L/bjk

becision 90-11-031 NOVEMBER 9, 19%0
BEFORE THE PUBLIC UTILITIES COMMISSION OF THE STATE OF CALIFORNIA

In the Matter of the Application of ) (72 rY] N
Southern California Gas Company for ) ,:1n-,_ j
Authority pursuant to Public ) ~ U} ;hJ Wt
Utilities Code Section 851 to sell ) Application 87-07-041
and lease back its Headquarters ) (Filéd July 28, 1987)
Propérty in Los Angeles, California. )

(VU 904 G) ;

ORDER MODIFYING DECISION 90-04-028
AND DENYING REHEARING -

The Southern California Gas Company (SoCalGas) and Toward
Utility Rate Norxrmalization (TURN) have filed applications for
rehearing of Decision 90-04-028 (the Decision). In the Decision
we: reviewed the reasonableness of SoCalGas’s sale of its Flower
Street headquarters: allocated the gain on sale of the headquarters

between ratepayers and shareholders, baseéd on a "rateéepayer
indifference” theory: and disposed of the mémorandum account set up
pursuant to Decision (D.) 87-09-076.

In its application for rehearing, SoCalGas argués that it
is constitutionally entitled to keep all of the gain on sale of the
Flower Street headquarters. Alternatively, SoCalGas argues that,
if the Commission is going to apply “ratépayer indifference”
méthodology to apportion the gain, it nust grant rehearing so that
SoCalGas can submit evidence comparing: (i) the costs of moving to
its actual néw headquarters, with (i1) the costs of staying at its
old Flower Street headquarters. Finally, SoCalGas arques that the
Decision contains errors in its ratepayer indifference
calculations.

In its application for rehearing, TURN also argues that,
if the commission is going to apply ratepayér indifférénce theory,
it must grant rehearing and compare thé actual costs of SoCalGas’s
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new Grand Place headquarters with the costs SoCalGas would have
incurréd if it had remainéd at Flower Stréet. TURN furtheér arques
that the Decision erred in not returning to ratepayeéers the
overcollection in thé memorandum account set up pursuant to b.§7-
09-076.

Pacific Bell, Pacific Gas and Electric Company, and
SocCalGas have each filed responses to one or more of the
applications for rehearing.

We have carefully considered all of theée issues and
arguments raised in the applications for rehearing and the
responses, and are of the opinion that our original becision should
be modified in several significant respécts, and that, in light of
these modifications, rehearing is not warranted. We are attaching
to this decision a complete version of D.90-04-028 as modified
today (the Modified Decision).

For the reasons explained in the Modified Decision, we do
not agree with SoCalGas that it is entitled to all of the gain on
sale of its Flower Street headquarters. However, we do agree with
SoCalGas and TURN that if we were to continue to apply a ratépayer
indifference methodology to apportion the gain, rehearing would be
required. However, rather than further delay a decision on
allocation of the gain realized when SoCalGas sold its Flower
Street headgquarters in 1987, we have instead choseéen to useé a more
traditional risk and incentive analysis to apportion the benefit of
the gain. This analysis is explained in the Modifiéd Decision.
Unlike the ratepayer indiffeéerence methodoleogy employed in our
original Decision, this analysis does not require comparing the
costs of staying at Flower Street with the costs of moving out.
Accordingly, it is not necessary to grant rehearing.

In the original Decision, we intended to include the
overcollection in the memorandum account as part of the amount
allocated to ratepayers by our ratepayér indifferénce
calculations. Since thé Modified Decision doés not rély on
ratepayer indifferencé methodology, it instead expressly orders the
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overcollection in the mémorandum account to be returned to
ratepayers.

The original Decision stated that its ~ratepayer
indifferénce” allocation of thé gain on sale was about the same as
would have occurred under a risk-sharing analysis. In light of
this comment, we havé compared the benefits allocated to
shareholders under the original and Modified Decisions, and note
that they are approximately the same. In order to make this
conparison we have estimated the present value of thesé benefits as
of early December 1990. 1In making thesé éstimatés of present
value, we have assumed that SoCalGas could éarn its currently
authorizéed rate of return on money that it has available for
investment. Similarly, wé have used SoCalGas’s currently
authorized rate of return, net of tax, to discount the value of
future incomé to early December 1990. Under the original becision,
SoCalGas would havé receéived an approxXimately $10.7 million shareé
of the net gain on sale, retained the balancé being tracked in the
nemorandum account (which we éstimate to be a little less than $1.2
nillion for thée period 1987-1989), and had the opportunity to earn
approximately $8.7 million! in investment income on the gain from
the date of sale until early December 1990, Thé present value of
these benefits as of early December 1990 would have totalled
approximately $20 1/2 million. Under the modified Decision, the
shareholder benefits areée all in the form of thé opportunity to earn
income on thé gain, from the date of sale and during an
amortization period beginning in December 1990 and ending 11 years
and 11 months later. We have estimated that the present value of

1 Th1s figure différs from the flgure méentioned in the original
Decision, not only because of the different time perlods involved,
but also because the or1g1na1 Decision deducted tax twice from

SoCalGas’s opportunity income.
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these bénefits as of early Décember 1990 also totals approximately
$20 1/2 miXlien.?

In light of thé extensive discussion of the issues
included in the Modified Decision, no further discussion is
required here. .

Theréfore, good causé appearing,

IT IS ORDERED that!

1. D.90-04-028 as approved on April 11, 1990 is modified and
replaced by Modified D.$0-04-028, Attachment 1 hereto.
2. Rehearing of D.90-04-028 as thus modified is denied.
This order is éfféctive today.
Dated November 9, 1990, at San Francisco, california.

G. MITCHELL WILK
Presideént
FREDERICK R. DUDA

JOHN B. OHANIAN
PATRICIA M. ECKERT
Commissioners

commissioner Stanley W. Hulett,
being necessarily absent, did
not participate.

| ‘l' CERTIFY THAT THIS DECISI0:}
I will file a written concurrence. WAS APP20OVED RY THE APOvE
TN AL e SR ATIIVE

(a?liifu{}SSgONERs rol)f.\‘.'
I will file a written concurrence. f!/A )fy ];;;747 4§¢

~ A= ,.::‘.’ ~ . ’ *.

/s/ JOHN B. OHANIAN BRI g
Commissionér / /s W Executive Diracior

As

;/;.

U

Is/ FREDERI?K R. DUDA
Comnissioner

2> Thesé arée only estimatés, for purposes of comparison, based on
the aboveé-stateéed assumptions, and are not meant to be precise
figurés, We aré not guaranteeing shareholders these sums, but are

3

only saying that they are roughly equal.
- 4 -
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Decision 90-04-028 _
as modified by Decision 90-11-031 on November 9, 1990

BEFORE THE PUBLIC UTILITIES COMMISSION OF THE STATE OF CALIFORRIA

In thée Matter of the Application of )

southern California Gas Company for

. Authority pursuant to Public

Utilities code Section 851 to sell Apflication 87-07-041
and lease back its Headquarters (Filed July 28, 1987)
Property in Los Angeles, California.

(U 904 G)

Glen J. Sullivan, and Woodrow D. Smith,

attorneys at Law, Roy M. Rawlings, for Southern

california Gas Company, applicant. .

Roger J. Peters and Mark R. Huffman, Attorneys
at Law, for Pacific Gas and Electric
Company; Ronald R. McClain, Attorney at Law,
for Pacific Bell: Brobeck, Phlegér &
Harrison, by Robert N. Lowry, Attorney at
Law, for California Water Association} John
W. Witt, city Attorney, by William S.
shaffran and Leslie V. Girard, Députy City
Attorneys, for the Ccity of San Diego; Mark
Urban, Deputy Attorney General, for John K.
Van de Kamp, California Attorney Generali
Barbara Kirschner, for Southern California
Water Companyi and Sylvia M. Siegel, for
Toward Utility Rate Normalization!
interested parties. _

Ida M. Passamonti, Attorney at Law, and
K.C. Chew, for the Division of Ratepayer
Advocates.
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This decision finds that it was reasonable for Southern
California Gas Company (SoCalGas) to sell its Flower Street
headquarters in 1987, and that the terms of that sale (including an
interim leaseback pending its move to a new headquarters) were
reasonable. Our prior precédents have frequently applied gains on
sale of utility assets to offset the costs of continuing utility
service. Here we conclude that there aré case-specific
circumstances before us which warrant a reasonable allocation
between shareholders1 and ratepayers of the bénefits of the gain
on sale of the Flower Street land and buildings.

We do find that a portion of the benefits realized from
this sale of SoCalGas'’s Flower Street property should be allocated
to offset SoCalGas’s headquarters costs. Ratepayers paid the
taxes, maintenance and othér costs of carrying the land and
buildings in rate base over the years, and paid the utility a fair
return on its unamortized investment in both land and buildings
while they were in rate base. Furthermore, the ratepayers
7compensated” SocCalGas for the diminishmént of the value of its
depreciable buildings - the lion’s sharé of SoCalGas’s investnent
in the consolidated headguarters - over time through depreciation
accounting and the recovery of annual depreciation in utility
rates.

Accordingly, consistent with our prior decisions, we will
require SocCalGas to use the principal amount of jits after-tax gain,

1 We understand that SoCalGas’s corporate parent, Pacific
Enterprises (”Pacific”), is technically SoCalGas’s solé
shareholder. Because Pacific’s owners are more numerous, however,

we will refer to them as ”"shareholders.”

- Rev. 2 -
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$24,190,000, to offset its continuing costs for headquarteérs
facilities. We will apply this sum over the course of an 1l-yéar
11-month amortization period, beginning in December of this year,
Use of this $24,190,000 to cover part of SoCalGas’s cost of service
will reduce SoCalGas’s taxable incomé and therefore its tax
liability, and will also impact SoCalGas’s franchise feé éxpense
and uncollectibles. Consistent with our standard practice we will
pass these benefits through to ratépayers, by multiplying the
principal amount to be amortized each year by SoCalGas’s theéen
current net-to-gross multipliér to determine the amount by which to
reduce its annual revenue requirémeént.

While, as a strict matter of law and regulatory
precedent, we could flow-back all proceeds or écononic benefits to
offset SoCalGas’s heéeadquarters costs, we do find that a portion of
the benefits realized fron this sale should be allocated to
SoCalGas. We believe that under the circumstances present here it
is reasonable to provide incentives for thé utility to maxinize the
proceeds fronm selling its principal, corporate headquarters, thus
benefiting both ratepayers and shareholders, and to séek a more
suitable headquarters, where its old headquarters poses heéalth and
safety risks and is no longer suitable for long-term use. We
emphasize that such incentives areé not appropriateée unless the
corporate headquartérs should bé disposed of for reasons of sound
utility planning. Otherwise, thére would be a perverse incentive
to replace depreciated asséts, or assets with a low historical
cost, with nore expensive, newly-purchased assets, imposing higher
costs on ratepayers without corresponding accompanying benefits.

By allocating a portion of the benefits from the gain on sale to
SoCalGas’s shareholders, we also compensate thém for the risks they
bore in connection with the old headquarters property, in the event
that our present ratemaking system has not already fully
compensated them for those risks.

More specifically wé will benéfit shareholders by
allowing SoCalGas to: (1) retain the investment income it has been
able to earn on theé sales proceeds from thé date of the sale

= ReV. 3 -
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(Octobér 7, 1987) to date; and (2) retain thé incomée it is able to
éarn on the unamortized balance of the $24,190,000 from now until
the end of the 1ll-year 1l-month amortization périod.

our holding today must not be misconstrued by any of the
fixed utilities which we regulate. We are not reversing any of our
prior precedents, which have frequently appliéd gains on sale of
utility assets to offset the costs of continuing utility
service.? We also, howevér, continue to believe that the issue
of gain-on-sale of utility héadquarters is best approached on a
case by casé basis, consistént with prior rulings of thée Commission
when similar factual circumstances may exist. This is a unique
case -- the rélocation of the principal headquarters of the
nation’s largést gas utility, and most importantly from a building
that posed health and saféty risks and was no longer suitableée for
long-term usé by the utility.

In addition to deciding how thé gain on sale of
SocalGas’s Flower Stréet headquartérs should be distributed, we

also determine the proper disposition of the memorandum account
réequired by D.87-09-076. That memorandum account tracked the
difference between SoCalGas’s authorized revénue requirement and
its actual leaseback costs. Today’s decision requires SoCalGas to
refund the overcollection in that account consistent with D.87-09-

076.

2 Thére are, of course, exceptlons to this general rule. Sée,
Re: Rate- aklng Treatméent of Capital Gains Derived from the Sale of
a Public Utility bistribution System Seérving an Area Annéxéd by a
Municipality or Public Entity, D,89- -07-016, 32 cal. P.U.C. 24 233
(1989) (Redding II)(ret: public ut111ty salés of distribution systems
to publlc or govérnmental agénciés where the agency assumes, and
the utility is relieved of, its public utility obligations to
customers within the area served by the systemn).

- Rev. 4 -
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IX. Procedural History

On July 28, 1987, SoCalGas filed A.87-07-041 seeking the
Conmission’s authorization to sell its Flower Street Headquarters,
as required by Public Utilities (PU) Code § 851:
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Because it wished to be able to move quickly to take
advantagé of deéevelopments in the fast paced Los Angeleés réal estate
market, SoCalGas sought eéx parté authorization to sell and
régquested that issues such as the reasonableness of the sales
price, the ratemaking consequences, and thé disposition of any
capital gains be deferred for resolution in a later phase of the
proceeding. SoCalGas salid that it expécted to lease back its
Flower Street Headquarters for a peériod of approximateéely four
years, until a new headquarters facility was available,

A. Intérim Decision (D.) 87-09-076

Aware that the delay occasioned by the time necessary to
process and decide an application to sell under PU Code § 851 could
hamper or prévént a sale in a fast moving market or affect the
price, the Comnission on Septeémber 27, 1987 by intérin decision
granted authority to sell. The reasonableness of the sale, all
ratémaking consequences flowing from such sale, leaseback, and
associated activities, including gain from sale, weré deferréd to a

Phase II proceéding of A.87-07-041 wherein SoCalGas would bear the
risk of demonstrating the cost-éeffectiveness of any salée and
leaseback, as well as the leéasing of a new headguarters facility.
The Decision further provided that SoCalGas would be at risk if
leaseback costs exceeded costs already providéd in rates; if
leaseback costs were less, the differencé would bé subject to

refund.

B. D.88-03-075
On October 30, 1987 the utility petitioned to modify

Interim D.87-09-076, asking to defer review of the cost-
effectiveness of the new Grand Place headquarters to a future rate
proceeding wherein SoCalGas would seek to recovér in rates its
costs associated with the new headquarters. The utility pointed
ocut that it would be more difficult to estimate those costs for
ratemaking purposes until it got closer in timé to actually

incurring then.
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The Division of Ratépayer Advocates (DRA) opposed any
separation of issues, stating that the reasonableness of thé new
lease was directly related to disposition of the gain, and that any
reasonabléness review of the new leasé should determine whether the
ratepayers had been harmed by the sale of used and uséful property.

By D.88-03-075 issued March 23, 1988, the Commission
modified Ordering Paragraph 4 of Interim D.87-09-076 to reéad as

follows!

4. SoCalGas will bear the risk of
demonstrating the cost effectiveness of any
sale and lease-back in the Phase II
Application. SoCalGas must justify in a
future géneral raté case proceeding the
cost of its néew headquartérs facility
beforé the Commission will allow the costs
for this facility to be recovered through
rates.

Left undisturbed was the provision in Interim D.87-03-076 Ordering
Paragraph 2 that the gain on sale issue be considered in the

Phase II proceedings of A.87-07-041.
C. The April 7, 1988 SoCalGas Amendment to A.87-07-041

Interim D.87-09-076, which authorized sale of the Flower
Street property, provided that, within six nonths after the sale,
SoCalGas was to file a suppléméntal application to initiate Phase
II of A.87-07-041. On April 7, 1988 SoCalGas filed its amendment
to A.87-07-041, addressing its proposed ratemaking and capital gain
treatment of the consequences of the sale of its property. This
launched Phase II proceedings for A.87-07-041.

In its améndment the gas company reported that the
$76,680,000 in proceeds from sale of the Flower Street headquarters
block had been apportiOne& betwéeen SoCalGas and its corporate
parent Pacific according to the ratio each owned of the total
square footage. The utility ascribed all the proceeds to the land.
SoCalGas contended that all intereéest in the property had beéen
solely in its development potential as an entire city block of
cleared land. According to SoCalGas, all three poténtial buyers
naking written offers were uninterested in the buildings, proposing

- Rev. 6 -
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demolition of all as soon as practicable. SocCalGas claimed that
the ultimate buyer, Shuwa, viewed theée existing improvéments as
having negative salvage value, and réquired by theé salée contract
that SoCalGas demolish thé buildings or pay up to $2,200,000 to
have Shuwa do it. Pacific’s share of demolition costs will be
minimal because Pacific in 1983 had démolishéed the First Methodist
Church improvements which had occuplied its parcel.

The gas company calculated its gain on sale to be
$57,636,000 this being the net after its sharé of the selling
expénses and the original cost of thé land was subtracted from its
$63,817,000 sharé of the gross proceéds. SoCalGas concluded that
its after tax gain would be $32,648,000, and proposed to assign
this gain to its sharéholders.

SoCalGas proposed to follow the Federal Energy Regulatory
Commission (FERC) Uniform System of Accounts (USOA) which -- while
not binding on this Commission for ratemaking purposes -- génerally
assigns theé gain on sale of rate-base land to shareholders. 1t
proposed to book the proceeds - less original cost of the land,
cost of the feéasibility studies, the sales commission, and incomé
taxées on the gain - to a below-the-line revenué account, and would
remove the $1,895,000 original cost of the land from rate basé.

In addition, SoCalGas proposed to apply the FERC Uniform
System of Accounts procedures applicable to obsolescent major
depreciable plant, using the depreciation mechanism, to allow it to
continue to recovér in rates the undepreciated portion of the
original building costs, a return on those undepreciated costs, and
the costs of removing the buildings. It proposed to transfer to
the réserve for depreciation the remaining $15,025,000
undépreciatéd book costs of the improvements, as well as the
anticipated $2,200,000 demolition and removal costs.

SoCalGas agreéd, through the end of attrition year 1989,
to absorb any excess costs of its leaseback from Shuwa over the
utility’s previously authorized revenue requirement.
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D. Attempts at Reconsolidation
DRA made a number of attempts to convince the Commission

to consider the reasonableéness and cost effectiveness of the sale
and leaseback of SoCalGas’s héadquarters in thée same proceeding
that evaluated thé reasonabléness of SoCalGas'’s replaceméent
headquartérs arrangements and then determine whether or not theée
gain on sale should be used to offset costs associated with the
replacement headquarters. Thesé attempts were unsuccessful. In
hindsight, we believe DRA was corréct in séeking a consolidated
review of issues associated with both the sale of the old
headquartérs and the leasing of thé¢ new. Consolidated review has
been our standard procedure in othér headquarters sales and
replacement decisions, and allows us a moré complete contéxt within
which to view utility headquarters decision-making. It is more
appropriate to consolidate review of the sale of an asset with the
deterrination of the reasonablé level of expenses for its
replacement. In the future, we will so structure our proceedings.
In this proceeding, for example, it is ohvious that we cannot
evaluate the cost-effectiveness of SoCalGas’s specific decision to
nove out of Flower Street to Grand Place until wé directly compare
the new lease costs to the 6ld héadquarters ownership costs,
Rather than abandon the currént proceeding at this late date,
however, we will simply resolvée the issue of whether it was
reasonablée for SoCalGas to sell its headquarters in the nost narrow

way possible.
In late 1988, SoCalGas filed its tést year 1990 general

rate proceeding, A.88-12-047. Issues associated with SoCalGas’s
replacement headquarters decision will be addressed in that

proceeding.

E. The Hearing and Briefing
There weré séven days of hearings before ALJ Weiss
between January 9 and January 18, 1989. The issues ordered for
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hearing in Phase II by Commission Intérim D.87-09-076 (as mnodified
by D.88-03-075) were thoroughly covered. Closing briefs wereé
received February 11, 1989 from SoCalGas, PG&E, Pacific, City of
San Diego, and DRA, and reply briefs on March 9, 1989 from the same
parties. Phase II of A.87-07-041 was submittéd for decision on

March 9, 1989,
III. Discussion

This décision resolves four basic issues:

Was SoCalGas’s salée of its Flower Street headquarters
reasonable?

Has there an over or undéercollection of headquarters expenses
during the leaseback period?

what is the net gain on the sale of SoCalGas’s Flower Street
headquarters?

D. How should the gain on sale be distributed?
These issues will be addressed in order.

A. Was SoCalGas’s Sale of its Flowver
Street Headquarters Reasonable?

SoCalGas’s principal place of business, three
interconnected office structures, and a parking and vehicle service
facility, are situated on an approximately 161,000 square foot
parcel of land within the block bounded by Flower, Hope, 8th, and
g9th Streets in downtown Los Angeles. The balance of the block, an
approximately 32,500 square foot parcel, was owned by Pacific.

SoCalGas purchased the first segment of its parcel in
1923, and acquired additional segments in 1939, 1940, 1944, 1945,
1948, 1956, 1958, 1965, 1970, and 1971. The acquisition cost for
the entire parcel was $1,895,000. The initial office structure was
constructed in 1924. The others followed reéspectively in 1941,
1953, and 1960. The vehicle service facility was added in 1979.
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The original cost plus the total of capitalized improvemeénts to
Septembér 30, 1987 was $23,885,000 for the structures.

1. Position of SoCalGas

SoCalGas claims that the sale of its Flower Street
Headquarters was reasonable on séveral grounds. First, SoCalGas
submits that it had outgrown the facilities. Some of its
headquarters functions and staff personnel were dispersed to
facilities scattered around the greater metropolitan area. This
dispersion was inconveénient and inefficient.

SoCalGas also claims that its headquarters facilities
were obsoléte and increasingly difficult to maintain.

Even though some spacé had been rémodeled, mechanical systems had
been updated or réplaced, and somé elevators had been retrofitted
with control systems, full advantagé could not be nade of modern
office layout. Space utilization was hampéréd by building columns,
excessive stairwells, low ceilings, window dispositions, and
compartmentation forceéed by individuwal buildings. The
inefficiencies of the eéxisting layout were compounded by the
locations of the existing é¢levator systems. Elevators, plumbing,
electrical, hardware, roofing, heating, and air conditioning all
were worn out or wearing out rapidly.

According to the utility, the cost of continuing to
operate and maintain its Flower Street complex was uneécononic.
Company records showed that beginning in 1983, capital and
maintenance costs for thé then 23 to 59 year old structures were
escalating, largely because of duplicative elevator, heating,
cooling, and mechanical systems. The utility nade a year-by-year
projection of the poténtial capital and operating and ' maintenance
(0&M) costs for remaining in its Flower Street headquarters. These
projections wére based on recent experience, and assumed only
moderate, on-going space renovations and certain necessary work
which would be réquired wéré it to continue occupancy. For
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examples, within 5 to 10 years the elevator systems would require
major renovations or réplacemeénts, and émployee safety would
require costly renoval of asbestos originally installed as fire
protection and insulation. These projections did not provide for
the costs associated with moré major building reénovations and
reconstructions which would be requiréd if SoCalGas were to remain
for any substantial léngth of timeé. These included new roofs,
plumbing, and structural and other work néeded to bring the
structures up to current building, firée and safety, and earthquake
codes, and handicapped accéss réquirements. Such substantial work
would involve temporary relocations of the employeés during
renovation. The utility concluded that not only would the costs
involved in updating the éxisting structurés beé quite significant,
but that even after this updating it would still have a second
class office facility, onée that would continué to be inefficient in.
layout and appearance, and inadéquate to house all headquarters’
personnel and functions.

As early as 1979, conceérns about the condition of the
buildings, inflexibility of the space available, and the desire to
be able to consolidate all headquarters staff and functions led to
consideration of possible altérnative headquarters options.
Consultants were retained to review alternatives. To support its
position that the salée of its Flower Stréet complex was reasonable,
SoCalGas submitted four such studieés.

2. The Landauer Appraisal
In 1984 Landaueér Associates, real estateée counselors, was

engaged to evaluate the éxisting headquarters facility, and to do a
market value appraisal of SoCalGas’s headquarters land and
buildings. Landauer found that the four office buildings were well
maintained, but varied considerably in modérnization and
appearance. Piecemeal additions and altérations had resulted in
inefficiencies and a good déal of functional obsolescence.

Landauer concluded that the buildings did not provide a reasonable
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return on the land value and that a complete redévélopnent of the
total site would refléct the best use of the property. Landauer
estimated the markéet value of thé land and buildings as of February
15, 1985 to be $54,600,000.
3. The Becket and Associates Study

Early in 1986 SoCalGas asked theé architectural firm of
Becket and Associates (Becket) to examine alternate strategies for
retaining all or part of the existing structures at Flower Street
in conjunction with a larger feasibility study for possible
renovation or redevelopmént. Beécket concludeéd that it would not be
feasible either technically or economically to bring the existing
buildings up to the standards of current building codes, and
recommended that the buildings be completely removed. Becket
identified the major disadvantages of theée old buildings as the low
ceilings and irregular structural bays and windows which complicate
systematic podular space planning, partitioning, air conditioning
and heating. Beckét reported that the buildings contain an
excessive numbér of structural columns, élevator shafts,
stairwells, equipment rooms, wide corridors, and unusable open
space areas. They provide usable space to rentable space building
efficiency ratios in the low 80% range, whereéas well-planned new
high rise officée buildings provide comparable efficiency ratios
between 92 to 95%.

4. The Cushman Realty Corporation Real Estate Study

During this same period, the utility retained Cushman
Realty Corporation (Cushman) to explore alternative occupancy
strategies and to evaluate the development potential on the Flower
Street site. Early on, Cushman advised SoCalGas and Pacific to
split tenanciés and each go its own way in solving its officé space

problens.
In a July 1986 report, cCushman concluded that the most

costly option for SoCalGas involved a continued use of the existing
buildings whilé meeting consolidation and growth needs eéither by
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construction of still anotheér office building at Flower Street, or
by leasing space nearby. cCushman found the existing buildings to
be inefficiently designed with poor space layout possibilities and
0&M expenses considerably higher than those in new downtown office
buildings. Cushman also concluded that the cost to update the
existing structures could be significant. )

cushman also studied prospects for completée redevelopnent
of the entire Flower Street block, with and without tenancy with
pacific, and including large scale mixed use (including office,
hotel, and retail components) and high and low density proposals.
It concluded that while various of these options could be viable,
they involveéd risks related to uncertainties of market demand when
completed, variable rental rates, and the timing of other
competitive developments. Cushman pointed out the location of the
Flower Street block on the edge of the downtown businéss core, and
noted that any largé scalé development at that location could
encounter difficulties competing with better located properties in

obtaining tenants. Cushman observed that other competitive
projects had recently experienced difficulties in meeting their
renting objectives in the currently "soft* downtown office space

market .
cushman concluded that development of the full block

could present greater financial risk than would relocation to a
newly constructed facility which could be obtained under lease at
below market rates.

According to Cushman, the 19% vacancy rate showed the
softness of the then current downtown office market, which created
an excellent opportunity for SoCalGas to negotiate favorable lease
terms downtown. Cushman foresaw *a windov of opportunity for
tenants seeking new facilities in the 1989 to 1990 period”, since
significant amounts of new first class sublease space would be

added to that market.
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Cushman concluded that the stratégy resulting in the
lowest occupancy costs and least risk involved seélling thé Flower
Stréet property with a leaseback, and relocation upon compleétion to
one of the new downtown projects. Such strategy would avoid a
double move for So6CalGas; and if Pacific were to movée out
immediately it would also freé up some space in the inteérim
leaseback period to allow some consolidation of present off-
location SocCalGas headquarters’ personnel.

Cushman also estimated ¥a very conservative value* of
$60,000,000 in 1986 dollars for thé 3 downtown parcels owned by
SoCalGas and Pacific. This estimate was based on thé assumption
that downtown core land was worth $30 per square foot of buildable
density allowed, and assumed a nininum allowable density for the 3
parcels of approgimately 2 million square feet. It was Cushman’s
statement that excellént opportunities then existed to séll the
Flower Street land to a developer, or to sell the land with
existing improvements on a parcel basis to one or nore dévelopérs,

5. The Steqeman and Kastner, Inc. Study

SoCalGas engaged Stegeran and Kastner, Inc. (Stegeman),
project management consultants to make a final evaluation to
determine the cost of updating the Flowér Streéet buildings to meet
minimally acceptable architectural and functional office
requiréments were SoCalGas to rermain another 20 years. Stegeman’s
final report, issued in July, 1987, concluded that updating the
Flower Street structures would necessitate stripping the buildings
to their structural frames and exterior skins. It would be
necessary to rebuild the elevators, replace all plumbing and toilet
facilities, mechanical systems, all sécondary electrical, and all
windows. The buildings would require new rdbfs, all asbestos
would have to be removed, and the structural steel réfireproofed.
The most cost-effective approach would necéssitate relocation of
all operations to outside locations for 18 months. Stegeman noted
that the renovated buildings would still lack some fundamental




A.87-07-041 L/bik

advantages inherént in a modern structure, and that the rémaining
deficlencies would translate into highér occupancy costs over the
life of the buildings. The conceptual cost estimate of such a
renovation was $83,000,000.

6. SoCalGas’s Decision to Relécate its Headquarters

By late 1986, SoCalGas reached a final conclusion that

continuing at Flower Street was no longer economically justifiable,
and that it was time to obtain an alternative headquarters. 1Its
own studies coupled with expert outside professional opinion
convinced it that thé structural limitations and inheérent
inefficiencieés, as wéll as functional obsolescence, madé
rehabilitation impractical. Relocation to a single modern and
efficient building specifically deésigned to meet its needs would
solve these problens, permit consolidation of all headquarters
staff and functions, and provide room for growth. Reédevelopmént of
the site would be risky and would also require several expensivé

interim moves.
The company determined that its future requirements would

best be méet by a move to new modern and safe facilities to be
constructed downtown. It also decidéd to remain in the old
buildings pending .construction of the new facilities. Beyond this
holdover periocd it would have no reasonable basis to retain the to-
be-vacated property for any possiblé future utility usé. Rather
than wait until it vacated the property before selling it, the gas
conpany determined to take advantage of a favorable window of
opportunity in thé real estate market to sell it immediately,
subject to a limited teérm leaseback.

Relying upon Cushman and Richard Volpert, their real
estate consultants, SoCalGas concluded that the value of the
property would bé maximized if SoCalGas and Pacific consolidated
their properties and sold Flower Streét as an entire block. Faced
with the need for a headquarters site for usé while any new
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headquarters facility was being madé ready, SoCalGas inoluded in
its sales offering a requirement for a temporary leaseback.,

In éarly in 1987 a detailed prospectus for thé Flowér
Street property was circulated to about 50 potential purchasers
with perceived capability for such a large transaction. This
brochure resulted in more than 15 sérious inquiries, and in 3
written offeérs.

The Shuwa offer émerged as the most attractive, not only
in offering the best price in cash, but also in Shuwa’s willingness
to accept the lowest return for the first four years of a nécéssary
leaseback while waiting for removal of the buildings so that Shuwa
could develop the site. Shuwa also offéred the most fléexibility on
holdover if necessary.

In the summér of 1987, with a letter of intent signed and
negotiations on a leasé¢ of Grand Place progressing, with firm
offers including the favorablé one from Shuwa under consideration,
SoCalGas (in association with Pacific) decided it would bhe
advisable to sell Flower Street inmmediately rather than hold off
until SoCalGas would be able to move to new facilities. The
principal reasons were thé strong Los Angeles market then
available, the Japanése interest in thé property influenced by the
relative value of theé dollar to theée yen, and the poténtial for
development restrictions in subséquent years. Accordingly,
SoCalGas and Pacific on August 13, 1987 signed a létter of intént
with Shuwa for thé sale of the entire Flower Street block, and the
Pacific property across Hope Street.3

Under the saleé agréements the gas company is responsible
to denolish and remové all improvements, up to a total of
$2,200,000, at the eéend of the leasebacks. (since Pacific has

3 The Pacific property across Hopé Stréet was, however, not
included in the closing.
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previocusly demolishéd the old church property on its parcel, the
rémaining demolitions will be virtually all SoCalGas’s
responsibility.)

The agreements with Shuwa provided a leaseback
arrangement structured to dovetail with the gas company’s interin
needs of another approximate four yéars (1987-1991) before the
newly leased facilities would be available for move in, The
leaseback agreements are for an initial term of five years, but are
cancelable at thé end of four years - thé estimated time by which
SoCalGas’s new heéadquarters are to be compléted. The léasés can be
exténded annually for up to an additional five years. SoCalGas has
and will continue to leasée the Pacific parcel, using it to heélp
meet its headquarters parking needs.

The leaseback rental cost to SoCalGas is $319,083 per
month for the first fivé years, After that the cost escalates
sharply upwards to discourage any holdover. Thé léases obligate
the gas company to pay all operating and maintenance expenses, as
well as property taxes, during the leaseback.

With 423,124 square feet of réntablé spacé, the
$4,347,000 cost for rent and taxeés works out to an annual cost of
$10.27 per square foot for the léaseback. This compares to the
$11.56 cost of headquarters ownership by the gas company of the
samé space for 1986, and with the $19.62 and $24.25 per squaré foot
cost for downtown Los Angeles office spacé for 1986 as réported
respectively by Building Owners and Managers Associates
International, and cColdwell Banker Real Estate Service.

7. DRA'’s Position Regarding SoCalGas’s
Decision to Move from Flower Street

DRA believes that SoCalGas’s decision to movée from Flower
Street was unreasonable, and was based on profit maximization
motives rather than sound business judgment.
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DRA asserts that the buildings are still useful and have
value as represented by the almost $15,000,000 of capitalizead
improvements added to rate base since 1970. It conténds that the
buildings cannot be perémptorily called ~obsolete” and deemed
valueless to maximize cash flow from the salée. It conténds the -
buildings have not lost their usefulness, do not have econonic
inutility arising from external causes, or disappearing usefulness
resulting from invention, change of style, leégislation, or other
causes. It argues that thé buildings have not been condémned and
aré not suffering from exhaustion, wear and tear, deterioration, or
changé in physical condition,

8. Discussion

There can be no doubt that thé Flower Streét headquarters
buildings weré useful and had valuée at the time they were sold.
This was demonstrated when Pacific vacated space it had leased in
them, and then SoCalGas spent $300,000 to bring back several
hundred headquarters employees from other leased space pénding the
1991 move. The fact that SoCalGas has been ablé to occupy the
leaséd-back buildings, *as is,” and inteéends to continué such
occupancy until it moves shows that the buildings had value and
were not hopelessly obsolete. And the utility’s 1985 depreciation
schedulé adopted by the Commission for thé last rate procéeding
recognized that, as a result of capitalized improvemeénts and
upgradings over the past years, an averagé service life for the
buildings of 15.1 years remained.

But the buildings had reached the point in 1986 where
they were no longer suitable for long-téerm use by the gas company.
The buildings are less seismically safe, contain substantial
amounts of asbestos, and do not meet current firée codeés, lacking
sprinklers, and fire-rated stairwélls. In recent years legislation
on earthquake resistance, asbestos removal, handicappeéd access, and
fire safety has been enacted, and codeé compliance is réquired with
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major renovations.? Because of old and plecemeal construction
the bufldings have ineffioient design requiring about 25% more
floor space per employéé than a modern building. Mechanical
systenms, plumbing, electrical, and éleéevators arée obsolete.

Even if renovated, the bulldings would not have enough
space for all of SoCalGas’s headquarters functions and personnel,
since the density level of the existing buildings would not change.
Had the utility remained, SoCalGas would have had very substantial
capital expenditures as well as escalating O0&M costs, still leaving
the gas company with an old building inadéquate for its long term
needs. In short, the evidence suggests that renovation of the
existing buildings would not have been a prudent business decision
for the gas company. On the other hand, complete redevelopmént to
a large scale, mixed use prbject in a speculative narket
characterized by uncertainty of demand and abundance of competitive
developments involved far gréatér investment and risks than the gas
conmpany wanted to undertake.

A move may not be absolutely compelled for a specific
date, but good businéss practicé dictates that at some point no
more capital should be put into inadequaté buildings. SoCalGas
concluded that it had réachéd this point in 1986. The company
cautiously examined altérnatives and determined that an alternative
headquarters was required.

The Commission accepts that the gas company, in arriving
at its decision to move its headquarters office functions from
Flower Street, took into consideration the possibility of realizing
the theretofore locked in appréciation in value of the Flower
Street property. Given the physical problems associated with the

4 We noté that a tenant with fewer personnel, and thus less néed
to engagé in major renovations in ordér to maximize space
utilization, might find it possible to make these buildings
habitable without running into the new code restrictions.
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old headquarters, howevér, we do not believe that the desire to
realize this appreciation was thé primary motivation for SoCalGas’s
decision to mové from Flower Street. Based on our examination of
the evidence, we conclude that the gas company’s decision to move
was reéasonable, -

The salé price of $76,680,000, well in éxcess of the
March 18, 1985 appraisal estimate of $54,600,000 by Landauer,
appears to reflect fair market value (also confirméd by Cushman’s
assumption that downtown land is worth $30 for each square foot of
buildable deénsity that can bé placed upon it--as the Floweéer Streéet
land carries a minimum 2 million square foot allowable density,
this would indicate at least a $60,000,000 valuation).

SoCalGas and Pacific divided the proceeds, based on their
respéctive square footage of the site, giving SoCalGas a
$63,816,566 share of the gross proceeds. No party objectéd to this
division of the proceeds. Although this formula ignores the value
of the buildings, as we discuss below, there is no way at this time
to precisely apportion the 1987 market value between buildings and
land. Accordingly, in the absence of protest from any of the
parties, wé will approve this allocation of the proceeds betweén
SoCalGas and Pacific.

The gas company’s decision to léase back Flower Streéet
for the anticipated four years until Grand Place would beée ready for
occupancy allowed it to take advantage of the propitious real
estate situation then prevailing and sell Flower Street immediately
without facing a seérieées of expensive interim moves.

We conclude that SoCalGas’s decision to sell the Flower
Street property, and to sell when it did, was reasonable; that it
was also reasonable and profitable to sell it packaged in
association with the Pacific property: that the method of offering
and selling was reasonable; and that the price obtained was
reasonable - thé parties obtaining fair market value for the
property. For the reasons stated above, we conclude that wé should
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approve the apportionment of the proceeds between Pacific and

SoCalGas.
We also conclude that the leaseback is a reasonable and

cost-effective resolution to meet the interim requirements of the
utility. Not only aré the léaseback costs less than the revenue
requirenent associated with SoCalGas’s own continued ownérship of
the buildings, at least for the first five years, but the leaseback
arrangenent also enables the utility to avoid the costly
disruptions of interim short term moves during the period between
its favorable sales opportunity and its projected occupancy of its

new quarters.

B. Was There an Over or Undercollection of Headquarters
Expenses During the Leaseback Period? .

Before moving on to discuss gain on sale, we will address
the adjustments that need to bé made as a result of our comparison
of: (1) the expenses SoCalGas incurred during 1987, 1988, and 1989
as a result of its actual leaseback arrangements! with (2) the
headquarters expenses SoCalGas recovered through its authorized
revenue requirement.

Table I.which follows séts forth the Commission
determination of the appropriate memorandum account required under
D.87-09-076 for years 1987 and 1988, It appears that for thé
approxinate 15-month pericd this table applies, and subject to
adjustmént for actual rather than estimated figures for the last
three months of 1988, SoCalGas overcollected in revenues $640,000.
After adjustments for actual figures in the A.88-12-047 rate
proceeding, refund adjustments should be made offsetting future
rates to recover this overcollection for ratepayers. -Similarly, it
would appear that there was an overcollection for 1989, which
should be addressed in the A.88-12-047 rate proceeding. There is
no need to continue this memorandum account after 1989. D.90-01-
016 (SoCalGas’s 1990 test year rate case decision) calculated
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SoCalGas’s revenue requirément for 1990 onwards using the leaseback
costs for the Flower Street headquarters, rather than ownérship

costs.,
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TABLE I

Memorandum Account
(Adopted Subject to Adjustment
for Last 3 months of 1988)
($ in Thousands)

Iten 1987 ’ Totals

Return on Undeéepreciated
Costs of Headquarters
Improvemeéents

Expenses?
Leasé Payments
Building Operations 1 3,638
Building Maintenance ‘ 952
Ad Valorem ' 618
Depreciation 0 0
0 1]

10,106

Inconé Taxes

Total Costs 8,126

Less Rental Inconé 172 239

Cost of Service 7,949 9,867

Revenué authorized without .
Franchise & Uncolleéctibles 2,035 8,472 10,507

Under (Over) Collection (117) (523) (640)

(Red Figure)

Notes!

1. 1987 amounts aré proratéd to reflect the sale and
leaseback on October 7, 1987.

2. 1988 amounts are recorded through September 1988 with
estimated for October, November, and December 1988.

- Rev.
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C. What is the Net cain on the Sale of
SoCalGas’s Flower_ Stréet Headqguarters?

The total purchase price for the Flower sStreet facilities
was $76,680,000. As previously discussed, SoCalGas'’s share of the
gross proceeds was $63,816,516,

The original cost of the land was $1,895,000. The
undepreciated cost of the buildings is $15,025,000. We have
computed that SoCalGas has realized, over the years it has held the
headquarters in rate base, an after tax return of about $32,000,000
(through 1987).

The agreemeénts between SoCalGas and Shuwa require
SoCalGas to pay up to $2,200,000 to demolish the headquarters
buildings once SoCalGas'’s leaseback tenancy ends. SoCalGas and DRA
disagree as to how this deémolition expense should be accounted for.

SoCalGas and DRA also disagree as to how the
undepreciated building costs should be accounted for. SoCalGas
would place these costs in the depreciation reserve, whereas DRA
would return the capital represented by those undepreciated costs
to the utility through a deduction from the gross proceeds.

We wil) address thé demolition costs first, and then the

undepreciated building costs.

1. Demolition Costs

SoCalGas has proposed that the costs of denolishing and
removing the buildings at Flower Street be borne by the ratepayers
through a charge to the depreciation reserve account. Its
authority for this disposition is the FERC Uniform Systen of
Accounts, Account 108 - Accumulated Provision for Depreciation of

.

Gas Utility Plant (Major Oniy), wherée Paragraph B states:

At the time of rétirement of depreciable gas
utility plant, this account shall be charged
with the book cost of the property retired and
the cost of removal and shall be credited with
the salvage value...

~ Rev. 24 -
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Normally, cost of removal is estimated when an assét is placed into
sérvicé and adjusted at timés along with the depréciation schedule.
This *"negative salvage” is thus réflected over the life of the
depreciable asset. In the case of buildings, zeéro salvage value is
usually assumed (as with these buildings) so that over the life of
thesé buildings there has been no allowance. Here the utility
asserts it will not have been paid a full return on its buildings
investment unleéss or until thé removal costs arée charged to Account
108 along with the undepreciated book cost.

DRA disagrees, contending that the costs to demolish and
remove should be a ”"cost of the sale”; that had the property not
béeen sold these costs would not have arisen; that they aré not
costs of utility operations, but are costs generated substantially
at the discretion of the gas company.

In its negotiations with Shuwa, the gas company agreéed to
accept responsibility for the $2,200,000 estinated cost of rémoval.
Cléarly, the demolition costs weré an element in determining the
purchase price. It is also anticipated there will be salvage. We
agreeée with DRA that these costs should bé offset against the sales
proceeds, thus protecting the ratepayéers from paying the
capitalization costs of this nonoperational ”cost of sale* iten.>

2. Treatment of the Undepreciated Building Costs

SoCalGas believes the gain on sale of its Flower Street
headquarters should be allocated entirely to the land, and contends

5 If SoCalGas does not have to pay the full $2,200,000 committed
for future demolltlon of the bu1ld1ngs, the amount of SoCalGas'’s
dgain on sale will 1ncrease. Accord1ng1y, we will require SocCalGas
to file a report with the Commlssion concérning all demolition-
relatéd costs, so that the Commission can prov1de a ratemaklng
tréatméent for any unexpended amount that is consistént with the
ratemaking treatment of the gain on sale provided by this decision.
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that the headquarters buildings theémsélves should be treated as
utility plant prematurely retired by reason of obsolescence.
SoCalGas argues that under the uniform system of accounts it is
entitled to earn a return on the undepreciated value of the
buildings, to receive thé income tax "gross-up” associated with
that return, and to receive depreciation flowing from the
dépreciation schédulé associated with the buildings.

DRA does not agreé. DRA contends that the headquarters
sale represéented a consolidated sale of both the headquarters land
and the headquarters buildings, and that it is neither possible nor
appropriate to allocatée oné portion of the gain to the land and
another to the pbuildings. DRA proposes that the undepreciated
valué of the buildings be subtracted from the gross salé proceeds
during our determination of the amount of gain on salé associated
with this transaction. DRA points out that the amount of gain on
sale can only be determined aftér the original property costs and
sales transaction costs are subtracted from the sales proceéeds.

DRA notes that under SoCalGas’s approach the
undepreciated cost of the buildings as of October 7, 1987 would be
charged as a rétirémént to the depreciation reserve account.
However, the dépreciation reserve for these buildings is not
sufficient to cover the retirement. Ratepayers would have to
absorb the undépreciated building costs after the date of sale as
part of the utility’s revenue requirement, even though the utility
will continue to occupy the samé buildings under the leaseback
arrangement. If SoCalGas recovers its lease costs through its
revenue requirerent at the same time it earns a return on the
buildings as if they were truly retired utility plant, ratepayers
would pay twice for thé same plant. DRA concludes that SoCalGas
should not be able to maximize its return on_thé headquarters sale
by allocating all the gain to land and to shareholders, at the sane
time it allocates all the burden of the undepreciated building

costs to ratepayeérs.
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We agree with DRA that thé headquarteérs salé was a
consolidated sale of both land and buildings and that the
undepréeciated cost of the buildings should be subtractéd from theé
gross proceeds as part of the process of determining the extent of
gain realized on the headgquarters transaction.

Both land and buildings were in existence at time of
sale} clearly both were sold. Furthermore, the buildings had value
for both the buyer and the seller. SoCalGas’s accounting approach
improperly ignores the buildings’ value. Also, DRA is correct in
pointing out that the FERC adopted USOA is really a record keéeping
system, and that it is not a ratemaking treatise that is
controlling on the issue before us. DRA’s briefs and comments on
the ALJ’s proposed decision cite a long liné of Commission
precedent on this issue. Seée, e.qg., D.42068, 48 Cal. P.U.C. 253,
257 (1948).

The buildings had valuée to the purchaseér, becauseé théy
result in the purchaser receiving substantial lease-back paymeéents
for up to ten years, and because they provide a return on the
headquarters site until future development plans are set in motion.
If SoCalGas occupies the buildings for four years it will pay a
total of $15,315,984 in lease payments (48 X $319,083.) This is
not a bad four year return on a $76 million investmént, especially
since the lease provides that SoCalGas will also pay all taxes and
mainténance associated with the headquarters during the léaseéback
period, thus enabling Shuwa to avoid costs often incurred by
lessors of property. Furthermore, given the ”buyeérs’ narket” for
Los Angeles office space in 1987, the benefits of déferring
developnent may have been substantial. In any évent, we do not
believe that SoCalGas is correct in asserting that the buildihgs,
if anything, lows:2ad rather than raised the valué of the 1and to
potential buyers. .

As previously noted, the buildings have valué to SoCalGas
since they provide a home for SoCalGas until the new headquarters
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building is réady for occupancy and thus preclude theé need for the
utility to rent and move into temporary office spacé during the
period betweéen the *window of opportunity” for a good sales price
and the date the new headquarters is ready. SoCalGas would have
found it expensive and time consuming to find alternate
headquarters during this interim period. Furthermore, since
SoCalGas requires a great deal of floor spacé not easily found at a
single location, Socal would almost certainly have had to divide up
its headquarters personnel and to incur the inefficiencies
inevitably associated with such an action. We note that the
existing division of personnel was one of the primary reasons
SoCalGas wished to move into a consolidated headquarters in the
first place. Indeed, SoCalGas found the leaseéback arrangement so
valuable that its request for bids on the Flower Stréet property
was qualified by the inclusion of the léaseback provision.

Since both seller and buyer benefit from the buildings’
continuing existence, it cannot be said the buildings had no value.
It is safe to assume that the value of the buildings was taken into
account during the sales negotiations. Sinceé all bids received by
SoCalGas reflect the leaseback provision required by SocalGas,
there is no way to neasure precisely the value of theé buildings
alone or the land aloné on the open market. Any attempt at such
quantification would at this late date bé highly speculative and
unrealistic.,

If SoCalGas had offered to sell thée property both with or
without the buildings, we would perhaps have been able to deternine
whether razing the buildings could have raised the value of the
land itself, as SoCalGas impliedly asserts. And if SoCalGas had
actually razed the buildings befére selling the land, we could have
determined the market value of thé land aloné. But these
hypotheticals are not before us today. Both seller and buyer
regarded the sale of the Flower Street buildings and land as a
unified transaction. Thus, wé are confronted by a clearly
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consolidated salé of both land and buildings, and by the absenceée of
any basis or compelling rationale for allocating the gain between
that associated with theé sale of the buildings and that associated
with the sale of thée land upon which thé buildings sit. For this
reason we will look to Commission precedent regarding consolidated
transactions involving both depreciable and non-depreciable
property rathér than to the precedent dealing with land alone,

Our decision to consider the sale proceeds on a
consolidated basis essentially résolves the issue of how to treat
the undepreciated building costs. I1If wé had adopted SoCalGas’s
approach, there would have beén no depreciable property proceéds
fronm which to subtract thése undepreciated costs, and the utility’s
ratépayers would have facéd the prospect of paying a return,
depreéciation, and taxes associated with the soon to be demolished
buildings undér traditional accounting principles on *prematuré
retirements”. SoCalGas’s approach would also have resultéd in the
utility’s retaining as ”gain on sale of land” its eéntire gross
proceeds of the sale minus only the relatively small original cost
of the land and commission and consulting costs associated with the
transaction. .

By allocating thé sale proceeds to both the land and the
buildings, we allow for thé direct up front return to sharéholders
of both their original land investments and theéir undepreciated
building investment. Shareholders are made whole for their utility
investment, and ratepayers are freed from the need to pay a return,
taxes, and depréciation on buildings that will soon bé no longeéer
used for utility purposes. We think this result is fair to both
ratepayers and shareholders.

Accordingly, thée Comnission will not authorizé any return
on the remaining $15,025,000 undepreciated portion of the costs of
the headquarters improvements, or depreciation, or allowance for
inconme taxes associated with these improvements after the sale date
of October 7, 1987. Instéad, the $15,025,000 of undepréciated
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building improvements will be deducted from thé proceeds of the
sale in determining the gain réalized. In this way, thé Flower
Street headquarters is removéed from raté base as of October 7,
1987. Accordingly, theré shall bé no récovery of the amounts
recorded in thé memorandum account established by D.90-01-016 to
track the costs associated with retaining the Flower Street
headquarters in rate base after its sale.

3. Consulting Fees, Salés Commissions, and Tax Impacts

SoCalGas states that it paid $3,000,000 for feasibility
studies, $1,286,000 for sales commissions, and $24,988,000 in taxes
associated with the sale of its Flower Street headquarters.

DRA disputes only the tax impacts. Beécauseé it assumeés
that the undepreciated buildings costs should bé deducted frém the
gross proceeds during our determination of the gain on sale, and
that therefore the taxable gain on sale will be lower, it arrives
at a tax impact figure of $16,220,000,

We agree with SoCalGas that its consulting fees and sales
commissions were reasonable expenses incurred during the sale of

Flower Street. )

Since we agree with DRA regarding the proper treéatment of
the undepreciated building costs, we find that thé DRA’s tax impact
calculation is appropriate. We note SoCalGas’s conténtion
régarding the proper basis for calculating the capital gains tax
with respect to the flow through of accélerated depreéeciation for
plant put into service before normalization was required.
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However, SoCalGas préesented no evidence regarding how this figqure
should be adjusted.6

our determination of the gain on salé attributable to the
sale of SoCalGas’s Flower Stréet headquarters is set forth in the
following table.

6 SocalGas has presented some figures concérning this issue in
its application for reéhéaring, but doés not calculate thé amount of
increasé in the capital gains tax it conteénds is justified. In any
event, an application for réhearing is not appropriate for
introducing new evidence that is not on the record.

- Rev. 31 -
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TABLE IX
Calculation of Gain on Sale

(Dollars in Thousands)

Gross Sales
SoCalGas’s Allocated Share
less!t
Sales Commission
Feasibility Studies
Cost of Land

Undépréciatéd Cost
Oof Buildings

Demolition (tentative)

Total Deducts
Gain on Sale
capital Gains Tax € 40.138%

Net Gain On Sale After Tax

$76,680
63,817

$ 1,286
3,000
1,895

15,025
2,200
23,406

40,411

16,220
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D. How Should the Gain on Sale be Distributed?

The salé of thé Flower Stréet héeadquarteérs ownéd by
SoCalGas resulted in a veéry substantial gain over original cost.
Disposition of that capital gain is disputed.

1. Position of the Utilities

The utilities make three basic arguments why SoCalGas is
entitled to the gain on the sale of its headquarters. One argument
holds that since the utility itself, and not its ratepayers,
originally purchased and holds title to its rate base assets,
therefore the utility, and not the ratepayers, is entitled to the
gain on the sale of those assets.

A second argument is based on a "regulatory compact”
theory that sincé undeér original cost ratemaking investors agree to
receive a return on the original cost, and not on the current
market value, of their investment, they aré éntitled to all the
gain when the assets purchased by their investment are taken out of
rate base and sold.

A third argument is based on the characterization of the
present sale as one of land only, and on the contention that the
FERC USOA, this Commission, and some high courts in other
jurisdictions have traditionally tréated gains on the sale of rate
base land used to provide utility service differently than gains on
the sale of depreciable rate basé propérty and land in plant held
for future use accounts. This argument is based in part on the
contention that the utility has always borne the risk of any
decline in the value of the land between the time it was placed in
rate base and the time its was ultimately sold.

SoCalGas arques that to apply the gain to the utility’s
future revenue requirements, as DRA proposes, would be an
opportunistic and unconstitutional confiscation of the proceeds
legally and equitably belonging to SoCalGas.

- Rev.
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2, position of DRA

DRA conténds that the capital gain procéeds should be
used to offset the cost of replacemént héadquarters facilities,

DRA would requiré that the net gain, plus interest since closé of
escrow, be placed in a deferred credit account and amortized over a
nine-year périod as a reduction of the gas company’s revenue
requirenments.

DRA observes that investors in reéegulated utilities are
not entitled to and should not expect more than a return of their
original cost and a just and reasonable reéeturn on their original
cost inveéstment. DRA argues that the investors aré not legally or
equitably entitled to any increasé in the value of a utility assét
when that land is ultimately sold, since the total they would then
receive would be over and above the just and reasonable return
guaranteéed the utility under original cost ratemaking.

DRA régards this transaction as a sale of both land and
buildings. DRA points out that SoCalGas would never have purchased
the land that has increéased in value had that land not been
necessary as a site for the utility buildings constructed upon it.
DRA argues that sincé ratepayers have paid in rates for operation
and maintenance éxpenses, depreciation, and taxes associated with
the headgquarters, plus an after-tax return on investors’ original
cost basis in the land, the net proceeds from the retireéement of thé
land from used and useful status should be applied to offset the
utility’s cost of service. DRA also cites a 1987 tax assessment of
the buildings showing a tax base considerably greater than their
renaining book value, which supports DRA’s contention that someé of
the sales gain is attributable to the buildings.

- DRA asserts that gains from the sale of nondepreciable
assets should be allocatéed the same as gains from the sale of
depreciable assets, and that ratepayérs’ interésts and obligations
are the same for both classes of asset. Both the depreciable
buildings and the nondepreciable land, while necessary or useful,
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are included in rate base, and the ratée of return on rate base is
applied without regard to the character of the asset. It asserts
that there exists a long line of commission decisions which hold

that whether the property was depreciable or nondepreciable, when
maintenance and taxes were included in rates, capital gains were-
flowed back to reduce rates, particularly where replacement

property was purchased.

3. Discussion
After a careful review of thé récord and the arguménts on

both sides of the gain on sale issue, wé conclude that there should
be a sharing of the net benefits derived from the gain bétween both
ratepayers and shareholdérs. A share of the bénefits realized from
the gain on the sale of these assets should be applied to reduce
future revenue requirements because ratepayérs provided the
operating and maintenance expenses, depreciation, taxes, and a
return on the investments in the Flower Street headquarters. The
shareholders should also receive a share of the benefits, as an
incentive to managemént to maximize the procéeds from selling the
utility’s principal headquarters, thus benefiting both ratepayers
and shareholders, and to seek a moré suitable new headquarters,
where the old headquarters poses health and safety risks and is no
longer suitable for long-term useé. By allocating a portion of the
pbenefits from the gain on sale to SoCalGas’s shareholders, we also
compensate them for the risks they bore in connection with the old
headquarters property, in the evént that our present ratemaking
system has not already fully compensated thém for those risks,
including the risk that the land componént of thé headquarters
would decline in value between the date it was placed in rate base
and the date it was sold.

The three arguments that SoCalGas is entitled to the gain
on the sale of its headquarters are not éntirely consistent. The
property ownership and regulatory compact arguments~conflict with

- Rev. 35 -
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the argument based on a distinction bétween dépréciable and non-
depréciablée property because they depéend on logic which should
apply with equal forcé no matter what typée of property is involved.
If a utility’s ownership of its facilities forms the foundation for
its récéipt of thé gains on thée salé of such facilities, then gains
from the salé of depréciable and non-depreciablé property should bé
treated the same, since the utility’s ownership interést in
deépreciable property is no less than its ownership interest in
nondepreciable property. Similarly, if utilities are entitled to
gains on sale becausé they were limited to original cost baseéd
returns over the years, then they must be éntitled to thé gains on
the salée of all utility property, since utilities réceivé the same
return on all rate base propérty, whethér or not it is depreciable,
We fail to see how the utilities can seriously assért their third
argument without first abandoning their other two arguments.

Yét SoCalGas and PGLE place great emphasis on the
distinction between dépreciable and non-dépreciable rate base
property, and on thé distinction betweéen land in plant held for
future use accounts and land held in other rate basé accounts.

They argue that although both the FERC USOA and standard Commission
practices clearly give thée gain on sale of dépreciable rate base
property and non-depreciable property in plant held for future use
accounts to rateépayers, utility investors traditionally receive the
gains from the sale of rate base land alone. They argue that
because the present sale is assertedly of land only, utility
investors are entitled to the gain.

a) Constitutional Property Rights
" We beliéve that thé issue of who owns the utility
property providing utility sérvice has become a red hérring in this
case, and that ownership alone does not déetérmine who is entitled
to the gain on the sale of the property providing utility sérvice
when it is removéd from rate basé and sold. No one sériously
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argues that ratepayers acquire-titleée to the physical propeérty
asséts used to6 provide utility sérvice; DRA arquées that the gain on
sale should reducée future révenué réquirements not bécause
ratepayers own thé propeéerty, but rather bécausé théy paid the costs
and faced the risks associatéd with that property while it was in
rate base providing public service.’

We note that utility shareholders must also base their
claim to the gain on sale of rateé basé assets on grounds othér than
property ownership. Investors invest capital in a utility
operation, théy do not purchasé specific ratée base asséts., Capital
provided by shareholders and bondholders cannot be traceéd to
specific raté basé asséts, nor can their relative legal interests
in such propéerty bé pinpointed precisély. DRA points out that
although shareholders own a security of the corporation, they have
no legal or equitable title to thé corporate assets in their

7 Ut111t1es frequently cite Board of Public Utilities
Commissionérs v. New York Telephoné Company (1926) 271 U.S. 23, 32

for the proposition that:

Customérs pay for sérvice, not the property used to render
it. These payments are not contributions to depreciation
or other operatlng expensés, or to capital of the company.
By paying bills for sérv1ce they do not acquireé any
1nterest, legal or equltable, in the property used for
their conveniencé or in the funds of the company.

While the statement regarding deprec1at10n and operating
expenses may have been true under ratemaking which based rates on
the continually adjusted ~fair market value” of thé company, it is
not trué under original cost ratemaklng as practiced in califeérnia.
Here, ratepayers clearly pay deprecxatlon and operatlng expenses
through their rates. For this reason, we agree with DRA that New
York Teleghone is someéwhat anachron1st1c, and theréfore
1nconc1u51ve regardlng ratépayers’! acquisition of an equitable
1nterest in ut111ty property. In any event, Néw York Télephone is
not dispositive of DRA’s claims, which are based on ratemaking

equity not propérty ownership.
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individual capacities. As the California Supreme Court noted in
Miller v. McColgan (1941) 17 Cal., 24 332, 436

It is fundamental, of course, that the
corporation has a personality distinct from
that of its shareholders, and that the latter
neither own the corporate propeéerty nor theé
corporate earnings. The shareholder simply has
an expectancy in each, and bécomes thé owner of
a portion of each only when the corporation is
liquidatéd ...or when a portion of the
corporation’s earnings is segregated and set
aside for dividend payments...

It is clear that neither ratepayers nor sharéeholders "own* utility
assets. The property ownérship issué serves painly to distract
from the fundamental question of whéthér our system of ratemaking
offérs utility investors an opportunity to earn a fair return on
their ovérall capital investmént.

In its most recent décision addressing an allegedly
confiscatory state ratemaking policy, Duquesne Light Company v.

Barasch (1989) 488 U.S. 299, the Supreme Court cited with approval
Justice Brandeis’ concurring opinion in Missouri ex rel.

Southwesteérn Bell Telephoné Company v. Public Service Commission

(1923) 262 U.S. 276. In that decision, Justice Brandeis said:

The thing devoted by the investor to the public

use is not specific property, tangible and

intanglyle, but capital embarked in the

entérprise. Upon the capital so invested the

Federal cConstitution guarantees to the utility

an opportunity to earn a fair return. (262 U.S.

at 290.)

The Court in Duquesne reaffirmed the principles set forth
in Federal Pover Commission v. Hope Natural Gas (1944) 320 U.S.
591, 605 that ”[r)ates which enable [a) company to operate
successfully, to maintain its financial integrity, to attract
capital, and to compensate its investors for the risks assumed
certainly cannot be condemned as invalid®. The Court went on to
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noté that #(t)hée economic judgéements réequired in rateée proceedings
aré often hopeléssly complex and do not admit of a single correct
result. Theé Constitution is not designed to arbitrateée these
economic niceties.” (Du esne, 488 U.S. at 314.) Duquesne notes
that ~the Constitution proteécts utilities from béing limited to &
chargé for their property serving thé public which is so ‘unjust’
as to be confiscatory,” and providés the example of a rate which is
so0 low that it destroys *’the value of [the) propeéerty for all the
purposes for which it was acquired,’ and in so doing ’practically
deprive{s) the owner of property without dué process of law’”, (488
U.s. at 307-08, quoting Covington & Lexington Turnpike Road Co. Vv,
sandford (1896) 164 U.S. 578, 597.) The court then held that a
state law prohibiting utilities from récovering in rates the cost
of two préoperationally abandoned nuclear plants was
constitutional, sinceé thé .5% revénue requirement decline
associated with thé disallowancé of the nuclear plant costs did not
affect the utilities’ overall returns so substantially as to render

them unjust or confiscatory.

The point is simply that a wide variety of ratemaking
approaches aré constitutionally pérmissible, so long as they
provide the utility and its shareholders with a fair return on theé
utility’s overall investment and do not jeopardize the financial
integrity of the utility. Moreover, it is constitutionally
permissible to compute the fair return due the utility based on the
historical cost of the utility’s investmeénts (investors have no
constitutional right to a return based on the current “fair value”
of the utility’s property). The Constitution does not require that
the appreciation in value of rate baseé property be given to
shareholders.

Of course, theé ability to rétain theée gain on the sale of
property is one benefit of the ownership of property in the
unregulated marketplace. However, it does not necessarily follow
that those who choose to invést in regulated monopoly enterprisés

- Rev. 39 -
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have the right to retain theée gains on the sale,of individual
utility assets. The économic tradéoffs involved in the regulation
of utilities justify a different allécation of the gain when rateé
base property is sold while the operating system of which it was a
part continues to provideée public utility service. 8

Thus, heré we conclude that a share of the benefits
realized from the gain on the sale of this property should bé used
to offset future costs of héadquarters facilities, because
ratépayers paid operation, maintenance, and depreciation expenses,
taxes, and other carrying costs while the property was in rate
base, and because ratépayers insulate utility inveéstors from most
other expenses and risks associated with property ownership. We do
not believe that this allocation of the gain will result in a
régulatory system which deprives utility investors of a fair return
on their overall investment or will damage the financial integrity
of our utilities and prevent them from attracting new investors,
nor has any evidenceée to that effect béen introduced into the record
of this case.

Nor do we believe that using a portion of these benefits
to reduce future revénue requirements will discourage investment in
Ccalifornia utilities and thus raise the cost of utility capital.
SoCalGas presented no substantial evideénceé that investors were
aware of either our gain on sales deécisions or the Uniform Systen
of Accounts, or that our past decisions allocating gains to offset

8 Compare Re: Rate-making Treatment of Capital Gains Derived
from the Sale of a Public Utility Distribution System Serving an
Area Annexed by a Municipality or Public Entity, D.8%-07-016, 32
Cal. P.U.C. 24 233 (1989) (Redding II). That decision deals with
public utility sales of distribution systeéms to public or
gOVernmental agenc1es where thé agency assumés, and the ut111ty is
relieved of, its public ut111ty obllgatlons to custoners w1th1n the
area served by the systém. If the requlréments set out 1n that
decision are met, the ga1n on such a sale of a distribution systém
goes to the utility and its shareholders.

- Rev. 40 -
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costs of service had any adversé impact on SoCalGas‘’s présent or
prospective investors. Moréover, invéstors do not reasonably
expéct a corporation to bé ablé to liquidate any asset whosé market
value exceeds bodk value and retain the proceeds, especially when
the corporation has an ongoing néed to replace the services
provided by the asset. We agreeé with DRA that the financial
connunity views california regulation favorably, and that the
application of the benefits of the headquartérs transaction to
minimizé the utility’s cost of service is unlikely to cause this to
changé in a noticeable fashion.

As the Supreme Court noted in buquesne, the
constitutionality of particular ratemaking decisions can only be
evaluated in the context of their impact on the utility’s ovérall
authorized revénués and ratée of return. (488 U.S. at 311-12.)} 1In
the present case, as furthér explained below, we will use the
principal amount of the gain, $24,190,000, to offset costs of
service over an ll-year ll-month amortization period.

(Sharéholders will retain the benefit of all opportunity income
earned on this principal amount prior to thé beginning of
amortization as well as thé opportunity income on thée unamortized
balance during amortization.) The amount amortized each yéar will
be nmultiplied by the then-current net--to-gross multiplier to
deternine the amount of reévénue-requirement réeduction. We have
estimated the impact of this revenue-requirément reduction on
SoCalGas during the course of thé amortization period. (For
purposes of making thése estimates we have used thé test year 1990
figures adopted in SoCalGas’s last general rate case (D.90-01-
016).) On this basis, we estimate that our allocation of the gain
on sale will reduce SoCalGas'’s revenues by approximateély 1/4 of 1
per cent each yéar during the amortization period. Any impact on
SoCalGas’s rate of return is also small. If, instead of amortizing
the principal amount of the gain to offset costs of service, the
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gain wére amortized to benefit shareholders, SoCalGas’s rateé of
return would increase by approximately 8 basis points éach year
during the amortization périod. In short, using the principal
amount of the gain to offsét costs of service over an ll-year 11-
month amortization périod, while allowing shareholders to kee;; the

- ReV. 416 -
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opportunity income until amortization is complete, will not
»destroy the value of the property for all the purposes for which
it was acquired” and thus doés not deprive the owners of property
without due process of law.

To sum up, the constitutional question before us is
whether, in the overall system of California ratemaking, a decision
to apply all or a portion of the net benefits derived on the sale
of raté base assets to reduce the utility’s cost of sérviceé would
so lower the return received by SoCalGas’s investors as to yiela
only a confiscatory return on their investment or would damage the
financial integrity of the utility and prevent it from attracting

new investors and maintaining its operations in a satisfactory
way.g

Since our approach to ratemaking compénsates utility
investors for the opérations, maintenance, taxes, and depreciation
associated with rate base property, insulates the investors from

almost all risks associated with non-regulated property ownership,

gives the utility a fair return while its plant is in service,
returns the original cost of rate base assets to the utility either
through depreciation or whén the asseéts are sold, and in certain
circumstances allows utilities to retain the gain on the sale of
entire opezating systems, we believe that our ratenmaking is

constitutional,
our finding that gains on the sale of utility property

can be used to offset the cost of ongoing utility service does not
conflict with investor property rights.

9 puquesne noted that the impact of certain rates can only be
evaluated in the context of the system under which they are

imposed. (488 U.S. at 314.)
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b) The Regulatory Compact
Nor are we convinced that any implicit regulatory compact

requirés that SocalGas be given the gain on the saleée of its
headquarters. Utilities invest in land and depreciable rate base
plant because those items are necessary for the utility to meet its
half of the regulatory bargain, that is, to provide utility serxvice
to customers. In exchange, as regulated monopolies which serve the
public trust, they aré entitled to the opportunity to earn a fair
return on the original cost of their investment while it provides
utility service, and to a return of their investment either through
depreciation accounting or through an offset to the gross proceeds
obtained upon the sale of the assets purchased with their

investment.
original cost ratemaking insulates both ratepayers and

shareholders from any risk associated with fluctuations in the
market value of utility assets as long as prudently acquired assets
remain necessary or useful in providing utility service. oOriginal
cost ratemaking also insulates utility investors from the
maintenance, operations, tax, and depreciation expenses normally
associated with property ownérship. In addition, such ratemaking
insulates investors from the risk that property night be
prenaturely retired or written off before it is fully depreéiated.
In the non-utility private sector, investors are not guaranteed to
earn a fair return on such sunk investment. Although shareholders
and bondholders provide the initial capital investment, the
ratepayers pay the taxes, mnaintenance, and other costs of carrying
utility property in rate base over the years, and thus insulate
utility investors from the risk of having to pay those costs.
Ratepayers also pay the utility a fair return on property
(including land) while it is in rate base, compénsate the utility
for the diminishment of the valuée of its depreciable property over
time through depreciation accounting, and bear the risk that they
nust pay depreciation and a return on prematurely retired rate base

- Rev,
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property. On the other hand, ratepayers bénefit because the
utility’s return is limited to a fair réturn on an investment with '
a similar degrée of risk. 1In short, our system of original cost
ratemaking represents a careful balancing of interests, and is not
weighted unfairly toward either ratépayers or shareholders.

1f we allowed utilities to receive the gain as if the
rate based land sold had been a speculative investment, wvhile
allowing them to burden ratépayers with the costs they would
otherwise have bornée as speculative investors (i.e., taxes and cost
of ownership), we would be giving them the best of two investmént
decisions. They would get the reward of speculative investing
without the attendant risk that the costs over the years would
substantially offset that rewardi in addition, they would have
already recéived the reward of the investment choice they actually
did make - a fair return on a safe monopoly utility investnent.
Such a double réward, without any real risk, would not represent
balanced regulation.1

Furthermore, such ratemaking treatment would give
utilities an opportunity to updateé their rate base with higher cost
replacenent property and thus gain through the back door benefits
available under *fair value” ratemaking. (Under fair value
ratemaking, utilities earn a return based on the current *fair
value” of the property used to provide utility service.) We
believe that it would not be good ratemaking policy to give
utilities an incentive to replace partly depreciated, or low
historical-cost, utility assets with new assets even though the
assets they seek to réplace are neither -worn out nor unseiviceable,

10 The court in Dugquesne notéd that n(t)he risks a utility faces
are in large part déefined by the raté méthodology becauseé utilities
are virtually always public monopolies dealing in an essential

service, and so relatively immune to the usual market risks.”
(488 U.S. at 454.)
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just because of an opportunity for sharéholder gain. Rather, we
believe that the economic tradeoffs of regulation justify using
gain accruing during the timeé property was in rate base to offset
the costs of replacement property.

The utilities’ complaint that they é€arned over time a
lower return on the original cost of a particular rate baseé asset
than they would have earnéd on thé current market value of that
assét, and that therefore they are entitled to the gain upon thé
salé of that asset, is not well taken. One of the tradeoffs of
original cost ratemaking is that régulators agree to allow
utilities to placé all prudently invested utility plant into rate
base in exchange for the utilities’ agreément to be satisfied with
a safe, secure, and reasonable reéturn on the oriainal cost of that
rate base. As Duquesné reaffirmeéd, theré is no néecessary
connection bétween raté regqulation and the current value of a

utility’s property.

While the utilities are entitled to their hindsight
opinion that they would havé been better off not having made such a
bargain in this instance, we do not find that utilities have
suffered on account of California’s original cost ratemaking

systen.

c) Depreciable vs. Nondepreciable Property; Plant Held for

Future Use vs. Plant in Service

Finally, we address the utilities third argument that the
gain on the sale of non-depreciable land should be treated
differently than theé gain on the salé of deéepreciable rate base
assets and land in plant held for futureé use accounts.
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i) Do the Uniform Systems of Accounts, Judicial becisions
in Other Jurisdictions, or Our Own Past Decisions
Require that the Gains on the Sale of bepréciable
Property be Treated Differently than the Gains on the
Sale of Nondepreciable Property?

First, we noteé that we find referencés to the FERC USOA
unpersuasive. While the Uniform System of Accounts for gas
utitities serves a useful purpose in assuring consistency in
utility bookkeeping, it is important to rémember that ratemaking
drives accounting, and not vice versa. We view the FERC USOA as
simply an accounting tool, and not a philosophical or regulatory
mandate. As we stated in PG&E’s most recent géneral rate case

decision, D.89-12-057:

The USOA is a bookkeeping systeém, not a

ratémaking policy. When weé established this

system of accounts we stated explicitly “that

the Commission does not commit itself to

approve or accept any item set out in any

account for the purpose of fixing rates or

determining other matters which may come

before it.” (p. 129, quoting D.42068, 48 Cal.

P.U.C. 253, 257 (1948).)

We have gone, and will continué to go, beyond the USOA whenéver we
feel it is necessary to do so in orxrder to strike the proper balance
between the interests of ratepayers and shareholders,

Nor do we find utility arguments based on the difference
between the FERC USOA (which gives gain on the sale of land, other
than land held for future use, to shareholders) and the FCC USOA
(which applies such gain to reduce the cost of service) convincing.
We are not persuaded by SoCalGas's argument that the FCC would not
have resolved the gain on sale issue thé way it did if it had not
been operating against a backdrop of tax normalization. We believe
that any difference in tax accounting whereby FCC-régulated utilities
receive additional benefits of tax normalization is irrelevant. We
do not believe that FERC allocatés gain on sale of eénergy utility
rate-pbase land to investors in order to provide energy utilities
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with a source of capital to make up for the poténtial source of
capital représented by the tax benefits received by FCC utilities.
Nor do we believe that utilities depend on the rare potential
distributions of relatively small amounts of capital gains to

finance their operations.
In any event, the FCC’s decision to allocate gains on the

sale of nondepreciablé property to ratépayers does not mention tax
impacts; instead, it focuses on a straightforward financial risk-

reward analysis:

With respect to non-depréciable
property, particularly land, it is not
as reasonable to talk of risk of
loss...In this situation, it is
necessary to turn to the financial
burden test to détermine to whom the
gain should go. Applying that test
here, we conclude again, that it is the
ratepayérs who have borné the financial
burden during the service life of the
land and so should enjoy thé gain. (In_
the matter of American Teléphone and )
Telegraph Companies, (1977) 64 F.C.C. 24
1, 68.)

Second, we find references to the weight of judicial
opinions in other jurisdictions unpersuasive. Both DRA and the
utilities presented a number of citations to cases supporting their
réspective positions. While these décisions may be informative
they are not dispositive of thé allocation gquestion. We prefer to
base our decisions on logic from our own jurisdiction.

Third, while we recognizeé that SoCalGas and other
utilities have often passed the gains on the sale of utility land
to shareholders we believé that this most oftén occurred without
commission oversight. PU Code § 851, which réquires Commission
approval of utility sales of property necessary or uséful in
providing utility service, also states that no approval 1is required
for the sale of property that is not nécessary or useful. Sectién
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851 doés not contain a requirement that utilities notify the
Commission whén they determiné that a particular raté base asset is
no longer useful in providing utility service, and this Commission
has generally relied on thése issues, if significant enough, being
aired in periodic rate proceedings., Some utilities may useé this
perceived “gap” in régulation to transfer plant from raté base
accounts to non-rate basé, or ”below the line”, accounts, to seéell
the plant without seeking our approval, and thén to retain any gain
for théir shareholdérs’ beénefit. The resulting accounting éntries
may théréforé appear to réfléct a standard proceduré approved by
the Commission, but instead réflect only the fact that our
attention has not always beén focused on such générally small rate
base adjustments. Indeed, we notée that theée Commission in D.83160
expressed its concern over such transfers by requiring SoCalGas to
notify us of any transfer of raté base plant with a valué of
$100,000 or more. Whileé it is true that the record shows that
occasionally the Comnission appears to have responded to such
notifications by acquiescing in the utilities’ recomménded
accounting for particular rate base items, we do not find the
consistent approval cited by the utilities.

Fourth, our review of past Commission decisions doés not
convince us that we have traditionally maintained a bright line
distinction bétween depreciable and nondepréciable property.

In D.82-05-038 (citizens Utilities Felton District), we
cited Democratic Céntral committee vs Washington Metropolitan Area
Transit Commission 485 F.2d 786, 821 (D.C. Cir.1973) cert.dénieéd.,
415 U.S. 935, for the proposition that ”If ratepayers have assumed
’the expenses of ordinary maintenance and depreciation, and the
risks of loss from casualty and obsolescence,’ combined with
favorable tax accounting for investors of raté base, dépreciation
and tax items, then ratepayers are entitled to all gains
attributable to the rémoval from rate base of both depreéciablée and
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nondepreciable assets.” (9 cal. P.U.C., 2d 197, at 206, emphasis
added.)

Previously, in D.89517, SoCalGas Blythe-Moréno pipéline
witpdrawal, 84 Cal. P.U.C. 405, 420 (1978), we quoted Democratic

Central Committee, which sayst

The allocation between investors and
consuners of capital gains on in-service
utility assets ... rests esseéntially on
equitable considerations. The allocative
process ... necessitates a delicate
balancing of the interests of investors and
consumers in light of governing equitable
principles. (Democralic Central Committee,
485 F.2d at 821.)

We then noted that:

In undertaking this delicate balancing of
considerations, we recognize, as the court
stated, that there is no impediment, A
constitutional or otherwise, to recognition
of a ratemaking principle éenabling ratepayers
to benefit from appreciations in value of
utility property accruing while in sérvice.
Further, it is understood that the amount of
eventual investor recovery may permissibly be
limited to the amount of the original outlay:
this is but another way of saying that the
investors do not possess a vested right in
value-appreciations accruing to in-service
utility assets. (84 cal. P.U.C. at 420.)

and that:

The equities ... dictate that the economic
benefit should follow the economic burden.
It is the ratepayer who bears the éxpenses of
ordinary operation and maintenance and
depreciation, including obsolescence and
depletion. Fairness requirés that consumers,
whose payments reimburse investors for all
wear, tear, and waste of utility asséts in
service, should benefit in situations where
gain occurs and to the full extent of that
gain. Investors who are afforded the
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opportunity of a fair reéturn on a securé |

investment in utility propeérty cannot clainm

they have not recelved their ¥ust due. (84

Call P.U.cl at 421.)

There, the Commission addressed a pipeline (presumably primarily
depreciable property except for the land underlying the pipeline),
but did not in its discussion draw a line beéetween depreclable and
nondepreciable property.

In D.82-12-121 (10 Cal. P.U.C. 24 647), which addreéssed
the gain on PG&E’s saleée of its Utah coal reésérves and associated
vater rights, rights of way, and improvements, we analyzed the
risks borne by ratépayers and shareholders and concluded that!
#Thére is no question that the amount of the gain allocated to the
rate base property should be returned to ratépayers.” (10 cal.
P.U.C.2d at 663.) Again, no distinction was drawn betweén
depreciable and nondépreciablé property.

And our 1986 Pacific Bell general rate case decision
D.86-01-026, 20 Cal. P.U.C. 24 237, which compared the gains on the
sale of depreciableé property to thosé on the sale of nondepreciable
property, was in harmony with the FCC’s asséssment of thé issue,
and found no good reason to treat the gains differently:

{Tihe gain from thée salée of real estate which

has beén in rate basé should accrué to

ratepayérs. The situation is so similar to

the retirement of dépreciableé utility ,

property wheré gross salvage is maximized and

routinely credited to ultimately reducé rate

base, that it cannot be meéaningfully

distinguished. Since ratépayers bear the

economic brunt of utility property which has

a diminishing market value, which is far and

away theé usual circumstance, it is logical

and fair that thé occasional upsidée gain fron

the disposal of land accrue to them. (20

cal. P.U.C. 2d at 264.)

We find that past Commission décisions over many, many
years simply do not support a ratemaking distinction between the
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gain on thé sale of depréeciable property and the gain on the sale
of nondepreciable property. ’

ii) Should thé Commission Allocate the Gain on the Sale
of Nondepreciablé Property Differeéntly than it
Allocates the Gain on the Sale of Depreciable
Property or Land Held for Future Use?

Having disposed of the arguments that wé aré constrained
by the past to treat depreciable property differently than
nondepreciable property, weé mové on.

All parties to this procéeding agree that ratepayers are
entitled to the gain on the sale of depréciable rate base assets.,
The utilitiées argue that theé ratépayers’ entitlement to such gains
is based on thé fact that ratepayers return to the investors the
capital invested in depreciable raté base assets through their
depreciation payments designéd to make the investors whole for the
wear and tear suffered by the property while in utility service.
Because ratepayYers do not pay depreciation on nondepreciable rate
base, the utilities arqgué, they are not entitled to the gain on the
sale of such rate base.

We do not beliéeve that the fact that ratepayeéers return to
investors the capital invested in depreciable rate base assets
through depreciation accounting provides a meaningful basis for
distinguishing depreciable assets from non-depreciablé assets
insofar as the proper analysis of investment risk and the proper
disposition of gain on sale is concerned. When a depreciable rate
base asset is sold, it may or may not be fully depreciatéed. If the
7depreciation investment”™ by ratepayeérs were the key reason why
they are entitled to.the gains on sale of depreciable property,
then the relative proportions of gain received by ratepayers and
shareholders should vary with the péercent of investment. Neither
our traditional practices nor theée USOA provide for such a
proportional allocation of gain} instead, the ”gain on sale” of a
depreciable ratée base asset is allocated entirely to ratepayérs.
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In the more usual case, dépréciable rate basé assets are
sold at a loss, with the 10ss being offsét by whatéver salvage
value is obtained upon saleé. Commission practices and the USOA
provide that rateéepayérs continue to pay depreciation, and a return
on the undepreciated value of any prematurely retired assets.
Thus, dépreciable assét losses aré allocated entirely to
ratepayers, absent unusual circumstances. This risk of loss
provides a better ”risk analysis” justification for giving
depreciable asset gains to ratépayers than does the *return of
capital” through depreciation justification.

Utilities argue that they facée the risk that
nondepreciable assets will lose value between the time they are
placed in rate base and the time théy are sold, and that this risk
of loss entitles thém to the gain on salée. This risk may be the
only significant factor that distinguishes dépreciable fronm
nondepréciable property, since all other risks appear to apply
equally to both classes of property: e.d., the risk of earning less
than the return they might eéarn on the current market value of the
asset, and the risk of earning less than the authorized réturn.

We see little réason why land sales should be treated
differently. Clearly, the original land cost must be subtracted
from the gross proceéds and returned to the investors before the
amount of ”gain on sale” can be determined. 1In practical terms,
the investors get their investment returned either over time
through standard depreciation accounting, or at the time of asset
sale, as a reduction of the "gross proceeds” before the amount of
gain is determined. It matters little, in terms of investment risk
analysis, whether an investor is repaid by ratepayers over time or
is repaid out of thé gross proceeds of thé sale. In éither event,
the investor is made whole. Thus, theé fact that depreciation
repays investors in one circumstance whilé gross proceeds réepay
shareholders in another circumstance is not sufficient to justify a

differént disposition of the gain on sale.
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In short, whethér an assét is depréciated for ratemaking
purposes or not, ratepayers commit to paying a réturn on its book
value for as long as it is uséd and useful. Depreciation simply
recognizes the fact that certain asséts are consumed over a périod
of utility service while others are not. The basic relationship
between the utility and its ratepayers is the same for depreciable
and non-depreéciable assets.

Losses on thé sale of non-depréciable rate base assets
are rare, since land in california virtually always increases in
value over timé. In the rare situation in which rate base land
sells at a loss, the shareholdérs might béar the loss, since there
is no sét adjustment established to réimburse shareholders when
land is retired at a loss. Wée havée nevér faceéd this issue in
ratemaking, but it is fair to assume that if a utility that faced
this situation could advance compélling facts and rationale, we
could make an adjustment to maké shareholdérs whole. We also note
that ratepayérs pay a fair return on the entire original cost of
land while it is in raté base, whereas they pay a diminishing
overall return on dépreciating assets as those assets depreciate.
If the land actually doés depréciatée in value below its original
cost, then oné view could be that the stéady rate of return they
have paid for the land ovéer time has actually overcompensated
investors. Thus, there is symmetry of risk and reward associated

11 Nor do we see any significant dlstlnctlon, for purposes of
allocating gain on sale, betweén land carr1ed as plant held for
future use and other rate base land. The ut111ty, its
shareholders, and ratepayers face the same risks of poor management
decisions concerning the acquisition, disposition, or use of both
kinds of land. Thus, in D.85-06- 023 San Jose Water Co. (June 5,
1985) (Finding of Fact No. 6, Orderlng Paragraph No. 3) we ordered
San Joseé Water to flow through to its ratepayers any ga1n in
appreclatlon on parcels of land transférred to an affiliated
corporation, whether the land was "included in its rate base or in

plant héld for future use”.
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with rate base land just as there is with regard to depreciable
rate base property. )
Moreover, an absénceé of rateépayer responsibility for
losses on land sales is not as troubling as it may appear at first
glancé when oné recognizes that ratepayérs have been made to bear
the financial burden of cléaning up land contarminated with toxic
materials during its service to ratepayérs, and thé burden of
paying for certain utility plant abandoned prior to rendering
utility service.1? Not every single risk of loss is offset by a
directly connécted opportunity for gain, but taken as a whole we

—

12 In the lateée 1970’s and early 19807s thé Commission was faced
with a number of ut111ty projects which had to be abandoned before
providing utility servicé bécause of unforeseén économic or

other changes beyond the utilitiés’ control. Under traditional
ratemaklng, the utilities would have recovered nothing for these

projects since ratepayers are generally only charged for property
used or useful in providing utility service.

Hot1ng that many of thesé projects had beén undertaken in good
faith during a time of great energy uncertainty, the Commission
found it unfair to burden shareholders with all costs associated
with such preoperat1onally abandoned plant. It also found it
unfair to require ratepayers to pay, as the utilities requested,
the usual reéturn on such abandoned plant.

The Commission developed through a series of de0131ons a risk
sharing policy whereby the direct costs of such projects were
generally amortized at ratepayers’ expense over a number of years
but whereby ratepayers were not required to pay an allowance for
funds used durxng construction of such abandoned projects. Any
gain résulting from the sale of such abandoneéd plant was allocated
to ratepayers to offset their payments for the nonfunctional plant.
See e.g. D.92497 (4 Cal. P.U.C. 24 725, at 772-783) (SoCalGas WESCO
coal venture)! D.90405 (1 cal. P.U.C. 2d 644, at 650 664) (SDGLE
Sundesert Nuclear Plant abandonment); D.87639!SIASE Sycamoré
Canyon Comblned Cycle Plant abandonment)! and D.89711 and D.97639
(Southern Callfornla Edison Ka1parow1ts Coal Plant abandonment).
These dec151ons relieved utilities of a greéat deal of the risk
associated with both the depréciable and nondepre01ab1e components
of such projects, éeven though ratepayers received no bénefits fron

them.
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believée our ratemaking system amply réwards and protects utility
investors. )

In the present procééeding, DRA fears that if we give
utilities the gain on thé sale of rate basé land we will éncourage
utilities to sell highly appréciated land and then request full
rate base treatment of the replacement land used to fill the
function servéd by the property that was sold. We believe that
automatically granting utilitiés the gain on salé of rate base
land, as they request, would establish a péerverse incentive to
réplace assets with a low historical cost with more expensive,
newly-purchased assets, which would impose higher costs o¢n
ratepayers without accompanying benefits.

Nevertheleéss, in this case, for reasons more fully
explained below, weé find it appropriaté to allocate a portion of
the benefits from the gain én sale to shareholders, by allowing
shareholders to retain thé benefit of all opportunity incomé earned
on the principal amount of the gain until the principal is fully
amortized, This allocation will also compensate shareholders for
any risk they bore that the land componént of the Flower Street
hesdquarters might have déeclined in value between the date it was
placed in rate base and thé date it was sold.

In any event, the transaction before us today includes
both depreciable and nondépreciable property, and thus we do not
need to address the issue of the gain on sale of nondépreciable
property any further at this time.

iii) History of Consolidated Sales of Both Depreciable
and Nondepreciable Property
As explained above, in our discussion of the treatment of
the undepreciated building costs, we find that the sale of SoCalGas’s
Flower Street headquarters represents a consolidated sale of both
land and buildings, and that the gross proceeds must be attributed to
both land and buildings. Therefore, we need look no further
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than our previous decisions concerning headquarters transactions to
determine theé propér allocation of the gain on sale here.

We have in the past treated gain on the salé of utility
headquarters in a variety of ways. Frequently we have found it
appropfiate to use the gain on sale to offset the cost of
replacement facilities., Ratepayers benefit from the réduction in
rate basé associated with the new facilities. Shareholders benefit
when they can obtain necessary utility plant without putting up as
much new capital.

For examplé, in decisions concérning SDG&E’s sale and
leaseback of its headquarters building in 1975 (D.84600) and its
Encina 5 generating plant in 1978 (D.89067), the comnission réduced
SDGEE’s révenue requirement by amortizing the gains on these sales
over the lifetimes of the leases.t3

In D.82-06-061 the Cormmission accépted the proposal of
Southwest Gas Corporation that the gain derived from the sale and
leaseback of its Las Végas headquartérs building and 13 acres of
land be amortized to reduce lease costs.

And in D.88-06-036 the Commission determined that the
gain from the sale of American Telephone and Telégraph Company of
california’s headquarters property, both land and buildings, should

13 The Commission has at times made certain ratémaking )
adjustnents designed to allow shareholders to benefit from salée and
leaséback transactions. In its decisions concerning SDG&E’s sale
and leaseback of its headquarters and of its Encina 5 genérating
plant, the Comnission allowed the utility certain raté base
and rate of return adjustments designed to compensate ‘thé utility
for the removal of these substantial asséets from rate base. The
commission wishéd to avoid punishing SDG&E through reveénue
requirement réductions for what it saw as an innovative financing
approach with benefits for both ratépayeérs and shareholders,
¢specially since the salé and leaseback was a responseé to thé then
poorly manageéd utility’s inability to raise needed capital through
normal means.
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be recorded in a memorandum account and uséd to reduce rate base.
The Commission stated that:

.« this adjustment resembles as closely as
possible a requirement that AT&T-C fold back
into its operations a gain on sale of an old
building that was largely paid for over time by
its customérs. (28 cal. P.U.C. 24 243, 288

(1988).)

Again, in D.86-12-063 the Comnmission accepted SoCalGas'’s
proposal that the after tax gain on the sale of its old San
Fernando Valley headquarters land and buildings be used to reduce
for ratemaking purposes the acquisition cost of land upon which it
intended to construct a new headquarters, noting that the propeésal
was in accord with the Commission’s treéatmént of similar gains
realized by SoCalGas on the sale of its El Monteé and Pasadéna
offices, D.84-12-069 (16 Cal. P.U.C. 23 926, 978 (1984)) and D.82-
12-054 (these transactions also involved both dépréciable and non-
depreciable property). SoCalGas contended that réjection of its
proposal would result in economic and rate inequities between

present and futureée ratepayers.
In thé present proceeding, SoCalGas characterizes the San

Fernando Valley Headquarters transaction as oné that mérely
deferred thé gain its investors would recéivé whén the néw property
was eventually sold. This characterization is curious in light of
the utility’s current contention that the gain on thé sale of
depreciable property should be treated differently than gain on the
sale of land. The gain on the sale of the old San Fernando
headquarteérs, which consisted of both land and buildings, was used
to reduce the rate base value of a new parcel of land alone. If
upon the sale of the new headquarters SoCalGas weré to receive all
the gain from the new rate base land, its shareholders would
capture the deféerred gain on the salé of the old depreciable
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property -- gain that clearly does not belong to thé shareholders,
even under the utility’s own theory. On the other hand, if upon
sale of the new headquarters only a portion of the gain on the land
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wére to bé used to offsét the cost of service -- namely the portion
allocable to the deferred gain on the old headquarters buildings --
a great deal of complicated accounting would be required. It seéems
cléar that attempts to allocaté gain betweeéen depreciable and non-
depreciable property componénts of a consolidated asset as the
asset is sold, the gain reinvested in a replacement facility, the
replacément facility sold, and so on, would be cumbersome at best.
¥We do not believe it was our intent in D.86-12-063 to require a
rgain deferral” analysis based on a system of allocating non-
depreciable gains to investors and depréciable gains to offset the
cost of service.

General Télephone’s 1985 heéadquarters relocation provides
a good analogy to the currént situation. General had a
headquarters building configuration consisting of multiple
séparate sites, most of which were deteriorating dué to age. Three
of the pajor sites required extensiveée overhaul. Geneéeral wished to
move to a single location in order to avoid the need to overhaul
the existing sites, and to avoid thé extensive travel time and
facilities duplication associated with its fragmented headguarters
operation. Here, SoCalGas also has deteriorating headquarters
buildings and enmployees located at several sites.

The Commission followed for General theée approach it took
for Pacific Bell in D.86-01-026 (20 Cal. P.U.C. 24 237, 289 (1986))
and flowed the gain from the salés transactions to offset the cost
of utility service. (D.88-08-06)1, Géneral Telephone, 29 cCal.
P.U.C. 24 63, 107-10 (1988).) Given the unified nature of
General’s headquarters sale and its mové to its néw Thousand Oaks
headquarters, the Commission decided to offset the after tax gain
with the expenses incurréd in the move. The Commission then
translated the net after tax gain to before tax gain and amortized
the result, plus the beforé tax gain on two additional properties,
to reduce other costs over a three year period.
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The conversion, or ~gréss up,” of the after tax gain to
pre-tax gain allowed ratepayers to capture the tax benefits of the
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reduction in Géneral Télephone’s incomé which résulted from the
flow through of the gain to reducé the cost of service. (sinceé the
utility’s income decreased, its tax liability also decreased.)

The primary differenceés betwéen the Geéneral Teélephone
situation and the situation faced by SoCalGas aré 1) SoCalGas is
leasing its new headquarters, not purchasing it as did Genéral;i and
2) SoCalGas has not yet moved to its new headguarteérs and thus has
not yet incurred moving expenses that might be used to offset the
gain on sale - thus, the net gain on sale here appears a great deal
larger than the final net gain amortized in D.388-08-061.

We are not pérsuaded that it makes a great deal of
difference whether a property sold by a utility is replaced by
purchased property or leased property. In either situation, thére
is a capital gain or loss to be allocated upon the sale of thée old
property and a revenue requirement to be paid for the replacement
facilities, From a ratemaking perspective, capital gains could
offset the costs of leased or purchased facilities egually well.

We note that General Teléphone’s pre-offset gain was
almost identical to the $24,190,000 in gain we face here. If this
proceeding allowed the opportunity to offset reasonable moving
costs in the mannér they were offset in General Telephone, the
final net gain would bé significantly less than the current
$24,190,000.

d) Benefit Sharing
Most of the discussion above is an assessment of the

generic gain-on-saleé principle, how it has been applied, and how we
have frequently applied gains on sale of utility assets to offsét
the costs of continuing utility service. But now we turn to the
heart of the specific -- and truly unique -- case before us today.
Turning to the case at hand, the sale of the corporate
headquarters of the nation’s largést gas distribution utility, we
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must look to the relatively unique oircumstances of this salé.
This is not a run of the mill transaction. We havée found that the
Flower Street headquarters buildings had reached the point in 1986
where they wére no longer suitable for long-téerm use by SoCalGas.
The buildings had numerous disadvantages, including problems with
asbestos and with seismic and fire safety. As we noted above, a
nove may not have been compélled for a specific date, but at some
point SoCalGas needed to move. As part of its plan to move into a
new headquarters, SoCalGas decided to séll its Flower Street land
and buildings: and we have concluded that its decision to sell the
Flower Streeét property was réasonablée. Real estate, unlike most
other utility assets, can réadily be put to usé by non-utility
buyers. Thus when a utility, for réasons of sound utility
planning, seéeks to dispose of réal estate that it will no longer
need for utility purposes, there aré a reélatively large number of
potential buyers for such property, especially where, as here, the
property is located near the center of a major city. This
presented SoCalGas with opportunitiés for maximizing the sales
pricé. At the same time, the volatility of thé Los Angeles real
estaté market (which we noted in D.87-09-9076, Finding of Fact No.
8) meant that the timing of the salé was important in maximizing
the price. Under thesé circunstances, we believe that it is
reasonable to apportion a degree of incentivé to the utility to
maximize the sales price of its old corporate headquarters. Such
an incentive allows both ratepayers and shareholders to benefit
from the utility’s efforts to obtain the highest possible price.
Similarly, we believe that under the circumstances presént here,
including the health and safety risks posed by the old
headquarteis, it is also an appropriate policy to apply a
ratemaking approach which apportions a reasonable degreé of
incentive to the utility for seeking a new headquarters more suited
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for its long-ternm needs.14
Thesé considerations lead us, under these circumstances,

to fashion a sharing of beneéefits rateéemaking treatment which is
consistéent with the very long line of Commission precedents on the
gain-on-sale issue which are discussed at length herein, but which
recognizes theé equities and policy issués attendant with this once
in a century corporate headquarters move. Our holding today must
not be misconstrued by any of the fixed utilities which we ’
regulatée., We aré not reéversing any of our prior précedents, which
have frequently applied gains on sale of utility assets to offsét
the costs of continuing utility service. oOur holding today is a
one casé result, prémised on refining our ratemaking policy so the
outcome moré fairly fits the circumstances.

We believe that a portion of the bénéfits realized from
this salé of SoCalGas’s Flower Street property should beé allocated
to réduce the cost of utility service. SoCalGas’s old héadquartérs
represented a combination of depreciable and nondepreciable
property. Although the shareholders and bondholdérs provided the
initial capital investment, the ratépayers paid the taxes,
maintenance, and other costs of carrying the land and buildings in
rate base over the yéars, and paid the utility a fair return on its
unanortized investment in the land and buildings whilé theéy were in
rate base. Furthermore, the ratepayers ”"compensated” SoCalGas for
the diminishment of the value of its depreciable buildings - the
lion’s share of SoCalGas’s investment in the consolidated
headquarters - over timé through dépréciation accounting and the
recovery of annual depreciation in utility rates. Although

14 In saying this, we do not préejudge whether the néw heéadquarteérs
it has selectéd was the bést or nost cost effective choice. Those
quéstions are Yet to be decided in A.88-12-047.
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SoCalGas’s o0ld headquarters will soon no longer be necessary or
uséful in the performance of utility duties, SoCalGas will need a
replacement headquarters, and we will use a portion of the benefits
realized from theé gain on sale to offset its headquarters costs.

However, we also believe that a portion of the benefits
realized from the sale should be allocated to SocCalGas., As more
fully explained above, we believe that under the circunstances
present hére it is reasonable to provide incentives for a utility
to maximize the proceeds from seélling its principal headquarters,
and to seek a moré suitable headquarters, where its old
headquarters poses health and safety risks and is no longer
suitable for long-térm use. We beélieve that such incentives should
benefit both ratepayers and shareholders.'® We emphasize that
such incentives are not appropriate unléss the principal
headquarters should bée disposed of for reasons of sound utility
planning. Otherwise, there would bé a perverse incentive to
replacée depreciated assets, or assets with a low historical cost,
with more expensive, néwly-purchased assets, imposing higher costse
on ratepayers without corresponding accompanying benefits.

By allocating 'a portion of the benefits from the gain on
sale to SoCalGas'’s shareholders, we also compensate thenm for the
risks they bore in connection with the ¢ld headquarters property,
in the event that our present ratemaking system has not already
fully compensated them for those risks.16 One of those risks was

15 Here, employees also stand to benefit from the move.

16 See the dlSCUSSlOD above conceérning the Regulatory cCompact and
whether the Commission should allocate the gain on sale of
nondeprec1ab1e property différently than for depreciable property.
There we describé how our current ratemak1rg system alreéady
properly balances risks and benefits to shareholders. We also note
that the utlllty s author1zed rate of return 1nc1udes compensation
for the risks of investing in the utility’s operations.
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the risk that the Flower Stréet land might have declined in value
between the timée wheéen SoCalGas placed the parcéls in rate basé and
‘the time when it sold them. SoCalGas also was exposed to
additional risks bécause it asked for, and the Commission granted
it, authority to séll and lease back thé Flower Street property
beforé any sales and leaseback terms had been agreed to, so that
SoCalGas could mové expeditiously on a purchase offer in a volatile
reéal estate markét. Thus, pursuant to D.87-09-076, SoCalGas was at
risk that, after the sale, thé Commission might find the terms of
thé sales agreement unreasonable. Decision 87-09-076 also léft
SoCalGas at risk if its existing revenué requirémént did not fully
cover its leaseback costs. If the costs of leasing back Flowér
Streét weré less than the ownérship costs included in its reéveénue
requiremént, on the other hand, SoCalGas also bore the risk of
having to refund the overcollection.

In this decision we provide a reasonable allocation
between sharéholders and ratepayers of the benefits of thé gain on
sale of the Flower Street land and buildings. Ratepayers will
benefit because, consistent with our prior decisions, wé will
require SoCalGas to usé thé principal amount of the gain,
$24,190,000, to offset its headquarters costs. However, rathér
than applying the full amount to a single year, we will apply it
ovér the course of an 11-yéar 1l-month amortization périod,
beginning in Decémber of this year. This amortization périod, which
runs until November 2002, is lased on the remaining book life of the
Flower Street buildings.17 Use of this $24,190,000 to offset

-

17 when SoCalGas sold its Flower Stréeet headquarters and set up
the memorandum account to track the difference between the
ownership and leaseback costs for Flowér Streéet, it effectlvely
stoppéd earning deprec1at1on on thé Flower Streét bulldlngs.
(Although SocCalGas continued to collect revénues based on ownérship

(Footnote continuées on next page)
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SoCalGas’s cost of service will reducé SoCalGas’s taxable income
and theréfore its tax liability, as recognized by SoCalGas’s
witneéss Ballew, and will also inmpact SoCalGas'’s franchise feée
expenseé and uncollectibles, Consistent with our standard practice
we will pass thése benefits through to ratepayers, by multiplying
the principal amount to be amortized éach year by ScoCalGas’s then
current net-to-gross multiplier to determine the amount by which to
reduce its annual revénue requiremént.18

At thé samé time, shareholders will beéenefit because we
will allow SoCalGas to: (1) retain thé investment income it has
been able to éarn on the sales proceéds from the date of theée sale
(October 7, 1987) to date; and (2) retain the income it is able to
earn on the unamortized balance of the $24,190,000 from now until
the énd of thé ll-yéar 1l-month amortization period. There is no
question that the utility has had thé use of the procéeds sincé the
date of salé and thérefore the opportunity to earn incomé from the
investment of those proceeds. oOur decision to apply the
$24,190,000 gain to offset headquarters costs over an ll-year 11-
month year amortization period will also givée theé company an
opportunity to invest the unamortized portion of the gain. We have

(Footnote continued from previous page)

costs, including depréciation, until its 1990 general rate case
decision, today wé order SoCalGas to refund the amounts it
collected to the extént that they éxceeded the léaseback costs
incurred.) SoCalGas s 1987 depreciation study had récognizéd an
average remaining service 11fe of 15.1 years for the atcount
covering the Flower Street buildings. Fifteen and 1/10th years
aftér their sale in early October 1987 brings us to November 2002,

18 If the 1990 adopted SoCalGas nét-to-gross multlpller were to
remain unchanged for thée duration of the amortization perlod the
gross-up on the $24,190,000 would total $17,116,191 ovér the years.
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estimated thé valué of thése investment opportunitieés to SoCalGas,
based on theé assumption that SoCalGas could earn its curréntly
authorized rate of réturn on thé money available for investmeént.
In making this estimate wé have also used SoCalGas’s curréntly
authorized ratée of return, net of tax, to discount the value of
future incomé to a date in early Décember 1990, (This discounting
réefléects the fact that it is moré valuable to receive a dollar
today than a year from nowi this would be trué even if there weére
no inflation.) On this basis, we have estimated that the net of
tax value to SoCalGas, as of eéarly Decémber 1990, of thé above
investment opportunities totals approximately $20.5 million,1?

E. Other Matters

Latée in the seven-day hearing process, San Diego, a
participating inteérésted party to the proceéeding, moved to argue
the matter orally béfore the Commissionérs én banc aftér thée ALJ’s
proposed decision was issued, and béfore the Commission decides the
matter. In reésponsé, SoCalGas joined in the request. The ALJ took
the motion undér submission without making a ruling.

The application in this matter was filed July 28, 1987.
An interim ex parte decision, D.87-09-076 was issued September 27,
1987, modified by D.88-03-075 issued March 23, 1988. In accordance
with the latter’s requirements on April 7, 1988 SocCalGas filed its
amendment launching Phase II of this proceeding. Sevéen days of

19 Using the same discount factor, and SoCalGas’s curréntly
authorized net-to-gross multiplier, wé have also estimated the
present value of applying the principal amount of thé gain to
offset SoCalGas’s cost of service. On this basis, theé value, as of
early Decémbér 1990, of using theé principal amount of the gain,
togethér with the gross-up on that sum, to offsét héadquarters
revenue requiréments over the coursé of the amortization péried
totals approximately $23 million. In addition, ratepayérs will
directly benefit from today’s order refunding the amount in the
ménorandum account éstablished by D.87-09-075.
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hearings began on January 9, 1989, resulting in 975 pages of
transoript and 24 exhibits. The parties havé had ampleé opportunity
to présent thelr arguments. Accordingly the motion, and any other
motions that may not have been ruled upon, are denied.

F. Comments
SoCalGas, DRA, PG&E and Pacific Bell submittéd comments

on the proposed decision. We have made substantial changes to the
proposed decision in response to these comménts. These changes
appear in the text of the decision and will not be repeated hére.

Findings of Fact

1. Between 1923 and 1971 SoCalGas purchased land parcels
which by 1987 comprised the major portion of the downtown Los
Angeles city block bounded by Flower and Hope, 8th and 9th Streets.
In 1924 SoCalGas constructed a corporate headquarters building on
the first parcel, followed in 1941, 1953, and 1960 by three
additional interconnected office structurés on other parcels. In
1979 SocalGas built a parking and vehicle service facility. Over a
number of years Pacific acquired the balance of thé block.

2. The original cost of the SoCalGas land parceéls totaled
$1,895,000. The undépreciated cost of the headquarters buildings is
$15,025,000. Ovér thée years, though the end of 1987, SoCal has
realized, after-taxes, about $32,000,000 from its investment in the
Flower Stréet headquarters.

3. Although constructed in compliance with building codes
applicable at the time of construction, the buildings when sold in
1987 could not meet disabled access, fire and safety (including
asbestos removal), and earthquake resistance requireménts then
applicable to new construction.

4. By the 1980s, the buildings lacked efficient layout and
space utilization now attainable in new construction. Also, they
were inadequate to accommodate all headquarters functions and
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staff, forcing dispérsal of somé personnel and functions to léased
facilities elsewheré with attendant loss of communications and
efficiency and higher costs.

5. Beginning in 1983, capital and maintenance costs for the
aging buildings began to éscalateé, largely because of dﬁplicative
eléevator, heating and cooling, and meéchanical systens.

6. By the second half of the 1980’s, it was estimateéed that
for continued use into thé next sévéral decades, major rénovation
would bé required, at a cost eéestimated to edceed $80,000,000. Work
would include selsmic strengthening} asbestos reémoval}
firéeproofing! rénovation and replacement of élevators¢ and
replacémént of present toilet and plumbing facilities, méchanical
cooling and heating systems, roofing, and all sécondary eéléctrical
distribution. Such major renovation would have involved interim
rélocation of opeérations.

7. Even if these renovations were made, the utility would
still end up with modernized old buildings with poor column

spacing, excessive stairways and corridors, inadequatée ceiling
heights, and not enough room for all of SoCalGas’s heéadquarters

functions.
8. SoCalGas retained outside real estate consultants who

concludéd that despite a high degree of maintenance, the aging
buildings réeflected a great deal of both technological and
functional obsolescence derived from the piécemeal additions anad
alterations over the years. SoCalGas’s outside consultants
compared renovation of the existing buildings with complete
redevelopment of the site, as contrastéd with moving to éither
utility-owned or leased facilities elsewhere. SoCalGas'’s

" consultants concluded that rélocation to a newly constructed modern
downtown office structure, where présently requiréd and éxpansion
space could bé leased at relatively favorable terms, would be
SoCalGas’s best option, with SoCalGas and Pacific going separate

paths.
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9. Late in 1986 SoCalGas management reached the decision
that SoCalGas and Pacific should no longer sharé headquarters
officés; that rémaining for theé future in the Flower Street
facilities, or at that site, would no longer be economically
justifiable either through renovation or redevelopmént of that
property: that the utility should remain downtownj and that it was
timely and would be economically beneficial for it to mové to new,
modern, and efficient downtown office space to be especially
designed to meet the utility’s needs.,

16. In Décember 1986 SoCalGas signed a letter of intent to
leas¢ space at Grand Place with occupancy expected to begin about
nid-1990.

11. SocalGas’s decision to move from Flower Street was
reasonable because of thé physical, functional, and technological
obsolescénce of the aging buildings and the unsatisfactory
alternatives involved in remaining theré. By 1986 thé buildings
were no longer suitable for long term-use by SoCalGas.

12. Real estate consultants advised SoCalGas and Pacific that
the Flower Street property would bring thé best price if sold as an
entire block parcel, rather than piecemeal. It was réasonable for
SocalGas to sell its property packaged in association with the
Pacific property.

13. SoCalGas and Pacific decided to sell Flower Street
immediately because of the strong Los Angelés market then
available, Japanesé interest in the property influenced by the
relative value of the dollar to the yen, and the potential for

development restrictions in subsequent years.
14. The most economic and practical resolution of the time

.bridging problém pending occupancy in Grand Place was.a leaseback
provision for an interim period to be inciuded in any immediate
sale agreement. Such a léaseback avoids costly disruptions of
interim, short term moves during the périod bétween SoCalGas’s
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favorable sales opportunity and its projécted occupancy of its new
Grand Placé headquarters, )

15, SoCalGas’s offer to sell thé Floweér stréet property was
conditioned on the availability of a leaseback. Thus thé Flower
Street property would continue to be useful in utility service
during thé leaseback period.

16, By A.87-07-041 SoCalGas sought prior Commission
authorization for a sale,

17, Aware that delay could afféct the sales price or hamper a
sale in the fast-paced Los Angeles real estate market, thé
Comnission, in intérim D.87-09-076, authorized SoCalGas to sell the
Flower Street propérty. The utility would be requiréd in a
Phase IX proceeding to démonstrate the réasonableéeness and cost-
effectiveness of any sale and léaseback as well as of thé leasing
of the new headquartérs facility. Disposition of any capital gain
was reserved for the same Phase II proceeding. SoCalGas was
ordereéd to maintain meémorandum accounts to track the headquarters
ownership-cost revenues collected and thé actual costs incurred,
with excessés subjéct to refunding, or SocCalGas at risk for
undercolléctions. )

18. SoCalGas and Pacific accepted Shuwa’s offer of
$76,680,000 for the Flower Street propérty, which also includéd a
leaseback provision which allows SoCalGas to usé thé property for
up to five years at a monthly cost of $319,083, with holdover
provisions, and makes the sellers responsible for démolishing and
removing the buildings at end of the 1éaséback. Thé leaseback also
requires SoCalGas to pay operation and maintenance éxpenses and
taxes associated with thé Flower Street property. Shuwa’s offer
proﬁidéd the béest cash price for the property, theé lowest cost for
a four-year leaseback, the most flexiblé holdover teérms, and
reasonable provisions for removal of the buildings at end of the
leaseback. Escrow was closed on Octobeéer 7, 1987.
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19. Theé leaseback teérms for the Flower Stréet property are
cost-effective, and réasonable, and for 1987 and 1988 the
appropriate costs associated with the léaseback are less than the
revenue previously authorized the utility for those years.

20. While soCalGas has acted réasonably and prudently with
regard to its leaseback of Flower Streéet to daté, the terms of the
léaseback béecome less attractiveé over timé and the reasonableéness
of SoCalGas’s actions in eventually vacating Flower Street aré not
prejudged.

21. Acceptance of Shuwa’s offer came after the sellers
considered their respeéctive space needs and intérim requirements,
optimal timing of the sale, éstimation of the propérty’s market
valueé, different ways to package the salé, and other relévant
factors. The sellers also conducted a broad solicitation of
poténtial buyers. Theése weré commércially reasonablé procedureés
for offering and concluding the sale.

22. It was reasonablé for SoCalGas to séll its Flower Stréet
headquarters in 1987. The terms of the sale, including the sales
price of $76,680,000, weré reéasonable.

23. SoCalGas and Pacific divided the salés priceé, baséd on
their respective square footage of the sité, giving SoCalGas a
$63,816,566 share of the gross procéeds. Because no party objected
to this division of the procéeds and because there is no way at
this time to precisely apportion thé 1987 market valué between
buildings and land, we will approve this allocation of the proceeds
betwéen SoCalGas and Pacific,

24. Rateépayers should not bé required to pay léaseback costs

and a return and depreciation at thé sameé time.

25. For thé period of the léaséback, SoCalGas should be
allowed to récover in rates its actual, reasonable leaséback costs,
including lease payménts, operation and maintenance éxpense, and ad
valorem taxés, but less any rental incomé derived. The rates
authorized by D.20-01-016 (SoCalGas’s 1990 test year rate
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casé decision) calculatéd SoCalGas’s révenue requirément for 1990
and thereéafter using the leaseéeback costs for the Flowér Streét
headquarters, rather than ownership costs, To the extent that
rates authorized previously provide revenue in excess of actual,
reasonable leaseback costs, the éxcess should be réfunded as
provided in this opinion.

26. For 1987 and 1988, subject to adjustment for actual
figures for the last three months of 1988, SoCalGas overcollected
$640,000 in revénues for héadquarters expénsés. It appears that
thére was also an overcolléction for 1989,

27. SoCalGas spent or comnmitted the following sums during its
saleée of its Flower Stréeet headquarters!: 1) $1,286,000 sales
commission: 2) $3,0000,000 for feasibility studies; and
3) $2,200,000 magimunm commitment for future démolition of
buildings. These costs total $6,486,000.

28. The costs to demolish and remove the old buildings are a
cost of thé sale, and should be offset against the sale proceéds to
SoCalGas, if actually incurred.

29, Both SoCalGas and Shuwa treated the salée of the Flower
Street property and its buildings as a unified transaction.

Becausé thé partially dépreciated buildings on the propéerty had,
and continue to have, value to both SoCalGas and Shuwa, the value
of the Flower Street property at the time of the sale was not
entirely in the land.

30. since all bids received by SoCalGas réflected the
leaseback provision required by SoCalGas, there is no way to
measure precisely the value of the buildings alone or the land
alone on the open market. Any attempt at such quantification would
at this late date be highly spéculativé and unrealistic.

31. The sale of the Flower Streét héadquarters was a
consolidated sale of both land and buildings. There is no basis or
compelling rationale for allocating the gain bétween land and
buildings. The undépreciated cost of the buildings should be
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subtracted from the gross proceeds of the consolidated sale in
determining the gain on sale. ’

42. We adopt DRA’s tax calculation for the gain on sale of
the Flower Street headquarters as reasonable.

33. 1In order to determine thé extent of the gain SoCalGas
received on the sale of its Flower Street headquarters, it is
nécessary to subtract from SoCalGas’s 463,817,000 sharé of the
gross proceeds the $1,895,000 original cost of the headquarters
land and the $15,025,000 undepreciated cost of the headquarters
puildings. SocalGas’s $6,486,000 costs of the sale must be
subtracted from the $46,897,000 in remaining procéeds to arrive at
a taxable gain of $40,411,000. Finally, the capital gains tax of
416,220,000 (40.138%) on this 440,411,000 must be subtracted from
these remaining proceeds to arrive at a net gain on sale after
taxes of $24,190,000.

34. Following a petition by SoCalGas for modification,
Ordering Paragraph 4 of D.87-09-076 was modified by Interinm
D.88-03-075 issued March 23, 1988 to provide:

SotalGas must justify in a future genéral rate
case proceeding the cost of its new

headquarters facility before the Commission
will allow the costs for this facility to be
recovered through rates.

35. Left undisturbed was the provision in Interim
D.87-09-075's Ordering Paragraph 2 that the gain on sale issue be
considered in these Phase II proceedings of A.87-07-041.

36. 1In accord with the requirements sét forth in Interim
D.87-09-076 and Interim D.88-03-075, SoCalGas on April 7, 1988
filed its timely amendmént to A.87-07-041 addressing its proposed
ratemaking and capital gain treatmeént resulting from the sale of
its Flower Streeét property and leaseback.

37. The source of capital for a utility’s investment in land
nécessary or useful in providing utility service might bé a
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significant factor in determining eventual disposition of gain or
loss on salé of that land whén no longér neéecessary or useful, if
the contributors of that capital had assumed the géneral financial
risks associated with such inveéstment in land. This is not the
case here, where our regulatory environment insulates utilities
from most market risks.

38. While the Flower Street headquarters was in rate base,
ratepayers paid all opération and maintenance eéxpenses,
depreciation, and taxes associatéd with the headquarters property.
They also provided SoCalGas with a fair return on the capital it
invested in the headquarters. In addition, ratepayérs bore the
risk that the headquarters buildings would be prematurely retired
and that they would nonétheless be required to pay depreciation and
a return on the buildings until they were fully depreciated.

39. With respect to this propérty, SoCalGas boré only the
ninimal risk that the value of the land component of the
headquarters propérty would decreaseé in value between the date it
was placed in rate base and the date it was sold; and if the land
had indeed ”depréciated” in valué, SoCalGas could have reguested
the Commission to fashion a make-whole adjustment to benefit
ScCalGas’s shareholdérs.

40. Since ratépayérs bore most of the risk associated with
the Flower Stréet headquarters it is appropriate to use a portion
of the benefits, résulting from the appréciation in the market
value of the headquarters that occurred between the date it was
placed in rate base and the date it was sold, to offset continuing
headquarters costs.

41, It is a reasonable incéntive, where a utility’s principal
headquarters should be sold for réasons of sound utility planning
and where the real estate market is volatile, to provide
shareholders with a share of the benefits realized from the sale to
encourage management to maximize the sales price for the benefit of

ratepayers and sharéholders.
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42, It is a reasonable incentive, wheré a utility’s prinocipal
headquartérs posés health and safety risks and is no longer
suitable for long-térm usé and should be so0ld, to provide
shareholders with a share of the benefits realized from the sale to
encouragé managément to seek a more suitable new headquarters,

43. Such incentives are not appropriate unless the principal
headquarters should be disposed of for reasons of sound utility
planning. Otherwise, there would be a perversé incentive to
réeplace dépreciatéd assets, or assets with a low historical cost,
with more expénsive, neéewly-purchaséd assets, imposing higher costs
on ratepayers without corresponding acconpanying benefits.

44, By allocating a portion of the beénefits from the gain on
sale to Socalcas's-shareholders, we also compénsate theam for the
risks théy borée in connéction with the old headquarters property,
in the event that our preésént ratemaking systém has not already
fully compensatéd them for those risks, including the risk that the
land componént of thé headquarters would decline in value beéetween
the daté it was placed in rate base and the date it was sold.

45. The $24,190,000 principal amount of the gain realized on
the utility’s sale of thé Flower Street headquarters should beé
applied to offset SoCalGas’s headquarters costs over an ll-yéar 11-
month amortization period, beginning in December 1990 and running
until November 2002.

46. This amortization period is based on the remaining book
life of thé Flower Street buildings. When SoCalGas sold its Flower
Streét headquarters and set up the memorandum account to track the
difference between the ownership and leaseback costs for Flower
Street, it effectively stopped earning depreciation on the Flower
Street buildings. SoCalGas’s 1987 depreciation study had -
recognized an average rémaining sérvice life of 15.1 years for the
account covéring the Flowér Street buildings. HNovembér 2002 is
approximately 15.1 years after the date of sale.
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47. The $24,190,000 used to offset SoCalGas’s cost of sérvice
will reducé SoCalGas’s taxable income and therefore its ratemaking
tax liability ana will also impact SocCalGas’s franchise fee expense
and uncollectibles. The tax and other impacts can be passed
through to ratep&yers by multiplying the principal amount to be
offset each year by SoCalGas’s then current net-to-gross nultiplier
to determine the amount by which to reduce the utility’s annual
revenue requirement.

48. Requiring SocCalGas to use the principal amount of the
gain on sale (and accompanying gross-up) to offset its headquarters
revenue requiremént oveér an 1ll-year 11-month amortization period
will reduce SocCalGas’s revénues by approximately 1/4 of 1 per cent
of its current annual revenue requirement éach year during the
amortization period. If the principal amount of the gain were
instead amortized to benefit shareholders, SoCalGas'’s rate of
return would increase by approximately 8 basis points each year
during the amortization period.

49. Shareholdéers should be allowed to retain the benefit of
all opportunity income earned on the principal amount of the gain
from the date of sale until the the beginning of the amortization
period, and on the unanortized balance until the principal is fully

amortized.

Conclusions of Law

1. PU Code § 851 requires that a utility obtain prior
authorization from this Commission before selling any of its
property which has been dedicated to public use so long as that
property remains necessary or useful.

2. A wide variety of ratemaking approaches are .
constitutionally permissible, so long as they provide the utility
and its shareholders with a fair return on the utility’s overall
capital investmént and do not jeopardize the financial inteégrity of
the utility. Rates which enable a utility to operate successfully,
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to attract capital, and to compénsate its investors for thé risks
assumed cannot be condemned as a constitutionally invalid taking of
property.

3. Constitutionally required compensation for the public’s
use of utility property may beée based on original investment cost
rather than on changing current market valués. The Constitution
does not réquireée that the appréciation in value of rateé base
property be given to shareholders: it can be used to offset the
cost of ongoing utility service.

4. Our system of original cost ratemaking représents a
careful balancing of interests and is not weéighted unfairly toward
either ratepayers or shareholders.

5. 9he Uniform System of Accounts is a bookkééping systen,
and is not binding on the Connission for ratemaking purposes.

6. The Commission’s decisions over many years do not support
a ratemaking distinction between gains on sale of depreciable and
nondepreciable property. The basic relationship between the
utility and its ratepayers is the same for depreciable and
nondépreciablé assets. It matters little that in oné case
investors are repaid over time through depreciation and in the
other out of the gross proceeds of salé. Nor is theré any
significant distinction, for purposes of allocating gain, between
land carried as plant held for future use and other rateée-base land.

7. The Commission’s decisions have frequently used theée gain
on sale of headquarters facilities to offset the cost of
replacement facilities.

8. Consistent with prior Commission precedent, the
$24,190,000 principal amount of the gain realized on thé utility’s
salé of the Flower Street héadquarters should behapplied to offset
SoCalGas’s headquarters costs over an ll-year 1ll-nonth amortization
period. Allocation of this sum to offsét utility costs is
equitable because while the Flower Stréet headquarters was in rate
basé ratepayers paid all operations and maintenance expénses,
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depreciation, and taxes assoclated with the headquarters property,
provided soCalGas with a fair return on thé capital it investea in
the headquarters, and bore the risk that the héadquarters buildings
would be prematurely retired and that they would nonétheless be

. required to pay depreciation and a réeturn on the buildings until
they weére fully depreciated.

9. The tax bénefits that result from using the $24,190,000
principal amount of the gain to offset costs of service, and the
franchisé feé expense reductions and uncolléctibles adjustments
that will also result, should be passéd through to ratepayers,
consistent with our standard practice.

10. SoCalGas should retain the income it has éarned on the
Flower Street headquarters sales proceeds so far and any future
income it earns on the unamortized portion of the $24,190,000 gain
during the amortization period. Allocation of these benefits to
SoCalGas will serve as a reasonable incéntive for the utility to
maximizé the proceeds from selling its principal headquarters, thus
benefiting both ratepayers and shareholders, and to seeX a moré
suitablé headquarters, where its old headquarteérs poses health and
safety risks and is no longer suitable for long-term use.
Allocation of these benefits to SoCalGas’s shareholdeérs will also
compensate them for the risks they bore in connection with the old
headquarters property, in the event that our present ratemaking
system has not already fully compensated them for thosé risks,
including the risk that the land component of the headquarters
would decline in value between the date it was placed in rate base
and the date it was sold.

11. Our prior precedents have frequently appliéd gains on
sale of utility assets to offset the costs of continuing utility
service. Case-specific circumstances present heré make it
reasonable to share the benefits of the gain on sale of the Flower
Street headquarters as provided in this decision.
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12. The benefit sharing policieés enunciated herein are
intended to apply only to the sale of a utility’s principal,
corporate headquarters.

13. Theé issue of how to allocate the benefits of the gain-on-
sale of a utility headgquarters is best approached on a case by case
basis, consistent with prior rulings of thé Commission when similar
factual circumstances exist, so that the Commission can consider
the specific facts and circumstances of each case.

14. In the future, the Commission should consolidate its
review of the réasonableness of thé sale of a utility asset, such
as a utility’s headquarters, with its determination of the
reasonable level of expénses for its replacement. In this
instance, issues associateéd with SoCalGas’s replacement
headquarters should be addressed in A.88-12-047.

15. Requiring SoCalGas to use the principal amount of the
gain on sale {and accompanying gross-up) to offset its headquarters
revenue requireéement over an li-~year 1l-month amortization period
will reducée SoCalGas’s revenues by approximately 1/4 of 1 per cent
of its current annual revenue requirement each year during theé
amortization period. If the principal amount of the gain were
instead amortized to benefit shareholders, SoCalGas’s rate of
return would increasé by approximately 8 basis points ¢ach year
during the amortization period. The allocation of this amount of
gain to offset headquarters costs over thé course of the
amortization period, while allowing shareholddrs to keep the
opportunity income until amortization is complete, will not cause
SoCalGas’s rates to be so unjust as to be confiscatory, and will
not prevent SoCalGas from operating successfully, reduce SoCalGas'’s
ability to attract capital, jeopardize SocalGas’s financial
integrity, prevent SoCalGas from compénsating investors for risks
taken, or ”destroy the value of the property for all the purposes
for which it was acquired”, and thus does not deprive the owners of

property without due process of law.

- Rev. 78 -
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16, SoCalGas 1s holding over temporarily on a leaseback after
its sale of theé property., It would be inequitableé for thé utility
during this leaseback period to réceivée from ratepayers
depreciation, a return on the undépréciated cost of these
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improvements, or allowancés for income taxes relatéd to them,
SoCalGas is entitled to actual leaseback costs,

17. SoCalGas’s réasonable and appropriate costs associated
with the leaseback weré less for 1987 and 1988 than the
headquarters révenue previously authorized, so pursuant to
provisions of D.87-09-076 SoCalGas should refund thé ovércollection
for those two years, and any overcolléction for 1989 as well.

18. SoCalGas should promptly filé a report with the
commission concerning all demolition-related costs. If SoCalGas
does not have to pay the full $2,200,000 committed for future
demolition of the buildings, the Commission should provide a
ratemaking treatment for thé unexpended amount that is consistent
with the ratemaking treatment of the gain on sale in this decision.

ORDER

IT IS ORDERED that:

1. SoCalGas shall recover fron its sharé of the gross
proceéds of the headquarters sale its costs of sale, i.e., 1) the
$3,000,000 it spent on feasibility studies; 2) the $1,286,000 it
paid in sales commissions: and 3) the $2,200,000 it is obligated to
pay for the future demolition of the Flower Street headquarters
buildings - (but only if those démolition costs are actually
incurred). SoCalGas shall also recover the $15,025,000
undepreciated balance of the costs of thése buildings and
capitalized improvements and the $1,895, 000 original cost of the
headquarters land from its share of the gross proceéeéds.

2. Within fifteén months of the termination of the Flower
Street headquarters leaseback, SoCalGas shall réport to the
Commission all demolition costs, any salvage value, and any
offsetting reimbursements, under its demolition agreement with
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Shuwa. If the net of cash outlays by SoCalGas, any salvage
benefits to SoCalGas, and any othér offsétting reimburséments to
SoCalGas are léss than the $2,200,000 assured in calculating the
gain on sale of the headquarters building, the Commission will
provide a ratemaking treatment for the difference consistent with
this decision.

3. The meéemorandum account established by D.90-01-016 to
track the costs assocliated with retaining the Flower Street
headquarters in rate base after its salée shall bé discontinued.

4, SoCalGas shall amortizeé, as an offset against its cost of
service, the $24,190,000 capital gain realized fronm the Flower
Stréeet heéadquarters salé over a period of eleven years and elevén
months from Décembér }, 1990. The amortization amounts shall be
grossed up in calculating theée révenue réquirement. SoCalGas shall
reduce its annual reveénué requirement by $3,466,254 starting
December 1, 1990, and this reduction shall stay in effect for 11
years and 11 months. Any impact due to changes in the gross-up
factor during this period shall be reflected in General Rate Case
proceedings.

5. SoCalGas shall retain the income it has earned and will
éarn on thé net sale proceeds from the date of sale until the
beginning of theé amortization périod and on the unamortized balance
until the end of the amortization period.

6. SoCalGas shall continue to récover through rates its
reasonable leéase costs and reasonable and appropriate maintenance
costs incurread by the utility during the actual leaseback period at
Flowér Street, as authorized by D.90-01-016.

7. SoCalGas shall refund the overcollection in the
memorandum account réquiréd by D.87-09-076, consistent with the
discussion, accompanying Table I, Findings of Fact, and Conclusions
of Law in this decision. The precisé amount and method of
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refunding this sum to ratépayers shall be determined in the next
phase of A.88-12-047. Interest shall accrue at the thréé-month
commeércial paper rate.
8. The Phasé II proceeding of A.87-07-041 as orderéd by
D.87-09-076 and D.88-03-075 is closed
This order is eéffective today.
pated November 9, 1990, at San Francisco, California.

G. MITCHELL WILK
Président
FREDERICK R. DUDA
JOHN B. OHANIAN
PATRICIA M. ECKERT
Ccommissioners

Commissioner Stanley W. Hulgtt,
being necessarily absent, did
not participate.

END OF ATTACHMENT 1
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COMMISSIONER FREDERICK R. DUDA, Concurringi

I an very pleased with today’s decision regarding the
disposition of the gain on the sale of SoCalGas’ Flower Street

headguarters.
The decision appropriately balances the interests of both

ratepayers and shareholders.

Ratepayers rightfully benefit because they bore most of
the risk associated with the Flower Street headguarters. As the
decision notes, ratepayers paid all operations and maintenance
expensés, depreciation, and taxes associated with the headquarters
property while it was in rate base, provided a fair return on the
capital invested in the headquarters, and bore the risk the
headquarters would be prematurely retired and that they would
nonetheless have to pay depreciation and a return on the buildings
until they were fully depreciated.

And while shareholders bore only the minimal risk that
that value of the land conmponent of the headquarters property would
decrease in value between the date it was purchased and the date it
was sold. It is appropriate to provide the utility with an
incentive to find a suitable replacement for its principal
headquarters which pose a health and safety risk for utility
employees and to maximize the salés price of that headquarters in a
time of real estate market uncertainty.

I believe that, in addition to resolving the specific
issues arising from SoCalGas’ headquarters sale, this decision,
provides guidance for the disposition of future gains on the sale
of utility property.

Once again, I am very happy to concur in today’s decision.

Y

4 ¢

Frederick R. Duda, Commissioner

November 9, 1990
San Francisco, California
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Compissioner John B. oOhanian, Concurring

I strongly concur with this decision’s emphasis on our
traditional concept of risk and reward as a starting point for
the allocation of the gains associated with the sale of SoCalGas’

headquarters building.

The traditional concept for equitably sharing risk and reward is
the cornerstone upon which our system of utility regulation is
founded. Our approach has been to ensure that utility decisions
to build or sell assets are based on public need -- not on the
maximization of profits for the utility. In return, the utility
is assured récovery of reasonable operating expenses, recovery of
capital prudently invested to provide public service, and a fair
opportunity to earn a réasonable return. Ratepayers thus have an
equitable interest in the gain from the sale of rate basé
property because of their bearing the associated costs and risks}
and because in so doing they insulate utility investors from most
of the risks and expenses associated with property ownership.

This traditional system of equitably sharing risk and reward has
served us well for many years. It has resulted in rates that are
just and reasonable, for shareholders and ratepayers alike. It
has brought a level of utility service that is perhaps unequalled
anywhere in the world. I see no reason to deviate in the case
before us fron this sound state of regulation.

Today’s decision makes it abundantly clear that there is ample
precedent for this risk/reward analysis and the resultant
allocation of gain or loss from the sale of rate base property.
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I will not repeat here the precedent cited in the decision. I do
wish to make clear, however, that as a mitter of policy I believe
that the Commission should adhere to a pattern of stable and

predictable ratenaking.

Tanpering with our traditional pattern of ratemaking could have
undesirable consequences. Re-allocation of risk and reward could
create uncertainty in the minds of investors that would raise the
cost of capital, and ultimately the cost of utility service.
Moreover, absent a stable regulatory environment, utilities could
be reluctant to engage in serious long-term planning, or to
comnit the large amounts of capital necessary to ensure the
continuation of high-quality utility services.

Furthermore, were we to switch back and forth anong methodologieés

for allocating risk and reward, we would not only jeopardize
continued high-quality utility service, but confront serious
legal questions. We must be mindful of our legal duty to
shareholders to provide a return sufficient to maintain the
financial integrity of the company, which includes the ability to
service debt and to pay conmon dividends. By relying on our
well-established framework for sharing risk and reward, today’s
decision fulfills our obligation to shareholders.

I also support today’s decision because it provides the correct
signals for the parties involved to take action that is most
econonically efficient and beneficial to the continued provision
of safe, reliable, and universally available utility service.
Included among the signals we send through this decision is the
incentive for utilities to maximize the value of ratebasé assets
for the benefit of high-gquality utility service. SoCalGas
clearly maximized the value of its Flower Street headquarters for
the benefit of its ratepayers, first by staying in its
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headquarters for as long as it did, thereby helping to keep rates
low; and when the building was worn and obsolete, by selling the
headquarters at terms that were clearly favorable. Such
exenplary behavior should be rewarded if we are to expect more of
the same in the future.

In sun, by this decision we reaffirm our commitment to the
nhenefit following burden” test of allocating gains from the sale
of ratebase property. That is why I support today’s decision. I
an not against the Commission reconsidering the framework by
which it allocates risk and reward, as long as we maintain an
appropriate and fair balance between the two. We did this in our
recent decision establishing a new regulatory framework for
Pacific Bell and General Teélephone Company of California! and we
will be closely examining the appropriatée allocation of risk and
reward in our gas industry OII and the upcoming OII for the
electric utilities. But until the results of our investigations
are conplete, I prefer to stick with our current tried and true
systen of sharing risk and reward for California's energy

o o

John B. chanian, Commls

utilities.

November 7, 1990
San Francisco, california




