing out that the IRS did 

not have access to the complete record in the case and that such 

letter rulings are subject to revocation or modification. Th(i 

Court concluded that the Co~~ssion had neither influenced Socal to 

abandon its election or ratable flow-through in contravention of 

IRC Section 46(f) (8) nor contravened IRC Section 46(f) (2) by 

adjustin; either cost of service or rate base in order to flow 

through the credit faster than ratably. 

Since the issu~~ce of the Supreme Court's decision, three 

things have occurred. First, the Economic Recovery Tax Act of 1981 

was enacted makin; the issues presented here of primarily ; 

historical interest. second, according to SoCal, IRS examining 
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agents audited SoCal for taxable years 1975 and 1976 and determined 

that the ITCs for ~hose years would be disallowed. And third~ the 

relevant: tax laws under consideration here were amended by Section 
4/ 541 of the Surface Transportation Assistance Act of 1982.-

As the ITC provisions stood prior to amendment~ if a 

utility elected ratable flow-through but contravened the prOVisions 

of IRC Section 46(f)(1) or (2) by virtue of a public utilities 

commission's order which was .inconsistent with these code seetions. 

all the utility's investment tax credits wocld be disallowed from 

the time prior to the date the inconsistent order was put into 

~ effece21 until such time as the regulating commission issued a 

consistent order. Section 541 amended this by providing that a 

utility's use of certain described practices, for any time prior to 

March 1,1980, would not be treated as inconsistent with IRC 

Section 46(f)(1) or (2) if the practices were included in the order 

of a public utilities commission entered before Mareh 13, 1980, so 

long as no refund or rate reduction had actually been made or that 

the utility mcst, within six months of actually making the refunds 

or rate reductions, enter into a elosing agreement with the IRS 

• 
!! Public Law 97-424, Title V, Subtitle E, Section 541; 96 Stat. 

2192, et seq. (herein referred eo as Sect10n 541). 

2/ Limited, of course, by the applicable statute of limitations • 
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stating that the utility will pay an amount equivalent to those 

refunds or ra~e reductions to the IRS. Of course, this latter 

requirement would only be operative and the former description 

would only be relevant where the practices in question were other­

wise inconsistent with IRe Seetion 46(£)(1) or (2) requirements.~/ 
SoCal's Position 

SOCal's application to this Commission for an order 

reseinding the refund orders alleges that the legal elimate has 

materially ehanged sinee the California Supreme Court decision in 

1979 and that it is now settled that implementation of the refund 

• orders would impose an eeonomie detriment upon Socal's ratepayers 

beeause the aetion now indisputably violates the requirements of 

'. 

IRe Seetion 46(f). as amended in 1982 by Section 541. SoCal elaims 

this is borne out by the legislative history of the 1982 amendments 

which. asserts SoCal. shows that Congress believed this Comcission's 

refund orders misapplied the law thereby ~eopardizing the IIC (and 

&/ This is made clear by Section 541(e)(5) which. in relevant part. 
states: 

"(5) NO INFERENCE.--Tbe applie~tion o£ ••• paragraphs (1) and 
(2) of seetion 46(£) of Lthe Internal Revenue Code of 1954/ 
to taxable years beginning before January 1, 1980 ••• shall "5e 
determined without any inference drawn from the amendmen~s 
made by subsections (a) and (b) 0: this section or from the 
rules contained in paragraphs (2), (3). and (4) •••• " 
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certain other) benefits of the three california utilities for which 

this legislation was apparently drafted. SoCal also claims that 

Section 541 clarifies eongressional intent regarding the proper 

method of ratably flowing through the ITC in such a way that the 

Commission's orders are undeniably inconsistent. 

The economie detriment to which SoCal refers is the 

penalty provision of Seetion 541 which requires the utility, in 

order to be eligible for ITC tax benefits, to pay the IRS an amount 

equal to the principal amount of any refund which is inconsistent 

with the requirements of IRe Seetion 46(f)(1) or (2). SoCal claims 

• it would have to eollect approximately double this penalty amount 

from its ratepayers in order to generate income sufficient to pay 

this penalty. 

• 

Staff Position 

The Commission's staff is split on the question of 

whether the orders should be rescinded. Revenue Requirements 

DiviSion reeommends that they should be reseinded because 

implementation could have a negative impaet on SoCal's financial 

ratios, financing capabilities, and cost of capital and a negative 

impact on the financial community's perception of California 

regulation. Further, Revenue Requirements notes that at the very 

least implementation of the orders will result in lengthy 
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1ieisation by SoC~l in the £edcr~l courts end possible loss of the 

6: ITe ~ligibili:y for 1977 ~hro~gh 1980 ~ere the restriceions of 

IRe Sec:io~ 46(£)(4) ulti=~tely foune to be ~p~lieable. 

Leg~l Division reco==encs that the :oeion be denied and 

SoCal ordered to =ake'refuncs an~ take appropriAte steps to . 
prc$erve it: eligibility for the ~::e;tcd ITe. Lee~l Division 

states that thc ~ucit~~s' dctcr=inatio~ =er.tioncd by SoCal is 

presently bei~g prote~:ed and is pe~d~~£ before the IRS Appeals 

Office in Los P~seles. Legal also disputes SoCal's cl~i~ that 

ratcpayers ~o~ld be rcs?onsiblc for any penalty if SoCal ~erc to be 

~founo ineligi~le for the Ire and points out that the underlying 

Co~=ission ceeisions are final and ~ere upheld by the California 

Supre~e Court whic~ c~~ci:ically rejccted ScCal's clai~ that they 

~ould cause SoCal to lose its ITe elizibility. Finally. legal 

notes that chc Co==izslon ~~s not per=itted to participate in the 

procc$s reculting in the letter ruli~g ~nd cl~i~s that SoCal did 

not present the IRS with any ergu=cnts or facts in &upport of 

• eligibility_ 

Discussion 

The question that must be resolved by the Co=~1$cion is 

whether it is in the best intereets of SoCal and its r~tcpayers to 

order that the refunds be ~~de or to rescind t~e re!~~e orders and 

brin% this m4tt~r to an end. 

~ 
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This situ~tion is si~i14r to the flow through­

normaliz4tion con~roversy between the Commission ~nd P~eifie 

T~le?hone ~nd G~neral Tele?hone ~bieb 1.$~~d for m~ny years ~nd 

w~s fin~lly resolved hy the S4me Sur£~e- ~r~ns~or~3~ion 

Assist4nce Act of 1982 discussed e~rlier. The Surface Trans­

portation Assistance Act of 1982 se~ forth the procedure for 

Pacific ~~le?hone aud C~neral tele~hone to resolve their 

disputes with the IRS. Provision was also ~ade for SoCal to 

r~sol~e its dispute with the IRS should it choose to do so • 

-9-



• 

• 

AL'l'-L 

A.S3-04-63 At! I JP/GII AF:-!/~?SC Id: /bh .. 

wouldbe in the positio~ of having to p~rsue one of the follo~ing 

a. Pay the Qc:icic~cy of $4.942.354, ~ssessed by 
the IRS for the loss of 6~ 17C eligibility for 
:ax YC:.:Lrs '975 and 1976 ~nd litiga:,e the issue 
in the Court '0£ Cl~i~s. 

~. R~f~sc to pay the ~e!icicncy ~n~ litig.:Ltc the 
issue in the ~ni:ed S:~:c~ ~~y. Court. 

c. Cc=?ly ~i:h ~b~ provi~ion$ of the S~rface 
!r3~spo~t~:ion Act of 19S2 and ?.:Ly the IRS 
a??~oxi=atcly $6.'79.000 ~~~ch is equal to the 
rcfc~d a~ount currently a: iss~e. SoCal Gas 
~ou:e also ha~e to enter into a clo~ing 
es=ce~cn:s unci~r the ?rc~isions of the act, 
",~hic!l to."O':lld ?revc:l.t f'Jr:nc-r 1i tig,at ion of this 
iss~c b~: prese~v~ eligibility for all 6% ITC 
~t risk. SoCal Gas' net out of p~c~et costs 
\!!'lccr this al1;crcclth.·c ...:'ould be $9.707,000. 

Should SoC~l no: prevail in the co~r:s it ~ll 

unclc~b:eGly petition the Co:=ission :0 ~eeo~er a~y increased ~ax 

liability re~~l~ing :ro~ ehe refund orders.11 ~I 

II 

81 -

In South~rn C~11£orn1~ G3S Co=~~ny v. ?~blic Ut11i~1es 
~O~~icsion, su~r~.~18 :~_ ~O, ~ne c~ •• :O=~~a 
Su?rc~c Co~r~ ind~ca~ecl that if SoC~l Gas~ tax liability were 
increased ~uc to the refund ord~rs, it could petition ~bis 
Co=~1ssion for ~~~=o?ri~te relief 

In Decision No. 92497. ~i~co p.'19. and Decision' No. 82-12-054. 
~i~eo p.97 (the Co:~iscion'8 d~e1sions in SoC31 Gas' Test Year 
1981 a~d 1983 general rate proceedings), this Co::ission 
stated that SoCal Ges :ay petition for ap?royriate relief if 
its tax liability is incre~scd due to the refund orders • 
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From the beginning of this controversy it h~G been the 

Commis~ion's intention th~t SoCal remain 'eli~ible for its Il'C 

benefi~s. W~ had con~lu4ed. however. and the California 

S~preme Court agreed with us, th4t tbe Commi5sion's 25 ~ercent 

reduction in r~te of return vas ~ lcgitim4tc ratemaking 

~dju$tQent to reflect the reduced ~isk flowing to SoC41 from 

its I1C ~lcctrion. The IRS h4$ di~~srced with us from the 

b~ginning a~d continues to do so. The Congress, through 

en4c~ment of tRIA, and provision of 4 procedure for closure in 

the Sur£a~t Transport4tion Act of 1982 appC4rs to agree vith 

the IRS. Thus. the ~i$k for SoCal and ies r3tep~yers, should 

the matter be litigated in a federal cou~t has 

increased since our orizin~l conclusion. 

It is e~r cc'nelusion, a.fter consicering the positions of 

each of the par~1cs. tha~ the best interests of SOCal and its r~te­

payers weuld be $e~ved by granting SoCel'5 pe:i~ion co reeind 

D.S5527. as oodi:i~d by D.861'7 a~d D.86'18. 

Findings of Fact 

1. In D.8S627, as Qodified by D.86"7 and D.86118 (rehc~ring 

denieo in D.SG601), this COQ=1ssion ord~red SoCal to refend certain 

a~ounts to its ratepayers to reflect a do~~ward adjest:cnt of 

So~l's rate of return. 

2. Our refund orcers, D.85627. as ~odified. ana D.86118 • 

. were suspended by this Coc=ission by D.86154 and D.S6684 pending 
• ; California Supreme Cot.::t review. 
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3. !~e S~?=cro¢ Coc=t upheld both refund orders in Southern 

California Gas Co~?any v Fublie Utilities Co==iss1o~ (1979) 23 cal.3d ~ 

470. 

4. !n its d~eision the Supre:e Court consioered the i:?4ct 

0: an IRS letter r~li~& issced to SoCal on Noveeber 19. 1976 ~nd 

concluded tha~ it ~as based on an incoc?lete r~cord. ~as subject to 

revoca:io~ 0= ~odi:iea:ion. a~d was therefore no: bindins on the 

Court or the parties. 

5. In 1982 IRS exa~inins 8SC~:S Auditeo SoCal for 1975 and 

1976 and detcrcined th~t SoC~l's !~CS for those years should be 

d1s~11owed • 

6. SoCal has protested the auditors' ceter~~nation to the 

5~1 0: the S~~:ace Tra~~po=t~tion ~;sist~~ce Act of 1982. 

8. ~h~ i~tent of t~e Surface Tra~sport~tiO~ Assistance Act ~ 

of 1ge2 ~as to preserve SoCal's eligibility !o: :TC !o: the ye~rs 

at issue ~~th the I?S if this Co~~ssion orceree that re!~~ds be 

rzce. 

9. Continuatio~ of this iss~~ th:o~;h t~~ oreerin~ 0: 
refunds ~~e litigation by SoCal tbrou;b the courts is ~O~ in the 

. . 
best interest 0: SoCal ane its ra~e~~ycrs • 
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Ass!st~~cc Act 0: 1982 were included to prc:c:vc SoC~l's cliQibility ~ 

. 
of 1982 h~vc incrc~sed th~ risk ~h~: SoC~l vould not prev~il in ~ 

Feclcr~l Court yerc it to liti&~tc this o~t:er. 

3. ~he ~??11eation of SOCal :or rescission 0: our re:und 

orders &ho~ld be granted • 

ORDER ........... __ t-. __ 

IT IS ORDERED that: 

Sou:he::n C.,.li":o:-nia. Cas CO'!:l:>ar.y· S .l"lication req,,;csting 

that this Co~~iss~on rescinc Decisien (D) 86'18 ~ne D.85627, as 

codified by 0.86"7. is 8:-~nt~d. 

This order b~co=es effective 30 C.lys fro: today. 

Dated __ ~J_U_L~_5 __ 19_84 ________ ~ 4t San Fr~ncisco, C.,.11fornia. 

?1t=5CIl.LA c. =zz.r; ,'Cot:i:r~:::'!o:lcr 
~------
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litigation by SoCal in the federal cour~s and possible loss of the 

6% ITC eligibility for 1977 through 1980 ~ere the restrie~ions of 

IRC Section 46(£)(4) ultimately found to be applicable. 

Legal Division recommends that the motion be denied and 

SoCal ordered to make refunds and take appropriate steps to 

preserve its eligibility for the affeeted ITC. legal Division 

states that the auditors' determination mentioned by Socal is 
/ .... 

presently being protested and is pending befo:~the IRS Appeals 
/' Office in Los Angeles. Legal also disputes SoCal's claim that 

ratepayers would be responsible for a~enalty if SoCal were to be 
'/ found ineligible for the !TC and points out that the underlying 

Commission decisions are fina~d were upheld by the California 

Supreme Court whicb specifically rejected SoCal's elaim that they 

would cause SoCal to lOS~S ITC eligibility. Finally. Legal 

notes that the Commission was not permitted to participate in the 
/ 

process resulting in e letter ruling and claims that SoCal did 

not present the IRS ~th any arguments or facts in support of 

. eligibility. 

Discussion 

The question that must be resolved by the Commission is 

whether it is in the best interests of Socal and its ratepayers to 

order that the refunds be made or to reseine the reftlnd orders and 

end the matter once and for all • 
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While it is true that the California Supreme COurt 

stated that Commission D.8S627 does not violate ~RC Seetion 

46(f) (2), we are mindful of the fact that such a statement does 

not eo~stitute oinding le;al precedent with respect to the resolu- ~ 

tion of any federal tax matter. There is little doubt that if 

this Co~~ssion orders that the refunds be made, SoCal would have 

to liti;ate the issue through the federal courts, which may take 

many years to resolve. 

This situation is analo;ous 

normalization controversy between the 

Telephone and General Telephone 

was finally 

/-

// 
to t flow throu~h-

lasted for ~~y years and 

Transportation Assist~~ce 

Act of 1982 Congress intentionally included 

Socal, in addition to Pac'~ie Telephone and General Telephone, 

in the Surface ;ranspo~tion Assistance Act of 1982 in order to 

prevent the issue expanding beyond Socal's 1976 tax year. The 
I 

intent of Congress ~ quite clear. 

l 
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If we were to order Soeal to make the refunds it would 

then be in the position of having to pursue one of the following 

alternatives: 

a. 

b. 

c. 

", 

Pay the deficiency of $4,942 .354/'~sessed by 
the IRS for the loss of 6% I'I'C Aligibili ty for 
tax years 1975 and 1976 and l~igate the issue 
in the Court of Claims. ;I 
Refuse to pay the deficien~ and litigate the 
issue in the United State' Tax Court. 

Co~ply with the prOViSi~S of the Surface 
Transportation Act of V982 and pay the IRS 
approxi~ately $6,179,000 which is equal to the 
refund amount curren~y at issue. SoCal Gas 
would also have to enter into a closing 
agreements under thi provisions of the act, 
which would prevendfurther litigation of this 
issue but preserve/eligibility for all 6% ITC 
at risk. SoCal Gis' 'Clet out of pocket costs 
unoer this alte 'tive would be ~9,707,OOO. 

prevail in the courts it will 

undoubtedly petition the to recover any increased tax 

orders .21 §/ liability resulting 

II In Southern Califorhia Gas Compa.nr v. Public Utilities 
Commission, supr2 478 fn. IS, the cal~forn~a 
Supreme Court indicated that if SoCal Gas· tax liability was 
increased due to the refund orders, it could petition this 
Commission for appropriate relief and thus be reimbursed for 
such additional tax liability. 

11 In Decision No. 92497, mimeo p.119. and Decision No. 82-12-054. 
mi~eo p.97 (the Commission's decisions in SoCal Gas' Test Year 
1981 and 1983 general rate proceedings), this Commission has 
concurred that SoCal Gas may petition for appropriate relief if 
its tax liability is increased due to the refund orders • 
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It is our conclusion, after considering the positions of 

each of the parties, that the best interests of SoCal and its rate­

payers would be served by granting SoCal's ?etition to recind 

D.85627, as modified by D.86117 and D.86118. 

Findings of Fact 

,. In D.85627. a.s modified by D.86117 and D.86118 (rehearing 
,,/ 

denied in D.86681), this Commission ordered SoCal to refund certain 
/ 

amounts to its ratepayers to reflect a downward adjustment of 

SoCal's rate of return. ~ 
2. Our refund orders, D.85627, modified, and D.86118, 

~ were suspended by this Commission b D.86154 and D.86684 pending 

~ 

California Supreme Court review. 

3. The Supreme Court up 1d both refund orders in Southern 

California Gas 

470. 

4. In its decision the Supreme Court considered the fmpact 

of an IRS letter ruling ssued to Socal on November 19, 1976 and 

concluded that it waSJPased on an incomplete record, was subject to 

revocation or modification, and was therefore not binding on the 

Court or the partie!. 
'J 

5. In 1982 IRS examining agents audited SoCal for 1975 and 

1976 and determined that SoCal's IrCs for those years should be 

disallowed. 
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6. SoCal has protested the auditors' determination to the 

IRS Appeals Office in Los An~eles. The protest is pendin<;. 

7. Con<;ress amended the ITC statutes in 1982 via Section 

541 of the Surface Transportation Assistance Act of 1982. 

S. The intent of the Surface Transportation Assistance Act ~ 

of 1982 was to preserve SoCal's eliqibility for ITC for the years 

at issue with the IRS if this Commission ordered that refunas be 

made. . / 

9. Continuation of this issue throu~ the orderinq of 
/ 

refunds and litigation by SOCal throu9~e courts is not in the 

best interest of SoCal and its ratepa~rs. 
I 

Conclusions ot Law ;' 

1. The California Supreme COurt's decision in Southern 
I 

CalifOrnia Gas Company v Public Wtilities Commission, supt§, has 

no precedential effect on a Fe air a 1 tax issue. 

2. The amendments of selction 541 of the Surface Transportation 

Assistance Act of 1982 were ~clueed to preserve SoCal's eliqibility 
/ 

to claim Investment Tax Cr~dits in the event this Commission ordered v' 

;' 
that the refunds be made pursuant to D.85627, D.86117 and D.86118. 

3. It is evident that the opinion of both the IRS and 

Conqre~s is that D.85627 violates IRe section 46(f) (2) • 

-12-



ALT/JP/GI/AFM/WPSC/df 

4. The application of SoCal for rescission of our ref~~d 

orders should be gran~ed. 

, ORDE!/ 

* 

IT IS ORDERED that:- - - - / _ 

Sou~hern California Gas pany's applieation requesting 

tha~ this Commission 86118 and D.85627, as 

modified by D.86'17. 

This order becomes e 30 days from ~oday. 

Dated ____________ ~ _____ , at San Francisco. california. 
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