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OPINION 

summarY Of Decision 

We have concluded that Southern California Water 
Company/s (SOCalWater) decision to sell its Sixth Street 
headquarters was reasonable as were the terms of that sale and 
the interim leaseback pending its move to its new headquarters in 
San Di~4s. We also find that the costs of cOnstruction of the 
new headquarters and other facilities in San Dimas to have been 
reasonable. 

The primary cOntestable issue in this case deals with 
the allocation Of the gain-on-sale of the old headquarters 
between ratepayers and shareholders. In this decision we rely On 
the theory of the -enduring enterprise- as the principle by which 
we will examine gain-on-saies for cases with this fact situation. 
Given the principle as affirmed in this decision, the gain~on-' 
sale r'emains in the enterprise to be used as a credit agaiilstnet4 
and/or existing rate base. Our decision today is consistent in 
principle with a'line of cases, cOI1'lTlOnly referred to as the 
Redding cases as described in Decision (D.) 89-01-016, 32 Cal. 
P.U.C.2d 233. 

Finally, with respect to the revenue requirement 
deficiency arising from (1) the undercollection of revenues 
associated with the lease back of the Old General Office and (2) 
the undercollection of revenues due to the differ'ence in costs 
between the Ofd General Office and the New General Office; we 
will not allow recovery of these dollars because of retroactive 
ratemaking considerations~ 
Background 

On December 1, 1988, SoCalWater filed Application 
(A.) 88-12-020 seeking authority, under Public utilities Code 

§ 851, to sell and lease back for a limited time its headquarters 
property (Old General Office) at 3625 Sixth Street in Los 
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Angeles, California. SoCalWater planned t6construct a new 
headquarters facilitY'in San Dimas, California. 

On April 26, 1989, we issued Interim Decisiori (D.) 89-
04-079 authorizing SOCalWater to seil and lease back its old 
General Office. Our decision directed SoCalWater to maintain 
memorandum accounts to track the o~~ership cost reVenues 
Collected and actual lease back costs incurred, with excesses 
subject to refunding. The consequence was to place SoCalWater at 
risk for undercollections l

• That decision also provided for a 
second phase of the proceeding to consider the reaSonableness of 
the sale, all ratemaking consequences flowing from the sale, 
leaseback, and associated activities, including the treatment of 
gain-cn-sale. Finally, we ordered SoCalWater to file a Phase II 
supplemental application to demonstrate the reasonableness of the 
sale and cost-effectiveness of the leaseback. soCalWater -filed 
the phase II application on December 12, 1990. 

SoCalWater sold its old General Office in May 1989 and 
leased it back until its move in May 1990 to the recently_ 
construct~d new headquatters building (New Oeneral Office) 1n San 
Dimas. Along with the construction of its New General Office, 
SoCalWater also constructed a new production facility and a 
warehouse on the same parcel of land in san Dimas. The 

construction costs of the New General Office and other facilities 
are as follows: 

New General Office 

Production Facility & Warehouse 
$3,165,544 

$ 616,305 

1 This mechanism was put into place so that socalWater did not have 
an incentive to increase the sales price and the amount of gain it was 
requesting while simultaneously increasing leaseback costs ~hat 
ratepayers might be required to pay. Without this protection the 
incentive existed to manipulate the leaseback costs and sales price to 
benefit shareholders at ratepayer expense without actually changing the 
total net amount the buyers of the Old Office Building would ultimately 
have to pay. 
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UncOntested'ISBUeS 

We' begin with a number of" n6ncontrov.ersia'1 issue,S , 
niised by the parties in this phase of the prOceeding, including: 
(1) the reasonableness of SoCalWateris decision to move its ' 

headquarters; (2) the reasonableness of the terms of the sale and 
leasebackot the Old General office; (3) the reasonableness of 
the costs assooiated with the constructionoi the New General 
Office and6thei facilities, and (4) the amount of the'net gain~ 
on-sale for the Old General Office. On e~ch of the issues there 
was no disagreement between the Division of RatepaYer Advocates 
(ORA) and $oCalwater. After reviewing the record we concur with 
the parties and conclude that: (1) SocalWater's decision to move 
its headquarters was reasonable, (2) the terms of the sale and 
leaseback,of the Old General Office were reasonable; (3) the 
costs associated with the construction of the New General Office 
and other facilities were reasonable, and (4) that th~ pretax 
gain-on'-sale of the Old General Offic¢ wa~ $l,983,4()O and the 'net 
after tax gain-on-sale was $1,187,303. Table 1 shows t,he' 
calculations for gain-on-sale. 

Table 1 
Gain-on-sale calculations for 

The Old General Office 

Gross salt!s = $3,100,000 

less: 

Corrrnission 
Studies 
Cost of Land 
Undepreclated Cost of 

Building 
Closing Costs 

Total Deductions 

160,000 
8,500 

262,000 

653,100 
33,000 

Gain~on-Sale 1,983,400 
Tax on Gain @: 40.13S% 196,091 

Net Gain After Tax $1,187,303 
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COntested Issues 
. . 

RevenuoRequirement Deficiency 
ORA and SOCalWater agree that SoCalWater is entitled to 

an adjustment in its reVenue requirement to account for the 
reVenue deficiency. However, because of a difference in opinion 
on how the gain-6n~sale should be treated, bRA disagrees with 
SoCalWater's calculation of the revenue deficiency. 
Discussion 

The revenue requirement deficiency in question is made 
up of two components. The first is the amount associated wIth 
the memorandum account SoCaiWater was ordered to maintain by 
decision, D.89-04-079, 31 Cal. P.U.C. 2d 533. As noted, we 
ordered the utility to track theo~mership cost reVenues 
collected and the actual costs incurred with regard to the 
leaseback. In compliance, SoCalWater provided the following 
table showing undercollections of $94,875 that were booked to 
this account for the years 1989 and 199a. 

Ordering Paragraph 3 in D.89-04-079 clearly states that 
with respect to the difference in ownership cost reVenUes 
collected and the actual costs incurred, ·SoCalWater shail 

·rnaintain memorandum accounts .•• with excesses subject to 
refunding, or SoCalWater at risk for undercollections.·(Emphasis 
added.) GiVen the Commission's clearly stated intention of 
placing the utility at risk for any undercollections, we will not 
allow the $94,815 undercollection in this account to be passed 
through in rates. SoCalWater should make the necessary account
ing adjustments to close out this account. 
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2 

3 

4 

5 

Southern Califon'lia Water Company 
Memorandum·Accourit 

Lease Period costs: 1 

Lea s e payment 

Ad Valorem 

Total Cost 

ReVenue Authorized in 
Rates) 

Under (Over) Collection 

1989 

178,540 

8,149 

186,689 

125,611 

1990 

117,698 

5,851 

123,549 

89,752 

33,797 

Total 

296,239 

14,000 

31(),238 

215,363 

94d'J75 

The second compOnent of the revenue deficiency is the 
dollars associated with the ownership cost differential between 
the New General Office and the Old General Office. Beginning 
with its occupation of the New General Office and other 
production and warehouse facilities in May 1990, SoCalWater began 
incurring ownership costs associated wi.th these facilities. 
HO· .... ever I until the effective date of. this decision, SOCaHlater 
continued to collect, in Commission authorized rates, the 
revenues associated with ownership of the Old General Office. 
This delay in inclusion in rate base of the New General office 
and other facilities has resulted in an undercollection or 
revenue deficiency for SoCalWater. 

It is a well established tenet of the commission that 
ratemaking is done On a prospectiVe basis. The Commission's 
practice is not to authorize increased utility rates to account 
for previously incurred expenses, unless, before the utility 
incurs those expenses, the Commission has authorized the utility 
to bOok those expenses into a merr~randum or balancing account for 
possible future recovery in rates. This practice is consistent 
with the rule against retroactive ratemaking. This impacts not 

2 

ahead. 
Lease period: May 1989 - Hay 1990; payments are made One rr~nth 

) Revenues include: Return on (land, General Office net plant), 
depreciation, and ad valorem. 
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only rate recoveryf6r operational expenses, but also rate 
recoVelY for ownership c6sts, such as depreciation expenSe and 
return on investment. 

In response to the interregnum that often exists 
between a utility's expenditure 6f funds and the Commission's 
action to recognize those expenditures in r~tes, there ate 
several established regulatory procedutes available for a utility 
to recover its ownership costs for new plant additions. These 
costs can be estimated in a rate case before the new plant goes 
into service, and rates authorized prospectively based on those 
estimates. Alternatively, the Commission can grant advance 
authorization for the utility to book these ownership costs into 
a memorandum or balancing account for later recovery after any 
necessary review of the reasonableness of the plant's costs. In 
this way concerns OVer retroactive ratemaking are 
eliminated. If the costs of owning the new plant are not 
included in authorized test or attrition year rates~ and the 
utility has not obtained a commission order authorizing the -
booking of those ~osts into a memorandum or balancing account, 
the utility cannot recOver those ownership costs incurred from 
the date the new plant is put in service until the COmmission 
either authorizes an increase in rates or authorizes the creation 
of such an account. 

SoCalWater did not avail itself of these regulatory 
procedures in this instance. In such circumstances we adhere to 
our established policy of non-recoverability.c To do otherwise 
would be unacceptable given the COncerns OVer retroactive rate
~king. SoCalWater is a large, sophisticated utility with a long 
history of practice be-fore the Corrmission. socalWater should not 
be surprised by our decision in this matter. In the future, the 

c See D.84-12-060, 16 Cal. P.U.C.2d 495. 505-07 in which the 
utilities were denied recovery of inVestment-related costs for San Onofre 
nuclear power plants from the date the plants began service untilHAAC 
balancing account authorized. 

- 7 -



A.88-:-12-020 COM/DWF/klw 
... 

compcmy should avail itself of the regulatory procedures' 
.' . 

available in this regard so as to avoid a repeat oithismatfer. 
Treatment 6f Gain-on-sale 

SoCalWater and DRA disagree regarding the treatment-of 
gain-on-sale of the Old General Office. SOCalWater contends that 
the gain~on-sale should be allocated to its shareholders. DRA 

recommends that the gain-on~sale be used to benefit SoCalWater's 
ratepayers. specifically, DRA recOmmends that SOCalWater's 
future revenue requirement be reduced by the net after tax gain~ 
on-sale 6f $1,187,303 multiplied by the net to gross multipli~ 
er. S 

In support of their respective recommendations, both 
SoCalWater and DRA refer to our recent decision on the treatment 
of gain sale in Re Southern California Gas company, ·(1990) D.90-
04-028, 36 cal. P.U.C.2d 235. In 1987, SOCalGas sold its Flower 
Street headquarters and, pursuant to the terms of the sale, 
leased back the building from the buyers until its new head
quarters Were ready for occupation, SoCalGas filed A.87~07~041 
in Which it sought to keep for, its shareholders all of the 

~ proceeds from the gain-on-sale of the Flower Street headquarters 
and to recoVer from its ratepayers the cost associated with 
leasing back its old headquarters building. 

In response we allocated the gain-oo-sale of SOCalGas' 
headquar'ters to ratepayers and shareholders based on the rational 
of -ratepayer indifference-, According to this rationale, the 
capital gain from the rate based asset should be assigned to 
ratepayers only to the extent needed to compensate them for the 
difference between what the old building would have cost and what 

S DRA included this recomnendation for treatment of gain-on-sale in 
its late-tiled Exhibit 22. Counsel for SOCalWater considered this to be 
a ne· .... recorrmendation made after the proceeding was closed. In her 
Septerrber 18, 1991 letter to the ALJ, she requested that the 
recommendation not be considered as part 6f the record in this 
proceeding. HOwever, this recomnendation regarding the treatment of 
gain-on-sale is identical to the recomnendation contained in DRA's 
Exhibit 16 (page 24, 4th paragraph), 
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the new building did cost. Upon a petition for-rehearing ·we 
modified D. 90-04 -028 rejecting therat-epayer indifference 
methodology and allocating the gain-on'-sale based 0;' a risk- . 
sharing analysis. D.90-11-031, 38 Cal. P.u.c.2d 166. 

The Commission concluded that the allocation of gain
on-sale based on ratepayer indifference methodology was about the 
same as would occur under a risk-sharing analysis. Specifically, 
D.90-11-Q31 required soCalGas to uSe the principal amOunt of its 
after tax gain-on-sale to offset the continuing cost for its new 
headquarters over an l1-year, I1-month amortization period. 
According to D.90-11-031, the amortized benefits were to be 
passed through to ratepayers, by multiplying the principal amount 
to be amortized each year by SoCalGas' then current net to gross 
multiplier to determine the amount by which to reduce SoCalG3s' 
revenue requirement. 

As to shareholder benefits, D.90'-11-031 noted that 
shareholders will benefit by being able to (1) retain the 
investment income SoCalGas had been able to earn on the sales 
proceeds from the date of the sale (October 7, 1987) to the date 
of the decision; and en retain the income SoCalGas will be able 
to earn on the unamortized balance of the gain-on-sale over 
amortization period of 11 years and 11 months. We will refer to 
the final decision in A.87-07-041 as the SoCalGas decision. 

SoCalWater and DRA have drawn different conclusions 
from the Commission's action in the SoCalGas case. A description 
of each party's position follows. 
socalWater's position 

socalWater concedes that using the sOCalGas approach is 
one option available to the Commission. However, SoCalWater 
points out that in the SOCalGas decision the Commission warned 
against mechanistic repetition of the results of that case and 
emphasized that the issue of gain-on-sale is best approached on a 
case-by-case basis. SoCalWater asserts that it has taken the 
Commission at i~s word and performed analyses which led to the 
conclusion that gain-on-sale of the old General Office should go 
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entirely to the shareholders -rather tha-n split between ra't·ep~ye.rs 
and·c shareh6lders. The two analyses on which SOCalWater bases -its 
assertion are ratepayer in~ifference an~lysi~ and ri~k and 

. incentive analysis. 

SoCalWater opines that while the Commission modified 
its opinion regarding the use Of ratepayer indifference analysis, 
it did not disapprove the methodology. SoCalWater insists that 
ratepayer indifference analysis 1S a valid methodology to 
determine the treatment of gain-on~sale. 

SoCalWater contends that the ratepaYer indifference 
analysis performed by its witness Dickson clearly shows that the 
present value cost of staying at the Old General Office ekceeds 
the present value cost of moving to the New General Office by 
$1.67 million. According to SoCalWater this demonstrates that 
ratepayers are better off because of SoCalWater's decision to 
move. Given this result the utility concludes that there is no 
n€oed to allocate any portion of the gain-on-sale to ratepayers 
and that the shareholders are entitled to the entire proce,eds. 

According to SOCalWater, even if risk and incentive 
. analysis was applied to ~his case, the results would still 
dictate that shareholders are entitled to the entire proceed fr6m 
the gain-on-sale of the old General Office. 

In its study, SoCalWater. focused on the risk that the 
rates set for utility service are either too high or too low. 
According to soCalWater, this is the only true risk faced by 
shareholders and ratepayers since there is nothing unfair about 
theratepaver paying a proper price, as determined by theCoIDmis~ 
sion, for the water service provided. Ratepayers face a risk if 
the rates charged are too high and shareholders face a risk if 
the rates are too low to cover the cost of service and to allow a 
reasonable return on investment. SoCalWater opines that err6rs 
in test year estimates are the only cause of the rates being 
either too high or too low. SOCalWater believes that such errors 
tend to balance each other because the number of times the test 
year estimates are too high is about the same as the number of 
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times the test y'ear estimates are too 10 ... 1.' socalWa~er concludes 
that possibility of errors in' test ye~r estimatespc;se'e(jui.l risk 
to shareholders and ratepayers. 

while the possibility of error in test year' estimates 
may pose equal i-isk to shareholders and ratepaYers, SoealWater 
argues that regulatory lag poses a risk 'only to shareholders. 
SoCal~later contends that becaUse Of. regulatory lag, it has not 
been able to earn its authorized rate of return. SoCalWater 
insists that risk analysis plainly suggests th~t gain-on-sale 
should be allocated to shareholders. 

As to incentive considerations, ,SoCaH'later believes 
that allowing a utility to keep the gain-on-sale has the soci~lly 
desirable effect of creating an incentive for the utility to 
convert unrealized appreciation into uSable capital and to 
negotiate the best price in doing so. In addition, SoCalWater 
contends that allowing shareholders to receive the gain-on-sale' 
encourages utilities to 
rather than lease them. 
protects the ratepayers 
estate inflation. 

purChase'its headquarter fa~ilities 
Acc6rding to SoCalWater, this approach 

from the costs associated from real 

Based on.the above, SOCalWater asserts that the gain
on-sale of the Old General Office should he allocated to 
shareholders. 
DRA's position 

DRA asserts that in numerous past decisions relating to 
the sale of utility assets, the Commission has c6nclud~d that the 
proceeds from the gain-on-sale should be used to reduce the 
utility's revenue requirements. According to DRA; the conclusion 
is predicated upon two accepted principles COmm6nly applied to 
the issue: (1) that the right to gain on utility assets is tied 
to the risk of capital loss, and (2) that whoeve~ bears the 
financial burden Of a particular utility activity also reaps the 
benefit therefrom. 

DRA cites two precedents which utilized these 
principles to allocate a utility's gain on sale. In Felton 
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District of Citizens Utilities Companyoi California, (1982) 9 
CaL p. tJ.C. 2d 19'1, 209--210, tiJTlber rights attached to parcels 6f e watershed land inciuded in Citizens' l-ate base had been 
transferred to an affiliate. We held that gain from timber 
harvest pr6ceedswas to be imputed to Citizens' operating revenue 
(1982) 9 CPUC id 197, 209-210). In re Pacific Bell; (1986) 20 
Cal. p.u.C.id 237, 289 reached the same result. Pacific Bell 

• 

planned to sell land and buildings which it described as surplus 
property to its real estate affiliate with any gain-on-sale to be 
allocated to its shareholders. The Corrrnission required pacific 
Bell to allocate the gain-on-sale to ratepayers. 

ORA contends that in Felton and Pacific Bell the 
corrrnission has balanced ratepayer and shareholder interests and 
used the gain-on-sale to reduce the utilities' revenue 
requireIt.ents. 

oRA concedes that the SOCalGas decision departs from 
the Corr"ioission's previously adopted treatment of gain-on-sale by 
adopting a concept of -risk sharing.- HoweVer, ORA points out 
that this treatment of gain-on-sale was case specific and that 
the Commission did not intend to change its long-standing policy 
regarding the treatment of gain-on-sale is evident from the 
following: 

-We are not reversing any of our prior 
precedents, which have frequently applied 
gains on sale 6f utility assets to offset 
the costs ofcorttinuing utility 
service •••• This is a unique case -- the 
relocation of the principal headquarters 
of the nation's largest gas utility and 
most importantly from a building that 
posed health and safety risks and was no 
longer sui.table for long-term use by the 
utility.- (0.90-11-031, Rev. p. 4.) 

ORA disagrees with SoCalWater's claim that the 
-ratepayer indifference- analysis originally used by the 
Commission remains -an approved approach.- DRA takes issue with 
SoCalWater's argument that because the Commission did not 
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expressly reject the ratepayer indifference theory, it impiicitly 
approved it. According to DRA,while SoCalWater insists - on
applying the ratepaYer indifference analy~ds, it does not 'cite 
any previous cases wh~re the commission relied On such analysis. 
ORA maintains that since it does not believe that the ratepayer 
indifference analysis is the proper methodology to determine the 
allocation of gain~on-sale, ORA did not perform ratepayer 
indifference analysis. For the same reason, DRA did not review 
the ratepayer indifference analysis performed by SoCalWater. 

In addition, DRA believes that the facts involved in 
the SoCalGas case were quite different than the facts in this 
proceeding. Accordingly, DRA disagrees with the application of 
ratepayer indifference analysis to this proceeding. 

As to the application of risk and incentive analysis, 
ORA contends that SoealWater's analysis is flawed. According to 
ORA, soCaiWater's analysis disregards the principles of original 
cost raterr~king upon which the Commission's policy is based. In 
its view original cost ratemaking is designed to provide 
stability for both shareholders and ratepayers; it insulates both 
groups from risks of VOlatile financ1al markets, economic 
changes, and shifting demographics. The shareholder knows that 
he will get a return on his original investment, eVen if the 
value of the utility's capitalized assets decline due to 
obsolescence or casualty. ORA believes that this concept 
requires ratepayers to not only contribute capital through 
depreciation, but also to inherit the risk of investment. 

ORA also takes issue with soCalWater's assertion that 
if the gain-on-sale is not allocated to the shareholders, 
utilities owned by holding companies might find it more 
profitable to lease rather than buy their headquarters at great 
cost to ratepayer. ORA contends that the C6rrroission's oversight 
of the utilityt s operation would not allow such an occurrence. 
According to DRA, the speculative nature of this so-called 
incentive does not warrant abandoning a raterr~king methodology 
developed over the years which fairly balances the interest of 
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shareholders and ratepayers. DRAins1sts that the gain~on-sale 
be uSed to reduce SoCalWater's future revenue requirements. 
DiscuBsiOn 

We reject the submissions of bOth ORA and socalWater on 
this issue. In this instance SoCalWater has sold an asset, its 
Old General Office, realizing a gain, and replaced it with 
another asset, its New General office. The scope of 
SoealWater's obligation to its ratepayers has neither been 
reduced nor relieVed as a result of this transaction. Working 
from the principle of the -enduring enterprise-, the gain-on-sale 
from this transaction should remain within the utility's 
operations rather than being distributed in the short run 
directly to either ratepayers or shareholders. 

The -enduring enterprise- principle, is nei"ther noVel 
nor radical. It was clearlY articulated by the C6mmission in -its 
semina11989 policy decision On the issue Of gain~on-sale,D.89~ 

07-016, 32 cal. P.U.C.2d 233 (Redding). Simply stated~ to the 
extent that a utility realizes a gain-on-sale from the 
liquidation of an asset and replaces it with another asset or 
obligation while at the same time its responsibility to serve its 
customers is neither 'relieved nor reduced, then anygain-on-sale 
should remain within the utility's operation. 

The proposals by bOth DRA and SoCalWater, however, 
would immediately distribute these gains to either ratepayers or 
shareholders. We are uncomfortable with either of these 
proposals in that they liquidate a portion of the utility's 
assets at the same time that the utility's continuing obligation 
to serve has not been altered. These proposals ignore a 
fundamental principle we relied in the Redding decision, D.89-07-
016, 32 Cal. p.U.C.2d 233. In that decision the Commission 
extended the principle that a liquidation of utility assets 
should apply to certain cases involving a partial liquidation. 
The Commission found that a capital gain or loss realized from a 
partial liquidation of assets and the associated obligation to 
serve shall also accrue to shareholders to the extent that (1) 
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the retnairling ratepayers on the selling utility's system -li'.,:e not 
-adversely affected, and -(2) the ratepaYers have not cQiltribut-ed 
capital to the distribution system. 

Here \/e are dealing with a circumstantewhere 
SoCalWater has realized a gain from a sale of an asset. However, 
there has been no reduction in its obligation to serve and, in 
addition, socalWater has replaced the asset it sold with a new 
asset. Ratepayers will pay depreciation, operating and 
maintenance expenses of the new asset while shareholders will 
receive a return, paid through in rates, on the capital 
investment in the new asset. 

As such, the gain-on-sale should remain in SoCalWater's 
utility operation to the benefit of ratepayers as long as the 
utility obligations e~ist, rather than divesting of the gain in 
the short ter.m as DRA proposes. At such time as there is a 
liquidation of assets and cessation of the utility's duty to 

-serve, the gain-on-sale will be available to utility 
shareholders. 

In order to implement this po1icy,we order SoCalWater 
to apply the net after-tax gain-Oil-sale against its rate bas~. 
Ratepayers will benefit over the long ter.m through a reduction in 
rate base by the amount of the gain-on-sale and the consequent 
reduction in the return on the reduced rate base. By not using 
the gain-on-sale as a direct'offset against the utility's revenue 
requirement, but rather as a reduction to rate base, the gain~on
sale will remain in the utility'S operation. As such, the gain
on-sale will accrue t6 the benefit of shareholders in the fu~ure 
if and when the utility'S operations are liquidated and its 
obligation to serve is dismissed. The incremental revenue 
requirement associated with the ownership of the New General 
Office and other pl"oduction facilities; based on the above 
treatment of the gain-on-sale, is discussed in the following 
section. 

Based on the limited record in this case, we have 
applied the gain-on-sale against the nondepreciable land portion 
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of .SOCalWater's rate base. -GiVen the description of the Old 
Office Building-, inCluding its age and general character,asw~li 
as the location of the property and the real estate market in 
southern California since 1967 when SoCalWater bought the 
prope'rty, it appears that at least some of the gain-on-sale from 
the Old General Office was the result of an appreciation in value 
oftheiand rather than the building. We also note that the 
alternative of applying the gain-on-sale against depreciable 
assets or some combination 6f depreciable and nondepreciable 
assets WOuld require a much more complex computation each year 
but result in an insignificant difference. For the above 
reasons, we find applying the gain-on-sale against nondepreciable 
land in SoCalWater's rate base is reaSOnable. 
Incremental Revenue Requirement fOr Plant Additions 

The incremental revenue requirement for the New 
Headquarters and production facility is shown in Table 2 
and includes the following: 

1. Return on net increase in rate base for the New 
General Office. Incremental rate base inclUdes 
the total cost of the New General Office and 
production facilities less depreciation at an 
annual rate Of 2.44% frOm January 1, 1991 until 
March 31, 1992 plus accumulated funds used during 
construction (AFUDC) through March 31, 1992 less 
plant balance and cost of land of the Old General 
Office plus cost of land purchased for New General 
Office and production facilities less net after 
tax gain-on-sale. The incremental rate base is 
mUltiplied by the weighted average cost of capital 
of 10.62% authorized in the last general rate case 
for soCalWater (0.92-01-025). 

2. Incremental ownership cost of the New General 
Office including incremental depreciation at 2~44t 
per year on the New General Office plus AFUDC 
balance beginning March 31, 1992 minus the 
depreciation that was being- taken in rates on the 
old building plus incremental operating and 
maintenance and property tax costs on the New 
General Office and production facilities. 

3. The incremental depreciation plus incremental 
return on rate base plus incremental operating and 
maintenance expenses and property taxes are 
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multiplied by the net to gross multiplier to 
arrive at the incremental revenue requirement' 
impact. 

The gross plant additions for the New General Office 
and other facilities include an allowance for funds used during 
construction (AFUDC). The New General' Office and other 
production facilities less the net after-tax gain-on-sale will 
accrue AFUDC through December 31 1 1990 when these assets were 
placed in service. Since SbCalWater had benefit of the use of 
the funds from the proceeds of the sale, the base upon which to 
calculate the AFUDC should be reduced by the after-tax amount of 
these proceeds. The consequences of this, as shown in Table 3, 
is that we will not authorize SoCalWater to accrue AFUDC before 
November 1989 when the difference between the cos.t for the New 
General Office and production facilities and the net after-tax 
gain-an-sale was greater than zero. 

Traditionally, water utilities, unlike energy 
utilities, are not allowed to include AFUDC on plant additions. 
Instead, water utilities are allowed to include construction work 
in progress (CWIP) in rate base. Inclusion of CWIP in rate base 
allows a water utility to earn a return on funds used to finance 
the construction of its plant ad~itions. SoCalWater specifically 
excluded any CWIP amOunts associated with new facilities in its 
rate base because the reasonableness of all costs for the new 
facilities was to be determined in this proceeding. We believe 
that an exception to the traditional ratemaking treatment is 
justified in this instance. 

SoCalWater's move to the New Headquarters results in a 
change in gross revenue requirement on plant additions of 
$600,817 for the period April I, 1992 through December 31, 1992. 
Accordingly, we will authorize SOCalWater to increase its rates 
by $600,817 effective April 1, 1992. SoCalWater will be 
required to adjust its revenue requirements along the lines 
outlined in this decision for these plant additions in its 
attrition year filings for 1993 and 1994. 
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Findings 6£ Fact 

.. 1. SOCalWater's old General Office was located in the 
~lilshire oistrict of Los Angeles. 

2. SOCalWater found the approximately 26,000 square feet 
space in the old General Office inadequate to house its 
employees. 

3. To remedy the lack of space} SOCalWater considered the 
options of improving and expanding the old General Office and 
n~ving to a new location. 

4. SoCalWater decided to relocate its New General office 
on company owned land in San Dimas. 

5. On December 1, 1988, SoCalWater filed A.88-12-020 
seeking authority under ~u Code section 851. to sell a~d lease 
back for a limited time its Old General Office. 

6. The Commission issued 0.89-04-019 on April 26, 1989 
which authorized SOCalWater to sell and lease back its old 
General Office. 

1. 0.89-04-019 directed SoCalWater to maintain memorandum 
accounts to track the ownership cost reVenues cOllected and the 
actual costs incurred with regard to the leaseback; with excesses 
subject to refunding, or SoCalWater at risk for undeicollect·ions. 

8. There is a $94,815 undercollection in the memorandum 
account established by 0.89-04-019 that tracked the difference in 
the ownership cost revenues collected arid actual cost incurred 
for leaseback. 

9. 0.89-04-019 provided for a second phase in this 
proceeding to consider the reasonableness of the sale, all 
ratemaking consequences from the sale, leaseback, and associated 
activities, including treatment of gain-on-sale. 0.89-04-019 
ordered SoCalWater to file a Phase II supplemental application to 
consider the aboVe. 

10. SoCalWater sold its Old General Office in May 1989 
and leased it back until the completion of construction of its 
New General Office in December 1990. 
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'11. Along with the construction of its Ne'w General 
, Office, 'SOCalWater also constructed a new productionfacTlity, and 

a warehouse on the same company~owned parcel of land in san 
Dimas. 

12. SOCalWater filed the Phase II application on December 
12, 1990 requesting that the Commission find thatt Ca) the terms 
of sale and lease back of its Old General Office Were reasonable; 
and (b) the costs associated with the construction of the New 
General Office and other facilities are reasonable. 

13. Evidentiary hearings were held on August 1 and 2, 

1991 in Los Angeles. The issues ordered Cor consideration in 
Phase II were addressed during the hearings. 

14. DRA and SoCalWater were the only participants in the 
proceedings. 

15. Based on its analysis, DRA stated that: 
a.. SOCAlWater's decision to relocate its New General 

Office in San Dimas was reasonable. 
b. The terms Of sale and leaseback of SoCalwater's 

old General Office Were reasonable. 
c. The costs associated with the construction of the 

New General Office and other facilities W~re 
reasonable. 

16. SOCalWater and ORA agree that the pretax gain-on-sale 
of the Old General Office was $1,983,400 and the net after tax 
gain-on-sale was $1,187,303. 

17. The delay in inclusion of the New General Office and 
other facilities in rate base has created a revenue deficiency 
for SOCAIWater. 

18. sOCalWater did not request or obtain a rate increase 
to cover the cost of ownership of its New General Office in a 
previous rate case and did not request or obtain balancing 
account treatment for the increased costs of owning its New 
General Office. 

19. The in-service for the New General Office was 
December 31, 1990. 
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20. SOCalWater and ORA disagree regarding the treatment 
of gain-Oh~saleof the old ri~~er~l Offib~. 

21. SOCalWater contends that the gainwon-sale should be 
allocated to its shareholders based on the ratepayer indifference 
analysis and risk and incentive analysis. 

22. ORA recommends that the gain-on-sale be used to 
benefit SoCalWater's ratepayers. Specifically, DRA recommends 
that SoCalWater's future reVenue requirement be reduced by the 
net after tax gain~on-sale multiplied by the nat to gross 
multiplier. 

23. SoCaiWater sold its Old General office and replaced 
it with its New General Office. 

24. SoCalWater's utility obligation has not been reduced 
as a result of its sale of the Old General Office and the 
replacement by the New General Office. 

25. AFUDC accrued on the New General Office and other 
production facilities, reduced by the net after~tax amount ·of the 
gain-on-sale, from November 1989 until December 31, 1990 When 
these facilities were put into rates. 

26. Total accrued AFUDC as of December 31, 1990 was 
$293,509 and is shown in Table 3. 

27. The cost of the New General Office and other 
prodUction facilities effective April 1, 1992 is $4,560,048. 

28. The incremental revenUe requirement impact of adding 
the New Office Building and production facilities in rates for 
the nine months from April I, 1992 through December 31, 1992 is 
$600,817 and is shown in Table 2. 

29. Table 2 shows the c6rrected cost for the "New General 
Office and other production facilities after excluding the cost 
of the land of $1)9,887 and the double counting of permit fees of 
$6,774 that was included in Table 2 of the Proposed Decision. 

30. Increase in revenue requirements associated with 
incremental plant additions result in long-term rate changes. 

31. Table 3 shows the corrected calculation for AFUDC. 
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32. AFUOO did not begin accruing to the New Office· 
Building until its -cost - reached the tevel of the -net after~ct:'ax 
gain-on-sale. This occurred in NoVember 1989. -Then AFUDC was 
calculated on the difference between the tle .... l General Office costs 
and the net after-tax gain. 

33. Using the gain-on-sale as an offset to SOCalWatet's 
nondepreciable rate base retains it in the utility's operation. 
Conclusions Of Law 

1. SoCalWater's decision to relocate its New General 
Office in San Dimas was reasonable. 

2. The termS of sale and leaseback of SoCalWater's Old 
General Office were reasonable. 

3. The costs of construction of the New General Office and 
other production facilities were reasonable. 

4. 80ealWater should be allowed to increase its rates by 

$600,817 to recover the revenue requirement associated with the 
ownership of the New General Office andothet production 
facilities~ 

5. Ordering Paragraph 3 in D.89-04-079 does not permit 
SoCalWater to pass through in rates the $94,875 undercollection 
resulting from the difference between ownership cost revenues 
collected and the actual costs incutred with regard to the 
leaseback. 

6. since SoCalWater has completed its move to the New 
General Office and by this decision we will not permit the 
undercollection in the memorandum account established by D.89-04-
079 to be passed through in rates, the memOrandum account should 
be closed. 

7. The revenue requirement deficiency due to delay in 
inclusion of the New General Office and other production 
facilities in rate base should not be included in rates because 
of retroactive ratemaking implications . . 

8. The proposed treatment of gain-on-sale as outlined in 
this decision, whereby the net after-tax gain-on-sale is applied 
as an offset to SOCalWater's nondepreciable rate base is adopted. 
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o R D E R 

IT IS ORDERED that: 

1. Southern california Water Company (soCalWater) is 
authorized to· increase its rates by $600 t 817 'for the nine m6nths 
from April 1, 1992 through December 31, 19'92 to reCOVer 
incremental revenue requirements associated with the ownership of 
its New General Office and other production facilities. 

2. SOCalWater is denied recovery of the $94,875 
undercollection in the memOrandum account established by D.89-04-
079 and this account shall be closed. 

3... SoCalWater is denied recoverY of· revenue requirement·' 
deficiency due to delay in inclusion of the New General Office 
and other production facilities in rate base. 

4. The proposed treatment of gain-ort-sale as outlined in 
this decision, whereby the net after-tax gain-on-s'ale is applied 
as an offset to sOcalWaterts nondepreciable rate base is adopted. 

5. The proceeding in Application 88-12-020 is closed. 
This order is effective today. 

Dated March 31, 1992 at San Francisco, California. 
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President 

JOHN B. OHANIAN 
PATRICIA M. ECKERT 
NORMAN D. SHUMWAY 
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