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INTERIM ORDER

I. Introduetion

By order dated May 4, 1982, the Commission iastituted <ais
investigation into the sale by Pacific Gas and Electric Company
(PG&E) <o Sunedco Exergy Development Co. (Sunedeo) of certain real
property iz Carbon County, Utahk, including rights to explore,
develop, and extract coal deposita. The order specified the
following issues vo be addressed ia this proceeding:
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Whether the subject properties or any portion
of them are subject to The jurisdicvion of
this Commission as described in Public
Utilities (PU) Code § 851;

Whether it ig ia the public interest Lor the
Commssion to issue an order authorizing PG&E
t0 eater into this sales transaetiozn as it
may presently bhe constituted;

Whether it is Just and reasonable for the
Commission to reflect the net gains or net
losses to PG&E or any portion of thenm
regulting from the PGEE=Sunedco transaction

in elee¢tric rases and, i2 20, in what manaer;
ad

Whevher any other order or orders that may be
appropriate should bYe entered in the lawful
exercise of the Commission's jurisdiction.

The order directed that 2 prehearing conference should de
seT, at which time PG&E should submit 2 schedule for providiag a full
accounting of i¥s capital expenditures associated with its Cardbon
County properties, its contracts witk Sunedeco, and ivs proposal for

reflecting any zet gaia ia rates.

A prehearing conference was held on May 28, 1982, in San
Prancisco. ZEvideatiary hearings were held oa August 16, 17, and 18
iz San Francisco. PGEE offered the testimony of Elmer F. Kaprielian,
vice president, Tuels Planning and Acquigition; William M. Gallavan,
vice president, Rates and Valuation; azd Gloria $. Gee, supervisor of
vhe Accounting Research and Aznalysis Section of the Comptroller's
Departmeat. The Commigsion stafl offered the testimony o2 Donaa Fay
3utler, a financial examiner in the Revexnue Requiremeats Diviaion, .

.
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Pinancial Azalysis Group, and Gildert Infante, financial examiner in

charge of the tax section of +he Reveaue Requirenments Division. The
Tter was submitted upon the filizng of opexing driefs on

Septenmber 17 and reply briefs on October 1. PG&E and staff each

s ?iled driefs. The City of San Prancisco (San Prancisco) participated
B Through ¢ross-examination and oral argument.

I1I. Sumzmary

In this decision we £iad that PGEE's TUtah coal properties
were 10t necessary or useful ia the performance of its duties to the
publi¢c at the time of their sale t¢ Sunedco. Accordingly we £ind
that § 851 does not apply. |

We alse £ind thut risk analysis should be the major

concideration underiying the allocation of the gain from the sale.
We defer a L£izal judgment in this regard, pending review of further
Yiontezuma project costs, wiile providing for a refund of a portion of
the gain immediately. The refund is related to the property that was
. ‘peld in rate base. The amount to be refunded now is about
| - $59.6 million, with further refunds possidle depending on the final
| " decision.

' PG&ZE proposes to exclude from the present distridution of
whe gain the amount of $7.37 million representing possible liability
2or California capital gains tax. We £ind the possible liability woo
speculative To include in the caleulation at this <time, but provide
£or recovery Wy PGEE if the vax is collected.

The original development of these properties was uadertaken
by PG&E in {v3 own name. In September 1978 PG&E fo-med Eureka Energy
Company (Eureka) for the purpose of engaging ia the exploration axzd
development of various exergy Suels, and Eureka took over'development
of the properties. No party has contended that any ravemakiag
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conseguence attaches to the substitution of Eureka for PGEE. ;
Therefore we will refer only to PG&E in the éiscussion that follows, f

with the understanding that Bureka was the actual entity involved in .
Dany of the transactions.

III. ZEackgrounéd

These particular coal properties represent a complex
accunulation of various property rights necessary for the
development and operation of cosl reserves in Carbon County, Utah.
The package includes, among others, coal recerves purchased in 1976
Trom Islané Creek Coal Company (Island Creek property) and purchased
Trom Kennecott Coal Company (Xennecott property) in 1979; surface
lands purchased sudsequen:ily in several discrete segments; water
rights; engineering development efforts: environmental studies and
regulasory efforts: permits; licenses: and rights-of-way. PG&E
purchagsed the Island Creek property for 510,677,611 and paid
8,000,000 for the Kennecott property. There are approximately
144,000,000 tons of minable coal on the Tsland Creek property and
91,000,000 “ons on the Xennecot+ property. The coal reserves are
suitable for underground mining. The coal reserves are comprised of
federal leases (82%), Utah leases (10%), and fee coal (8%). The
acquisition of the two properties created & sizable property that was
zore valuable than the two were separately. By 2dding the Kennecots
property to the Island Creek property PGEE gained a strategic
position %o purchase adjacent and nearby unleased federal coal lands,
expected to Ye offered for sale in the near future.

PGEE selected the Island Creek and Kennecott properties as
the most cost-effective, environmentally sound, fuel source afier
exhaustive analysis and search for suitable reserves throughout the
Western United States and Alaska. After narrowing the search to
central Utah, the Island Creek and Kennecot+ properties were found to
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nave superior characteristics (i.e., nigher Biu content and better
mining conditions) and %o be the least costly among the available
proyperties.

Noae of <he surface lLands over the Igland CreeX properwy,

and only a small segmen : land over the Kennecott properiy was
purcnased in the initial transactions. The dbulk of the surface
properties were purchased s b~equenrly from a numdber of owaers.
These surface rights enabled PGXE, av its discretion, o conduct
exploratory drilling. This drilling provided data on coal guality
for environmental purposes and ensbled mining engincers wo verify

ozl quality aand develop plans to expeditiously and economicdlly mine

the coal. Confirmation of %he coal quality by such exploratory
drilling made the properties more attractive to prospective
purchagers. Owning the property above the area plonned for nining
also minimized the potential for damage suits arising from poscibdle
subsidence of the surface land.

PGEE purcnased additional property rights for necessary
surface facilities related to mine development, including portal
areas, duildings, coal storage areas, conveyor belts, and
adminisTrative facilities. PGAE also obwalned nccess 10
approximately 12,000 acres through “consent agreements.” These
consent agreements granted PG&E access to drill explorazory holes on
nearby properties. These drillings enadled PGXE to confirm the coal

ithin ite holdings and <o obtain information on adjacent, dbut
unleased, & 25erVes The consens mgreemunts 1130 ectablished 2
means of compensating the owners of the land for subsidence should
PC%E nave enlarged its holdings at some future Time.

Certain cegments of the surface landc were purchasea for
she accompanying water rights. In Utah, ownership of the surhacé
land allows application for transfer of the water righis to the nceds

of the mine (i.e., to industrial use). Through such purch%ueu, PGEE
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acguired rights to a total of 4,770 acfe-feet Per year for use in
zining, coal clearing, and associated needs. Such surface runoft
water rights are quite valuable because there are no working wells in
vhe area and the climate is arid. -

In addition to its acquisition and exploration activities,
2GEE also completed all environmental baseline date collection
elforts necessary for all permits, licenses, and rights~of-way, and
filed a completed Mining and Reclemation Plan which was deemed
"ecomplete” and "technically adequate” by the Utah Department of 0il1,
Gas and Mining, with construction approved for June 1982. PG&E also
completed 211 preliminary engineering design work for two portal
eniries, preparation pian®, rail spur, access and haul roads, central
Plant facilities, sedimentation pond, and diversions, as well as all
related surface ang subsurface pmining facilities. The total cost to
2G&E relating o0 the acguisition and development of thege properties
was about &34 million.

The acquisition, vlanned development, and the ultimate sale

0T the U%ah coal properties were ¢irectly linked to PGEE's plans for
& coal-fixed power plant to be located in California. fThe coal was
intended %0 provide g major portion of the fuel for the power plant,
ultimately known as the Montezuma Power Plan+. Accordingly, the

development schedule of the coal mine was formulated to conform with

the development of Montezuma (originally scheduled for operation in
1082).

Ownership of the fuel source provided PGZE numerous
advanteges, ineluding increased security of supply and guality.
Ownership elsc enabled PGEE to provide specific and exact data on the
quality parameters of +he coal t0 the California Energy Commission
(Czc), including the emissions that night bYe expected from the power
plant. Ownership of the coal was also intended to provide PG&E coal
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at cost, rather than risk the volatility of market pricing, possidly
suffering "take or pay" penalties if contracted for deliveries had %o
be delayed or Yecame unnecessary.

PGEE filed a Notice of Intent with the CZC in Decexber 1977
ané received an order certifying specific sites (including Montezuma)
in August 1979. By this time, the first Montezuma unit had been
deferred until 1985, and the mine development schedule had been
delayed accoréingly. The first Montezuma unit was later deferred
until 1989, then to 1992, and then in April 1981, it was deferred
ingefinitely.

Since 1976, and through December 1981, approximately $14
nillion of the total investment in the coal properties was included
in PGEZ's rate base as Plant Held for Puture Use (PEFU), and
accordingly carrying charges on that portion of the investment were
paid by ravtepayers. Since January 1982, in accordance with Decision
(D.) 93887 (PG&E's last general rate case), that portion of the total
investment in the coal properties previously in rate base has been

recorced in a2 memorandum account, aceruing AFUDC and 6ther necessary
carrying costs. The remaining approximately $20 million invested in
the coal properties has never been in rate base. Stockholders have

incurred 2all carrying charges on the nonrate base portion of <he
investment.

In light of the deferral of Montezuma, PGEE considered
other uses ¢f the ¢oal properties before deciding to sell. DPG&E
investigated cevelopment of the coal properties in partnership with
an experienced coal mining company. It was intended that the c¢o2l
produced through such a Joint venture initially would be sold
commercially until the Montezuma fuel needs materialized. Such a
project would satisfy the diligent development requirements contained
in the federal leases (production of 23% of the federal coal by 1986)
SO that the federal coal leases would not be jeopardized.
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In 1981, 10 potential partners, chosen for their nining
experience and financial strength, were invited to szubdbmi+ proposals
for Jjoint development. Several proposals were received. However, in
the interim PGE&E had decided that Montezums pight never be bduilt, so
that Joint development of the coal reserves would be g purely
commercial, nonutility venture. DPG&E rejected this option in favor
of an outright sale.

In September 1981, PG&E sent over 100 letters soliciting
aterest in the sale of the properties. A press release was also
then issued announcing that PG&LE would accept bids for the sale.
PGEE's solicitation for bids was discussed broadly in trade and
financial pudblications. The bid instructions referred to 2
"benchmark” purchase price of $120 million.

On December 31, 1081, bids conforming to PG&E's
instructions were received from various entities. After analyzing
the bids, the bid of the highest bidder, Sunedco, was accepted.
Sunedeo's bid was $171 million. On January 21, 1982, PG&E and
Sunedco executed a letter of intent concerning the sale of the coal
properties.

On Fedbruary 10, 1982, PGLE 2néd Sunedco signed the Coal
Property Szle and Purchase Agreement (Agreement). The Agreement
provided that PGEE would convey to Sunedce all its rights in the coal
properties in return for payment of $171 million cash and Sunedeo’s
assumption as of December 31, 1981, of the principal outstanding
(approximately $3.0 zillion) on promissory notes issued in acquiring
certain of the rights to be conveyed. The Agreement further provided
that it would close upon satisfaction of certain conditions,
including passage of the statutory waiting period required under the
federal Hart-Scott-Rodino Antitrust Improvements Act of 1976.

On February 27, 1982, the Hart-Scott-Rodino Act waiting
period expired. As of March 4, the other conditioms of ¢losing of
the Agreement had been satisfied and the Agreenent then closed.

4
-
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On March 4, and in accordance with the agreement, and with
an Escrow Agreement executed that day among PG&E, Sunedco, and
Security Pacific National Bank (Escrow Agent), PG&E deposited with
“he Zscrow Agent the executed documents of conveyance and Sunedco
deposited approximately $171.2 million (representing the purchase

rice ané reimdursements of the principal payment PG&E made in-
January 1982 on the promissory notes). The Agreement and Eserow
Agreement provided that escrow would close upon Sunedeo obhtaining
approval by the federal and Utah state authorities of PGEEs
assignment to0 it of PG&E's right to the federal and Utah coal leases,
respectively. The $171.2 million wes inves*ed by the Escrow Agent in
accordance with investment guidelines set forth by PG&E and Sunedeco
in the Escrow Agreement.

As of May 17, 1082, Sunedco had obdtained the requisite
approval of the regulatory authorities and, accordingly, escrow
closed on that date. In accordance with the Agreement ané the Escrow
Agreement, at the close of escrow, the Escrow Agent delivered to
Sunedco the documents of conveyance and disbursed <o PG&E 2 principal
agount of approximately $161.2 million and the cumulative interes+
earned on the $171.2 million principal since March 4 (minus certain
fees). .

In accordance with the Agreement and Escrow Agreement, the
remaining $10 million of principal will remain in eserow through
May %1, 198%. This remaining principal will be used (if necessary)
t0 satisfy any claim Sunedco may assert against PG&E arising from the
Agreement. On May %1, 1983, and essuming no judicial action filed by
Sunedco a2gainst PG&E remains unresolved, the principal remaining in
escrow will be disbursed to PGRE. Interest earned on +he principal

repmaining in escrow is the property of PG&E and will be disbursed at
its direetion.
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PG&E calculates its pre~tax gain as $147,509,000, and its
after tax gain as $£04,422,000. It proposes to allocate $38,581,000
o that gain 10 its retail operations. PGEE proposes to file a
refund plan with the Commission which would distridute the ratepayer
portion of the net gain %o current customers.

IV. Section 851

in the order we directed +he parties %o address "whether
the sudject properties or any portion thereof are subject to the
Juriséiction of this Commission as described in § 851 of <he PU
Code." Section 851 provides as follows:

"No public utility other than 2 common carrier by
railroad sudbject to Part I of the Interstate
Commerce Act (Title 49, U.S.C.) shall sell,
lease, assign, mortgage, or otherwise dispose of
or encumber the whole or any part of its
railroad, street railroad, line, plant, systen,
or other property necessary or useful in the
performance 0%t its duties to the pudlic, or any
Zranchise or permit or any right thereunder, nor
by any means whatsocever, directly or indirectly,
merge or consolidate its railroad, street
railroad, line, plent, system, or other propertiy,
or franchises or permits or any part thereof,
with any other pudlic utility, without first
having secured from the commission an order
authorizing it so to do. Every such sale, lease,
assignment, mortgage, disposition, encunbrance,
nerger, or consolidation made other than in
accordance with the order of the commission
authorizing it is void. The permission and
approval of the commission 10 the exercise of a
franchise or permit under Article 1 (commencing
with Section 1001) of Chapter 5 of this part, or
the sale, lease, assignment, mortgage, or other
disposition or encumbrance of a franchise or
pernit under this article shall not revive or
validate any lapsed or invalid franchise or
pernit or enlarge or 2dd to the powers or
privileges contained in the grant of any
franchise or permit, or waive any forfeiture.
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"Nothing in this section shall prevent the sale,
lease, encumdrance or other disposition by any
public utility of property which is not necessary
or useful in the performance of its duties %o the
public, and any disposition of property by a
public utility shall be conclusively presumed +o
be of property which is not useful or necessary
in the perforance of its duties to the public, as
to any purchager, lessee or encumdrancer dealing
with such property in good faith for value;
provided, however, that nothing in +his section
shall apply to +the interchange of equipment in
the regular course of transportetion detween
connecting common carriers." ‘

Staff counsel argues that the sale of the coal properties is 2
transaction sudject to this Commission's Jurisdiction under § 851.
PG&Z contends that § 851 does not” apply and that no Commission
authorization is necessary.

taff counsel claims that the resolution of this issue
turns on whether the coal properties were necessary or useful in +he
perforpance of PG&E's duties to the public at the time of the
transaction. He argues that this question is not decided simply by
the exclusion of Montezuma or any other coal-fired plant from PGZE's
resource plan. He states that the duty of a utility to its
ratepayers is not and should not be limited %o the cimple provision
of traditional utility services. Rather, the obligations of the
modern pudblic utility have been greatly enlarged by the uncertainties
surrounding the energy supply picture over the las< decade. In
support of this proposition he cites numerous nontraditional,
conservation-related services now being performed, research and
development expenses now being authorized, and exploration activities
undertaken under the Gas Exploration and Development (GEDA) and
Energy Exploration and Development (EEDA) procedures. He claims that
PG&E's removal of Montezuma from its resource plan does not answer
the question of whether or not these coal properiies were necessary
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or useful in satisfying PGEE's obligation to ensure a secure future
energy supply.

Staff counsel contends that, in determining the application
of § 851 to particular utility property, rate base criteris have not
been held to be the compelling standard. The threshold fact +that
zust be estadlished in determining the application of & 851 is
whether the sudbject Property had been dedicated to g pudblic purpose.

He states that there is little question that these c¢coal
properties were dedicated to pudlic use for the rerformance of a
public utility purpose. EHe contends that the extent of their
cedication did not depend on the fate of the Montezuma proposal.
Having been dedicated to 2 Pudlic utility function, the coal reserves
Tell within the jurisdiction conferred on the Commission by § 851,

Ze asserts that the scope and purpose of this State's regulatory
scheme implicitly require that the Commission, not PGLE managenent,
adjudge the time at which public utility property has passed from the
Commission's jurisdiction. Thus, the removal of Montezuma <rom
PG&E's resource plan is immaterial to the dedication issue; stafs
counsel contends that issue is resolved by the underlying utili+y
Zunetion that supported the purchase of the coal properties.

Staff counsel argues that the status of Montezuma is
relevant only €0 whether the coal properties might be included in
rate base. Ee states that the Commission has held that property may
be dedicated to pudlic use, yet simultaneously excluded from rate
base. Thus, he contends that the Commission could well find 4+
Teasonable to excelude these properties from rate base, yet find the
sale subject to § 851 jurisdiction.

PG&E responds thet staff counsel's interpretation of § 851
rmisstates the law, and results in an unworkable interpretation of the
Statute. PGEE states that the cases cited by staff counsel stand
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Cuay Zor The Lroponltion nhan Far LOASU s ne 'éltT&’t, the'd:i:ity

must have dedicated its property to a public purp oo, be deemed 2
"public utilisty," and therefore be subject generally to the

Commission's remulation. However, neither the ceases ner the statute
support svaff's contention that simply being n "public uvility" per,

se obligates the entity to ceck § 851 approval as a pre*nqumwlto 15
onveying property.

PGLE contends that staff counsel's “dedicatad to public
use" standard eliminates the words "necessary or useful" from the
statute. It would require that the Commiscion find property
necessary or useful merely bacauce it waz "dedicated to public uze,”
even 1£ zhere is no factual bhasis 1o infer that the subject%property
was necessary or useful to PC&E in the disc¢harge of its public
uiilivy duties at the time of the =zale.

G&E argues that unredbutted and uncontroverted evidence by
a utility that property is no®t necessary or useful warrants a finding
that § 851 is not applicable. PG%E contends that while the
deternination dy utility management of the necessity or usefulness of
property must withstand cross-examination and overcome contrary
evidence, their testimony is competent, probative (and, indeed,
probabdbly the best) evidence on the issue, deserving full weight and
ig sufficient to susvain a finding that the property is not necessary
or useful.

G&E states that the full implication of staff counsel's

ocition must Ye understood. PGEE warns thaw before conveying or

di°p0°1ng of any property, in each instance the utilisy would have <%0
file an application requesting:

1. A determination by the Commission that the
property is notv necessary or useful an
therefore not Subjccc o § 851: or
alzernatively,

A finding that the property is “oc0““ury or
useful and requesting authority *o conclude
Thne transaction under § 851.
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PG&E contends what neither the Legizlature nor the Commission
intended such a consequence.

PG&E argues that s3aff counsel's "once dedicated to public
pRrpose, always sudjeet to § 851" standard would impose impossidble
administrative and regulatory durdenc on the utilities and zhe
Commission. 7Por example, PG&E states that property such as pencils,
paper, and vehiclez were purchased and operated with ratepayers
funds, are used to discharge pudlic utility obligations, and are
"dedicated To a public purpose." PGEE argues that, accordiang o

taff counsel, the utility must file an application under § 851 %o
deternine whether such property remains "necessary or useful," before
disposing of it. 0On a larger scale, staff counsel's interpretazion
would subiect cales of fuel oil to § 851.  Such imposition of § 851
would 2l) but destroy the utility's limited ability to cell o0il on
the volatile spot market, particularly in light of the likely delay
in the Commission's reaching a decision.

PGEE further arguec that the ERDA procedure did not

introduce any new or additional sgervice obligation to Califoraia
lectric utilities. It states thot the obligntion <o "secure a
future energy supply" has nlways exicgted: FEDA simply introduced a
retenaking mechanism that allows o sharing hetween ratepayers and
shareholéders of some of the financial risks involved in certain

energy exploration and developmant projects. Similarly., the
Commission's possidble termination of EEDA in 0II 82-07-01 would not
reduce PGEE's pudlic utidlity obligation. PC&LE observes that it is
because of PGZE's <transformation into what staff calls a 'modern
pudblic utilizty" providing "non-traditional services" <that PGLE was
able to eliminate Montezuma from its resource plan and sell its out-
of=-ztate coal holdings.

We are persuaded that PGXE has correctly interpreted
§ 851. Accordingly we conclude that no authorization was required %o
complete the sale of the properties
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Staff counsel would have us construe § &51 o require
adédvance approval of the sale of any property that was ever necescsary
or useful. Thiz construction iz extvremely burdencome and unworkadble,
as well as inconsistent with the langusge of the siatute.

We construe § 851 to reguire only that the utility obtain
authorization to dispose of property that iz precently aecessary or
ugeful in the performance of itsc duties. Property that is neither
“ece"ﬂa"y nor useful may be sold without Commission authorizavion.

find that vhese coal properties were a0t nececsary or useful for
purposes of § 851 at the time of the sale.

Staff counsel argues that the Commission should insert

itsel? into the management function of deciding whether utility
oroperty le necessary or useful, bdefore the property ig sold. Thig
interpretation of § 851 does not deseride the nisvoric application of
the statute. Ve are not aware of any public policy considerations
that lead 1o a different conclusion. Cn whe one hand is the concern

that the utility will err by celling property that is neceszszary or

useful, thereby impairing its ability to provide service. 2 the
other hand ig the economic consequence of such an agtion. The cost
f <he replacement property will de a burden on utility
chareholders. This ig a2 classic inastance of nssocinting risk wit
anagenent judgment, and we are savisfied that the degree of risk has
Yeea a sufficient incentive to make § 851 workable all these years.
In this c¢case PGEE hag clearly chown that these coal ,
4 necessary or useful for purposes of § /%51 atn the
vime of the zale. PG&E dased its showing on the exclusmon of
Montezuma £roxm itz resource plan, which was appropriate under the
circumstances. However, these properties were nEVer necessary or
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useful for purposes of § 851, and PG&E was free to sell thenm, even if
Montezuma remained in its resource plan, because the usefulness of

“hese properties was in the future. Thus, & 851 jurisdiction never
a*tached.

V. Commission Authorization

Eaving decided that no Commission authorization was
eguired to complete the sale, we do not reach the question whether
ne sale wes in the public interest. However, there is no odjection
© the sale in the record, and we do not hesitate 10 state that the

ale of these coal properties was in the interest of PG&T and its
ratepayers.

-
-
'S
v
e
v
S

VI. Allocation of Gain

PGKE's celculation of the gain and its proposed allocation
is shown in the following table:
TABLE
(& in 000's)

Nonrate Rate Base
Total Base Total CPUC PERC -
100.00% 57.29% 42.71% 40.86¢ 1.854

Sele Proceeds
Cash F171,228
Notes 3,678

Subtotal 174,906
Interest 5,362

Total 180,268
Investment (32,611)
Selling Expense

& Escrow Fee (148)

Pre~Tax Gain 147,500
Taxes (53,087)
After Tax Gain 04,422 $54,094 $40,%28 £38,581 $1,747
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PGEE's calculation of the $04.422 million after-tax gain assumes that
the sale proceeds will be subject to both California and Utah tax on
the capital gains and that for the escrow account earnings will be
subject to both states' income tax. The California capital gains tax
portion is §7.%7 million. The treatment of +his portion of tax is
discussed below.

PGEZ's allocation is dased on the percentage of recorded
costs included in rate base. PGEE claims that the recorded cost
allocation proposal best reflects the PERC Uniform System of Accounts
and standard accounting practice. Consistent with the Uniform Systen
of Accounts, the recorded cost method passes through to ratepayers
the portion of <the gain attridutadle to the portion of the overall
investment previously within PEFU. '

The recorded cost method reflects the capital costs, as
reported on PGE&E's consolidated books, so that no sudbiective analysis
nor recomputation of figures is required. Zaeh dollar spent is
recorded at its book value regardless of when it was spen®t or what is
was spent on. .

PGZE points out that PGEE and staff each determined the pre-
tax basis of the coal properties based on the recorded costs. PG&E
argues that it would be unreasonabdle to use one set of numbers for
the caleulation of the pre-tax gain, and then to subjectively alter
these numbers for allocation purposes. Thus PGRE claims that i+t is
imperative that PG&E's nonacquisition costs e equitably treated in
the profit allocation. PGEE states that each such cost is an
appropriate capital expenditure, each is appropriately included
within PGXE's tax bvasis, Particularly since the developmental costs
were necessarily incurred to enable PGEE 40 sell the coal properties
at such a premium.

PGXE further contends that risk is an izmportant criterion
for determining profit allocation and that the recorded cost
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allocation method most accurately reflects the risk borne. PGEE
states that risk allocation and profit sharing are functions of
relative capital contridution. PGXE argues that its shareholders
contributed 100% of the equity invested in the project, ratepayers
simply paid the carryizg ¢osts on the portion of the investment that
was included in PG&E's rate base. PG&E ¢laims that while these
carrying costs include a return component, they do not iaclude
operating, depreciation, or property tax costs, or any ianvestmeat in
plant. Thus PG&E concludes that 1iTs ratepayers were not at risk for
any portion of the $17.929 million in PHXU. Absent the requirements
of the FIRC Unifornm Systen of Acsounts, PCEE argues that an
allocation made exclusively upon risk criteriza would provide 100% of
the net capival gain To PGEE's shareholders.

Svaff analyzed the recorded cost method proposed by PGLE

2d also presented eight altveraative methods that could be ugsed ia
allocating the net gains vetween ratepeyers aad shareholders. These
alternate methods are labeled as follows: Tons of Mineable Coal, Btu
Coantenvs, Acreage, Acquisition Costs, Time Value of Money, Ratepayers-~
All, and Two methods based on weighted averages of several o2 these
other methods. O0f these methods, the recorded cost method allocaves
the smallest portion of the gain To ratepayers. Based on its review,
the stalf coacludes that the recorded ¢ost nmethod requires no
subjective assessment as to the value of the respective ratepayer-
shareholder risks or iavestmenats aand is the oanly method That aserides
an economic value o every expenditure made. Staff recommends the
use of the recorded cost aethod.

San Prancisco characverizes the recorded cost method as the
least rational and least fair of the various alternatives. It states
what, 1f the Commission is going to make a2 édistinction hetween PGEE
raeve base and PGEE acarate bage expenditures, the distinction should
be based on the value of the particular properties at the time of the

-
-
.
K
-
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sale. San Francisco claims that actual cost provides no relationship
©0 the gquestion of the value a% the time of the sale. ‘
While San Francisco finds the other allocation methods less

<han satisfactory, it observes that these other methods all have
some relationship to value. Thus it characterizes the recorded cost
nethod as the "worst"” alternative. Instead, San Francisco recommends
that the entire gain be allocated to the ratepayers.

In these circumstances we shall consider first the
tion that the ratepayers should be allocated the entire gain.
L we £ind <o the contrary, then we will examine the various
.

0pos

:
location methods presented by staff.

San Francisco states that a major criterion to be addressed
is, who has the rigk of capital loss of the relevant investment? San
Prancisco argues that risk analysis should he the key to the
Commission's decision.

San Francisco claims that if PG&E had sold the properties
at 2 loss or otherwise had lost money on this venture, PG&E would
have been before this Commission asking t0 have its loss amortized.
In support of this position San Francisco citezs PG&E's direct showing
that these purchases were directly related 40 utility operations and
were thorough, prudent, and dusinesslike. San Francisco argues that
the coal property purchases were directly related to the Commission's
EEDA methodology, which was designed to allow utilities to recover
Zrom ratepayers the costs of exploration and development.

San Prancisco contends that the "key point™ is that PG&E's
actions were strictly related to public utility service and strietly
adopted after the Commission adopted EEDA t0 provide the utilitiec
this type of purchasing mechanism and to provide and ensure that the
ratepayers would pay for exploration anéd development. San Francisco
points out that the generic EEDA decision, D.88121 dated November 22,
1977, specifically provided that if Southern California Edison
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Company's (Bdison) Kaiparowits coal reserves were part of
wnsuccessful project, Edison's c¢osts would be amortized over a five-
year period. Thus San Francisco concludes that the risk was totally
on the ratepayers.

Staff agrees with PCEE that dbased on the manner in which
the expenditures were recorded under the Uniform System of Accountvs,
it would be improper to allocate tne entire guin to ratepayers.
However, staff also agrees with San Francisco that the entirety of
PG&E's expenditures were potentially chargeadle to ratepayers, which
staff states eliminates any violavion of the Uniform System of
Accounts.

ing risk analysiz, staff contends that PGEE's
risk is inaccurate and contradicted by the
witness. zaff states that the shareholder
timate regulatory risk that whe Commission would
the coal property expenditures imprudent. Staff argues that
a risk is present in every utilizty venture and provides no bhasis
upon which %o distinguish the Utah coal properties from properties in
which the ratepayers would receive the entire gain upon their
disposition. TFurthermore, since the prudence of these investments ics
ontroverted, svaff concludes that the risks actually borne by the
sharenolders are insubstantial and ephemeral.

Staff also refers to the ratemaking treatment of Edison's
Kalparowits investment ac indieative of PC&E's nctunl risk. Staff
contends that there ic no reason to suppose that PGEE would receive

less favorable treatment than Edison, particularly since tne
Kaiparowits regult is not limited o FEDA projectz. Staff clainms
that this Commission permits the amortization of expeanditures

ssociated with unsuccessful but prudently undertaken projects ac
genersl rule, referring specifically to Sundesers, the WESCO coal
gasification project, and zhe SOHIO project. Thus staff concludes
that PGZE has grossly overstated the magnitude of the risks of loss
faced by PGEE sharcholders.
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Stalf further argues vthat coasistency with accounting
principles and the Uniform System of Accounts is secondary to the
dignizy of equitable or legal principles. In this regard staff cites
the cage of Democratiec Central Committee of the District of Columbia,
et al. v Washington Metrovolitan Area Transit Commission 485 7 24
786 (D.C. Cir. 1€73), where the court stated:

"Accounting procedur ec are not self-justifying;
like other regulatory actions of <the Commizsion
tney must reflect a rational allocation of
econonic rigate and responsibilities between a
utility's investors and consumers. The zimple
fact that an agency treats an item o certain way
for purpcsez of itz uniform system of accounts
does noT marx the end of judicial serutiny: on
The controry. a reviewing court must assure
itzelf that the accounting practice prescribed is
co“sis:e“t with underlying substannive principles
of pudlic uulllty laws. To permit an accounting
device To dictate the rule of law is to allow the
tail to wag the dog." (At 819-820.)

Staff sates that the Circuit Court proceeded to favor equitable
theories what consider relative riske of losses and financial durdens
vorne by ratepayers and shareholders over the striect dicrtates of
accovnting pr:nczples.

PG&E argues that vhe Uniform System of Accounts is
controlling. It refers to PU Code § 79% which requires a uzniform
system of accounts, and Commission decisions that nave ordered the
acoption of the IFERC system. PG&E points to Regulations 421.1 and
421.2 of the Uniform System of Accounts which provide that gains or
losses on sales of property not previously clacsified as PHFU are

recorded as other income. PG&E contends thot "absent any
Justification,”" the Conmission should nov disregard California law
and its own decision and order what PGAE zhareholders be execlucded
fron the allocation.




0II 82-05-01 ALJ/nmd

PGEE odjects that no witness appeared fo sponsor the risk
analysis supported by San Prancisco and staff. DPG&E contends that a
sinilar risk argument in the identical context was rejected by this
Comnission with respect to the disposition of profits resulting from
PG¥E's sale of the Nipomo Dunes property in PG&E's last general rate
case, D.92887. 1In that instance we stated:

"PGEE disagrees with the staff's contention since
such property was never in rate base; therefore,
the risk of holding such property was borne by
the shareholders. We agree and will not adopt
the stalf's recommendation." (D.03887, p. 99.)

Thus PG&E concludes that allocation of the entire gain to ratepayers
would violate Commission precedent.

PGEE further contends that the ZEDA ratemaking procedure is
not relevant 10 the present risk inquiry. PG&E states that stafs
counsel erroneously assumes “hat the property would have deen
authorized as an EEDA project because of the Kaiparowits precedent.
PGEE claime that any credidility to this argument ‘is undermined by
stafl counsel's failure %0 ask any questions about the Commission's
receptivity to PG&E's EEDA application that was eventually
withdrawn. Rather, PG&Z states that there were serious doubts
whether approval of the coal properties as EEDA projects in the 1979~
81 time frame would have deen certain. Por example, there would have
been questions regarding whether PG&E intended 4o proceed with
Montezuma, because to "merely own coal reserves for which no specific
use is planned is not warranted [under EEDA]." (D.88121, 8% PUC 16,
%0.) PG&E claims that, moreover, there would have been serious
questions whether development of an out-of-state coal mine was a
desirable or an appropriate exploration and development activity %o
be supported by ratepayers. Additionally, the Commission may have
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been heczivant to sponsor an EEDA project that would regquire the
hundreds of millions of dollars necessary to bring the nine to
commercial operation.

Purtner, PGEE argues that the facts and equities of
the Democratic Central Committee case are greatly distinguishable
from this case. Ia particular, PGEE claims that its ratepayers
provided neither equity iavestment nor supported developmeat of the
properties through payment of depreciation or operating expense.
Marther, the acquisition was 2ot subsidized either directly or
indirectly by ratepayers or taxpayers. Lastly, the value of the coal
preverties appreciated av a greater rate than iaflation, due to

PG&Z's overall eZforts. These factors are alleged to distinguish the
IWo cages.

- PG&E claims that aumerows cases from other Jjurisdictions
have each édistianguished Democratic Central Committee iz similar
instances in which the shareholder provided the equity investment, or
pald the operating expeanses, or was not subsidized by goveramental
eatries, or was responsible for the appreciation. PG&E states that
several of these cases vacated Commission orders 1o allocate all gain
To ratepayers, and each ordered the shareholders be awarded the
allocation required under the existing accouznting rule.

We agree with the parties that risk analysis should be the
pmajor consideration underlying the allocation of the gain (or loss)
between shareholders and ratepayers. While there are several
Commission decisions that do apply this principle, each major
abandonment prodlem should be reviewed oz an individual basis.
Therefore we conslder these other decisions informative dbut 20t

ispositive of the way risk is shared.

Iz This case we have a complete record of the facts aad
¢ircumstances surrounding the acguisition, development, and sale of
vhese coal properties. If that was all that was at stake here we
coulé reach an informed decisiom regarding the risk allocation.:
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Lowever, our consideration of the implications and consequences of
our decision leads uz to conclude that the relative rigks in this
case should bde properly evaluated in terms of the risks involved in
undertaking the entire Montezuma proj ct. Ve expect that PGZE will
Seek 1o recover cubstantial costs associated with Montezumz in ive
nexs ge ieral rate case. The treatment of those costs should be
stent wita the treatment of the gain in this proceeding. An
judgment that we would make now would be premature without <he
bYenefit of the record that will be developed in that case. Therefore
we defer any determination regarding risgk allocation in thisz inztance
until the general rate case decision when we nave the remainder of
The project defore us.
The risk allocation question appliez only to the portion
The gain that is allocated to the nonrate hage property. There is
guesztion 2T the amount of vhe gain allocated to the rate base
property shouwld be returned to the ratepayers. By nlloéacinJ the
gain between the Iwd properties, we cnn provide for immediate
recognivion of the minimum amount allocated To the ratepayers, while
ceferring consideration of the dizposition of the remainder. Thus we
face the question of the allocation of the gain between the rate base
and nonrate base propervies
Ag stated above, both PGEE and staff favor the recorded
05t method ag the most reasgonadble dasis for alloeating the gain,
wnile San Franciseo argues that the recorded cost method i unfair.
We agree with San Francizeo.

We find that the label "recorded cost method" is it

5

misleading, 22 it {mplies an objectivity adout the method that

found lacking upon further cxamination. fTniz method is flawed

because it assumes that cach dollar spent by PCGEE %o develop The two

propertiss was equally at risk. We find vhisz assumption unfounded.
Zhe recorded cost methed is more accurately called the

"Uniform Sysvem of Accounts method." because it merely reflects the
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recorded accounts without regard to actual circumstances. Haviag
deferred The question of the risk agssociated with the noanrate bYase
property, we also necessarily defer the question of the risk
associated with improvements ia that property. However, we £ind that
PG&Z was 2ot similarly at risk with regard to improvements to the
rate base property and that the enkancement ina value resulting from
those improvements should be allocated to the ratepayers.

The so-called recorded cost method fails <o 2llocate any
portion of the improvement cosTs to the rate base property, even
shough the costs clearly benefited that property. Ia order for the
recorded cosT method to be valid we would have to first allocate each
o2 the improvemexzt costs vetween The two properties. Thus we are
left still needing an allocatioz method.

0L tThe other methods proposed by staff, we reject
immediately the acreage method (70% vo ratepayers) for the reason
<hat shere is 20 relationship between acreage and the value of the
property. We also reject the acquisition cost method (42.2% o
ratepayers) and the time value of money method (46.8% to ratepayers)
as presented by the staff witzess because each of these methods
allocates improvement costs only to the nonrate base property.

Regarding the time value of money, we observe that the
purchase of these two proper<ies occurred over a 2r-year period.
Thus the $10.7 million paid for the Island Creek property cannot be
directly compared to the 38 milliczn palid for the Keunecott property.
Considering only the time value of money and applying 2 conservative
escalation factor, the Island Creek price is equal to adout
$12.7 million iz 1979 dollars. Thus on an equivalent basis about 61%
of the original acquisition costs are attridutable to the rate base
property and 39% to the nonrate dase property-

Iv i3 interesting to compare this result with the tozs of
mizeable coal method or Btu content method (which are themselves
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2almost equal) which indicate that ahout 61% of the coal is uuociated
with the rate base property. Wnile we find either of these methods
reasonable, we prefer the Btu content method for the reason that Btus
are the ulsimate expression of the value of the coal for its
essential purpose. All of the other costs enhance the usefulness of
whe coal and may be reasonadly assigned on an egual collar per Bru
basis.

We could use this aralysis to adjust the recorded cost
method. However, we find that the dbasic premise that Bius are The
m05%t meaningful measure of the value of the properiies also supports
a direct allocation of the gain on a Btu basis, rather than an
edjusted recorded cost basis. Using the Puw method, 58.6% of the
gain ig allocated to the rate base properiy, %8.8% iz allocated to
the nonrate base property. and the remainder iz allocated %0

noajurisdictional sales. an after tax basis, the amount allocatead
10 the rate bYase properiy
S

i
regulatory critics is the ne

e 58.6% of $£04,422,000, or 855,%%1,000.

We notve in passing that one of the major targets of

aring process which iz allepgedly time-

consunming, inefficient, and obsolete. 5 this case indicamnes, the

process ig time-consuming and may bde inefficicnt Tt iz non obsolete.
this case PG&LE proposed one p0381b1p allocntion of the

gaizn. The staff presented a thorough analysis of the lzsues

involved. £ there had dbeen no hearing or no participation dy third

parties, e C

this order. 3

ommission might well not have reached the decision in
an Prancised's participation materially enhanced <he
record in thisz proceeding, and the decicion-making process is
similarly eananced. Ve have a much clearer sense of the place of
tnis decision in Commiszion history on account of having gone 10
hearing.

There i siamply no substitute for the testing of facts and
opinions that is provided by cross-examination. Statements that
appear reasonable may be shown to be unfounded. Relevant facts may
e shown To have been disregarded. Inconsistencies may be exposed.
It is no ¢oincidence that the rigbt 10 crosc=cyxamine is the essence

£ due process.
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VII. Califor=ia Capital Gains Tax

As stated above, PGEE's caleulation of the after-tax gain
assumes Califorzia capital gains tax liability of $7.37 million.
2G&E argues that the present distridution to ratepayers should °
proceed oz the assumptioz that PG&E will be ultimately liable for the
tax. Staff argues that the preseat distribution should include all
of the gaiz, with a provision for PGEE to seek future recovery of any
tax liability actually resultizng from the gain.

The issue of California capital gain tax turas on whether
the proceeds from the sale constitute "business iacome” or
"nozbusiness income” under §§ 25120 et seq. of the Reveaue and
Taxation Code. DPG&E assumes that the gain would be subject to
California tax bYecause PGEE is domiciled in California and because
<the sale transaction is sufficiently related to PG&E’s business as a
generatiozn, traznsmitter, and distributor of electricity to be
considered by California tax authorities as income arising "iz the
regular course"” of PG&E's vrade or dbusiness.

Nevertheless, PGEE intends not to pay California tax and o
resist any avttempt by Califoraia to tax the capital galzn. DPG&E
proposes, if ivs aggressive ftax posture is sustaized, to at that time
make 2 further distridution to ratepayers. This subsequent

istridvution would reflect the ratepayer’'s pro rata share of the

d¢isputed %ax vrincipal and an appropriate interest comporent.

Stal? believes the trazsaction s =ot taxable in
Califorzia, but a=xvicipates 2 lexngthy contest bYefore a2 f£inal
decision. c22f believes that its method imposes on PGEE axn
ingangible izcentive to vigorously contest the deficiency, since PGEE
would have oxnly an opportunity Zor future recovery, rather thaz a
guarantee.

We reach no conclusioz regarding the merits of the tax

iability question. Whether the gain is taxable iz Califoraia will
be resolved ia another forum.
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We £iznd that the uncertainty over whether there will be 2
contest, rather thaz the uncertaln outcome of such 2 contest, is the
controllizg consideration. As pointed out by staff, whether
liability will be even asserted will 2ot be known for several years.
Therefore we £ind that the distridution of the gaiz should proceed
without recogrition ¢f the portion of the Califoraia capital gains
tax applicable %o the rate bage property. Therefore we provide fLor
58.6% of the disputed tax liability ($4.3 million) %o bYe included
with the gaiz for distridution %o the ratepayers. Thus the total
amount allocated To the ratepayers for immediate refund is adout
359.6 million.

Zowever, PGEE i3 entivtled to something more thaz "an
oprortunity” to recover ivs tax paymeznt, 1 such payment occurs. We
provide for dollar for dollar recovery by 2G&E, subject only to the
cozndition that it represent its ratepeyers' iaterests in good faith,
2 coadition that is always inmplied.

VIII. Refund Plan

2G&E proposes %o £ile a2 refund plan to distridute the gain
T0 current customers. PGEE opposes using the ratepayer portion To
o0ffset base rates, as it claims such an action would distort base
rateg away from their original intention. As an alternzative, PGEE
proposes that The amount to be distriduted be held in abeyance,
convtinue to0 accrue interest, and be used ultimately to offset other
similar ezergy projects, whose costs have been izcurred, dut noT yeT
recovered in ravtes. There is no opposivtion to PG&E's refund plaxz.

We see no reason to delay the refund, particularly for the
purpose offered by PGE&E. We see 2o legitimate public izterest <o be'

served by masking the ¢ost of future resources. Therefore we provide
for refunds to curreat custonmers.
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PGZE has not proposed a specific plaxn for our approval.

Therefore we d4rect PG&E to meke an 2dvice letter £iling 30 days from
the effective date of this decision that gspecifies the actual refund
plan and the amount to be refunded. Any party that objects to either
the refund plan or the calenlation of the refurd amount shall have 30
days to protest PGZE's filing. '
Pindings of Fact

1. DPG&E purchased the Island Creek properties in 1976.

2. PG&E purchased the XKennecott properties in 1979.

%. DThe acquisition of the two properties created a sizable
property that was more valuable than the two separately.

4. PG&Z selected the Island Creek and Kennecott properties asg
the mosT cost-effective, environmentally sound fuel source after

exhaustive azalysis and search for suitable reserves throughout the
Western Unived States.

5. PGEE acquired various addiviozal property and water rights
for the purpose of developing the property.

6. Iz addivion %0 its acquisition and exploration activities,
PGELE 2lso completed all envirozmental baseline data collection
e2forts necessary for all permits, licenses, anéd rights-of-way, and
21led a completed Mining and Reclamation Plan which was deemed
"complete” and technically "adeguate" dy the Utah Department of 0il,
Gas and Mining, with construction approved for Juze 1982.

7. The acquisivion and planzed development of »roperty were
directly linked to PG&E's plans L£or a coal~fired plant to be locaved
in California, known as the Montezuma plaat.

8. The development schedule of the coal mize was formulated vo
conform with the development of Montezuma (originally scheduled for
operation in 1982).

9. The operation of The Montezuma plant was deferred several
cimes until April 1981, when it was deferred indefinitely.
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10. The total ¢ost 7o PGKE relating %o the acquisition and
development of these coal properiies was nbout $%4 million.

11. Since 1976, and through December 1981, approximately %14
nillion of +the total investment was included in PGEE'S rate base as
PHEFU. _

12. The remaining %20 million inve in the coal propertie
nas never deen in rate base.

2. Stockholders have incurred zll carrying charges
rate base portion of the investment.

4. When it oppeared that Montezumn might never be dbuils, PCEE
decided to sell these coal properties

15. In September 1081, PG&E sent over 100 letters soliecitin

.
interest in the sale of the properties.
i

16. A presz release wps then

.

accept bids for the sale.

ssued announcing that PG&E would

17. n December 31, 1981 bids conforming to PC&E instructions
were received from various entities.

18. The hignest bid, by Sunedeo, wag accepted.

19. The amount of Sunedco’'s bid was 3171 million.

20. On January 21, 1982, PGHE and Suncdco executed n Jetter of
intent concerning the sale of the coal properties.

21. n Maren 4, 1982 PCGAE deposited with the aescrow agent the
executed documents of conveyance and Suncdco deposited approximately
®171.2 million.

22. As of May 13, 1982, Sunedco hnaé obtained the requisite
approval of the regulatory authorities and, nccordingly, escrow
closed on that date.

&ain on whe transaction as
: as $94.4 million.
calenlani T the n ineludes FT.37
nillion for California ca ]
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25. These coal properties were not necessary or useful for
purposes of § 851 at the time of the sale.

26. Determination of the allocation of risk should be deferred
until the decision in PG&E's next general rate case when the entire
Moxnvezuma project has beea examined.

27. 1The recorded cost method assumes that each dollar speat by
PG&E to develop the two properties was equally at risk.

28. DPG&E was not at risk for the costs of improvements to the
rave base property.

29. The Btu contexnt method allocates about 61% of the gain to

rave bage property.

50. Btus are the ultimate expressiozn of the value of the coal
for its essexvial purpose.

31. The aZter tax gain allocated To the rate base property is
about $55.% amillion.

32. 2G&E may be liable for California capital gains tax of
37.37 million oz the entire gain. .

33. Whether suck liability will be asserted is uncertaiz.

54. The amount of the tax allocable to the rate base property
is about $4.37 millioxn.

35. I£ PG&E is liable for such tax it should recover its
raymensts on a dollar-for-dollar dasis.

%6. The refund of the gain should zno%t be delayed.

Coznclusions of Law

4. Secvion 851 of the Public Utilities Code does 20t apply To

2G&Z's sale of its Uvah coal properties to Suznedco.

2. Risk analysis should be the major consideration underlying
The allocation of the gain.

3. The determizavion of risk allocation should e deferred.
4. That porviozn of the gain allocable to the rate dase
property should bde refunded to the ravtepayers immediately.
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5. The uncertainty regarding the California capital gains tax
supports the exclusion of the vax f£from the calceulation of the gain.

IT IS ORDERED that:
1. Withiz 50 days from the effective date of this decision
Pacific Gas and Electric Company shall file with the Commission an
advice letter proposing its plan for refunding the gain from the sale

of its Uvar coal propervties calculated iz accordance with this

decision.

2. In she event that PGEE is found liadle for Califoraia
capival gains tax resulting from this transaction it shall recover
such costs from its ratepayers.

This order becomes effective 30 days Lrom today.
Dated DEC 301382 , at San Prancisco, California.

-

RICHARD D. CRAVELLE

LEONARD M, GRIMES, IR

VICTOR CALVO
Comuissioners

Cowmizalonor Priscilla C. Grow,
velag ascessarily absont, 4id
not participate
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Decision

BZIFORE TEF PUBLIC UTILITIES COMMISSION OF TEE STATE OF CALIFORNIA

Investigation on the Commission's )
own motion re the sale by Pacific )
Gas and ZElectric Company of certain ) 0II 82-05-01
rea% property in Carbon County, g (Filed May 4, 1982)
sah.

)

\

Daniel E. Gidbson akd Steven 7. Greenwald,
Attorneys at Law,\ for Pacific Gas and Eleectric
Company, respondent.

Michel Peter FPlorio, Robert Spertus, Michael
Mahoney, Atforneys at Law, and Sylvia Siegel,
for Toward Utility Rige Normalization (TURN):

James P. Jones and Mike Anderson, for the

United Transportation\Union: Robert ¥. Loch,
Thomas D. Clarke, and Naney I. Day, Attorneys at
Law, for Southern Californiz Gaos Conpany;

George W. Falltrick, for the Brotherhood of
RXallvwey AirLine mnd Steamship Clerks; Paul E.
Morrison, for the Brotherhood of Locomotive
Engineers: Catherine A. Johnson, for California
Energy Commission; and veonard L. Sneider, for
George Agnost, City Attorney; interested parties.

Alvin S§. Pak, Attorney at Law, and Ray Charvez,
for The Commission stastef.

I. Introduection

Sy order dateé May 4, 1982, the Commission instituted this
ivestigation into the sale by Pacific Gas and Eleetric Company (PGAE)
to Sunedeco Energy Development Co. (Sunedeo) of certain real property
in Carbon County, Utah, including rights to explore, gevelop, and

extract coal deposits. The order specified the following issues to
be addressed in this proceeding:
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Whether the subject properties or any portion

£ them are subject %o the Jurisdiction of
this Conmission as described in Pudblie
Utilities (PU) Code § &51:

Whether it is in the pudlic interest for the
Commssion %o issue an order authorizing PG&E
0 enter into this sales transaction as it
Day presently bde constituted;

Whe<her it is just and reasonadle for the
Commission to reflect +he net gains or net
losses to PG&E or any portion 0Ff them
resulting from the PG&E-Sunedeo transaction

in electric rates and, if so, in what panner;
and

Whether any other yrder or orders that nay be
appropriate should be entered in the lawful
exercise of the Commission's jurisdiction.

réer directed that g prehearing conference should be
vime PGHE should submit a schedule for providing a full

its capital expenditures associated with {ts Cardon
County properties, its contracts with Sunedco, and its propeosal for
reflecting any net gain in rates.

se<, at whiech
accounting of

A prehearing conference was held on May 2R, 19082, in San
Francisco. Evidentiary hearings were held on August 16, 17, and 18
in San Prancisco. PGRE offered the testimony of Elmer F. Kapelian,
vice president, Fuels Planning and Acquisition; William M. Gallavan,
vice president, Rates and Valuation: and Gloria S. Gee, supervisor of
the Accounting Research and Analysis Seetion of the Comptroller's
Department. The Commission staff offered the testimony of Donna Fay

Butler, a financial examiner in the Revenue Requirements Division,
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Pinancial Analysis Group, and Gildert Infante, financial examiner in
charge of the tax section of the Revenue Requirements Division. The
matier was sudbmitted upon the £iling of opening driefs on

September 17 and reply driefs on Octobder 1. PG&E and staff each
~iled briefs. The City of San Prancisco (San Prancisco) participated
through cross-exanmination and oral argunent.

II. Summary

In this decision we find that PGEE's Utah cosal properties
were not necessary or useful in the pérformance of its duties to the
pudlic at the time of their sale to Sunedeo. Accordingly we find
that § 851 does no*t apply. ’

We also find that risk analysis should be the najor
consiceration underlying the allocation of +he gain £from the sale.
We find that by far the greater portion of the risk was borne by
Tatepayers. Accordingly we allocate the entire net gain to the
ratepayers.

PGXE proposes %o exclude from the present distridution of

the gain the amount of £7.%7 nillion representing possibdle liadility
for California capital gains tax. We €ind\the possible liability too
speculative to include in the caleulation at this time, dut provide
for recovery by PG&E if the tax is collected

The amount of the gain to be refunded is adout $102
zillion, less an amount that will make PG&E whole for the carrying
costs on its investment up to the time of +the refund. PG&E is
cirected to file 2 refund plan within 30 days.

The original development of these propexties was undertaken
by PGEE in its own name. In Septemder 1978 PGLE formed Eureka Energy
Company (Eureka) for the purpose of engaging in the exploration and
development of various energy fuels, and Bureka +ook over development
of the properties. No party has contended +hat any ratemaking




0II 82-05-01 ALJ/zd

’
' f

only for the proposition that for § 851 to be relevant, the utility
zust have dedicated i%s property to a public purpose, be deemed a
"pudlic utility," and therefore de subject generally to the
Cozzission's regulation. Eowever, neither the cases nor the statute
support stali’'s contention that simply being a "public utility" per
se obligates the entity to seek § 851 approval as a prerequisite to
conveying property.

PGFE contends that staff counsel's "dedicated +o pudblic
use” standard eliminates the words "necessary or useful" from the
statute. It would require that the Commission £ind property
necessary or useful merely bacause it was "dedicated to public use,"”
ever I there is no factual basis +to infer +hat the subject property
was necessary or useful 10 PG&E in the discharge of {ts public
utility duties at the time of the sale.

PG&E argues that unrg‘ tted and uncontraverted evidence by
a utility that property is not negessary or useful warrants a finding
that § 851 is not applicadle. P contends thet while the
determination by utility managemend of the necessity or usefulness of
properiy must withstand cross-examination and overcome contrary
evidence, their testimony is competent, probative (ana, indeed,
prodably the best) evidence on the isdue, deserving full weight and
is sulficient to sustain a finding that the property is not necessary
or useful. |

PGELE states that the full impliggtion of staff counsel's
position must be understood. PG&E warns that before conveying or
disposing of any property, in each instance the utility must file an
application requesting:

1. A determination by the Commission that the
property is not necessary or useful and
therefore not sudbject to § 851; or
alternatively,

A finding that the property is necessary or
useful and requesting auvthority to conclude
the transaction under § 851.
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allocation method most accurately reflects the risk borne. PGLE
svates that risk allocation and profit sharing are functions of
relative capital contridution. PG&E argues that its shareholders
contriduted 100% of the equity invested in the project, ratepayers
sinply paid the carrying costs on the portion of the investment that
was included in PG&Z's rate base. DPGEE claims that while these
carrying costs include a return“component, they 4o not include
operating, depreciation, or property tax costs,. or any investment in
plarnt. Thus PGEE concludes that its ratepayers were not at rigk for-
any portion of the $13.92¢ million in PHFU. "Absent the requirements
of the FERC Uniform System of Accounts, PG&E argues that an ;
allocetion made exclusively upan%;isk criteria would provide 100% of
the net capital gain to PG&E's sMareholders.

Stafl analyzed the reconded cost method proposed by DPGEE
and also presented eight alternative methods that could be used in
allocating the net gains between raltepayers and shareholders. These
alternate methods are labeled as follows: Tons of Minabdle Coal, Btu
Contents, Acreage, Acquisition Costs| Time Value of Money, Ratepayers-
All, and two methods based on weightdd averages of several of +hese
other methods. O0f these methods, the\recorded cost method allocatesh
the smallest portion of the gain to ratepayers. Based on its review,
the staff concludes that the recorded é$st nethod requires no '
subjective assessment as to the value o:\the respective ratepayer-
shareholder risks or investments and is t@e only method that- ascribes
an economic value to every expenditure nade. Staff recommends the
use of the recorded cost method. k "

San Francisco characterizes the recorded cost method as the
least rational and least fair of the various alternatives. It states
that, 1f the Commission is going to make a distinction between PGEE
rete base and PGE&E nonrate base expenditures, the distinction should
be based on the value of the particular properties at the time of the
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been hesitant to sponsor an ZEDA project that would require the
hundreds of millions of dollars necessary %o bring the nmine to
conmmercial operation.

Purther, PGXE argues that +the facts and equities of
whe Democratic Central Committee case are greatly distinguishadle
fron this case. In particular, PG&E claims that its ratepayers
provided neither equity investment nor supported development of the
properties through payzent of depreciation or operating expense.
Purther, the acquisition was not subsidized ei{ther direetly or
indirectly by ratepayers or taxpayers. Lastly, the value of the eoal
properties appreciated at a greater rate than inflation, due to

PG&Z's overall efforts. These fattors are alleged to distinguish the
two cases.

PGEE claims that numerous &ases £rom other Jurisdictions
have each distinguished Democratic Central Committee in sinilar
instances in which the shareholder proxided the equity investment, or
paid the operating expenses, or was not\subsidized by governmental
en<ries, or was responsidle for the appreﬁiation. PGEE states that

several of these cases vacated Commission ‘orders +o allocate all gain
to ratepayers, and each ordered the shareholders be awarded *he
allocation required under the existing acco&hting rule.

We agree with all perties that risﬁ\gnalysis ghould be the
major consideration underlying the allocation. On this basis we
conclude that the entire net gain should be allocated to ratepayers.

We agree that there was come uncertainty and, with that,
some risk on PG&E's part regarding its ultimate recovery of its
costs. EHowever, we f£ind that this risk ic the same ordinary dusiness’
risk that {s already reflected in the return on equity component of
the rate of return found reasonadle in setting PG&E's rates. Turther
recognition of that risk would allow for double recovery.




0II 82-05-01 ALJ/md

The authorized rate of return recognizes the need to
attract and reward capital. The financial burdens of new &eneration
resources are an obvious factor that must be evaluated in terms of
the prevailing ratemaking procedures. The relationship between
ratezaking considerations and risk is widely recognized and <he
tradeoffs are widely debated. Throughout this period the rate of
return authorized to PGEE reflected our best Judgment of those
tradeoffs and the resulting risk.

We £ind that the circumstances surrounding the acquisition
of these coal properties indicate the+ by far the greater risk was
borne by the ratepayers. This proposition is true generally in light
0T such ratemaking procedures in EEDA and such precedents as the
treatment of Kaiparowits, and is true specifically with regard to the
acquisition of these particula properties.

As discussed above, the Island Creek property was purchased
in 1976 and included in rate basd as PHFU. There is no dispute over
allocating the entire portion of Hne gain attridutable to that
properiy to the ratepayers. VWhatevwer would have been the risk
otherwise, the ratemaking treatment \of the Island Creek property
provided PGEE a very comfortadble position for acquiring the
Kennecott property.

The evidence is overwhelming that the two properties should
be treated as one for purposes of evalugﬁing this transaction.

PG&Z's allocation theory depends entirely on the principle that the
properties once merged cannot be separated for valuvation purposes.

We find that PGEE essentially scquired and developed a
single coal property. This finding is reinforced by the testimony of
Kepelian that the development of the fields occurred simultaneously,
even though the acquisitions progressed sequentially:

"Another factor complicating any comparative
evaluation of the separate purcheses is that the
subsequent surface land and water rights
purchases, environmental studies, permits,




0II 82-05-01 ALJ/mé

icenses, engineering plans and other planning
aend development efforts were done in the context
oL the combined properties. We planned to
develop these properties to provide uniform coal
Zrom the entire property to fire the boilers and

the power plant tha*t was to be constructed in
California."

hus 1 the acquisition of the Island Creek Property was prudent,
hen s0 was the acquisition of the Kennecott property. |

PGEE greatly underestimates the precedential value of the
EZDA D.8R121 and the ratemeking treatment of Kaiparowits. PGEE
quotes the statement: "...to merely own coal reserves for whiech no
specific use is planned is not warranted" as indicative of the risk
it bore when the Montezuma plant was abandoned. But it overlooks the
very next sentence: "However, the Kaiparowits coal reserves were
acquired for 2 specific planned uge." S0 were the Montezuma coal
reserves. The Kaiperowits costs were allowed to be amortized. Thus
the ratemaking context appeared very favorable to PG&E.

The record indicates\ that PG&E seriously entertained the
idea of developing these Zields, commercially by way of e joint
venture with an experienced coal zining company, intending that the
coal produced would be sold comm cially until the Montezuma fuel
needs materialized. Such commerciel exploitation of the properties
would de an example of a risk undertoken by PGZE that is not
reflected in its rate of return.

PG&E's allocation method wouQﬁ institutionalize a econflict
of interest that would de inimical to sound ratemaking. If it had
oceurred that PGLE sought to sell only a part of the properties, then
PG&E would face the choice of which portion to sell. Using its
allocation method, the gain from the sale of the Island Creek
property would go to ratepayers, dut <he gain from the sale of the
Kennecott property would g0 to shareholders. Thus PGEE might choose
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%0 sell the ¥Xennecott property because of the ratemaking
consequences, not because of business judgment. Ratemaking should
not provide incentives for the utility to 2ct in other than the most
reasonadble dusinesclike fashion.

PGEE suggests that the Unifornm Systen of Accounts has
attained the force of law, then retreats to say %that the Uniform
System of Accounts should not be disregarded "adsent any
Jusvification.” We agree with the latter characterization and £ind
that the risk analysis provides compelling justification. The
Uniforz System of Accounts is a necessary tool of regulation,
providing a uniform forma% for displaying cata. It does not preempt
quesions of regulatory poliecy, and we can only assume that PG&E
relies so heavily on this theory for lack of 2 more convineing one.

Likewise, we are unabdle 4o elevate the simple statement
regarcing Nipomo Dunes in D.93887 40 the status of compelling
precedent in this proceeding. There is no dasis to conclude that the
cases are analogous, but if they are, a single raragraph in s general
rate case decision does not foreclose this more thorough analysis.

We conclude that the entire net gain should be allocated to
ratepayers. In fairness to PG&E, this caleulation should ineclude
compensation to PGKE for {ts carrying costs on its entire investnent,
not merely the portion that was inecluded in rate base as PHFU.
Therefore we direct PGEE to caleculate the gain as if the entire
investment had been in rate base up to the time of the refunds.

VII. Celifornia Capital Gains Tax

As stated ahove, PG&E's caleulation of the after—tax gein
assumes California capital gains tax liability of $7.37 million.
PG&Z argues that 4he present distridution to ratepayers should




0II 82-05~-01 ALJ/md

proceed on the assumption that PGZE will be ultimately liable for the
tax. Staff argues that the present distribution should include 211
ol the gain, with a provision for PGEE to seek <uture recovery of any
vax liebility actually resulting from the gain.

The issue of California capital gain tax fturns on whether
the proceeds from the sale constitute "business income" or
"nondbusiness income" under §& 25120 e+ seq. of the Revenue and
Taxation Code. PGAZ assumes that the gain would be subject to
California tax hecause PGAE is domiciled in California and because
the sale transaction is sufficiently related to PG&E's business as
generation, transmitter, and distridbutor of electricity to de
consideredc by California tax authorities as income arising "in the
regular course" of PGXE's trade or business.

Nevertheless, PG4E intends not to pay California tax and to
resist any attempt by California to\tax the capital gain. PG&E
proposes, if its aggressive tax posture is sustained, to at that time
make & further distridution to ratepayers. This subsequent
distridution would reflect <the ratepa er's pro rata share of the

€isputed <ax principal and an approp* ate interest component.
Staff bYelieves the transesction is not taxadle in

California, dut anticipates a lengthy contest before a2 final

deCiSiOﬁ- Staff believes that its method imposes on PGEE an

ntangible incentive to vigorously contest\the deficiency, since PG&E

would have only an opportunity for future recovery, rather than 2
guarantee.

We reach no conclusion regarding the merits of the tax
liability question. Whether the gain is taxable in Californis will
be resolved in another forum.

PG&E argues that it needs no incentive %o take an effective
teax position because, under its preferred allocation nethod, over S7%
of the £7.37 million would belong to PGEE if 1t prevails. We would

agree, if we had adopted PG&E's allocation method.
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We find that the uncertainty over whether there will be 2
contest, rather than the uncertain outcome of such s contest, is the
controlling consideration. As pointed out by staff, whether ,
1iability will be even asserted will not be Xnown for several years.
Therefore we £ind that the distridution of the gain should proceed
without recognition of the California capital gains tax.

However, PGEE is entitled %o something more than "an
opporiunity” to recover its tax payment, if such payment ocecurs. We
provide for dollar for dollar recovery by PG&E, subject only to the
conc¢ition that it represent its ratepayers' interests in good faith,
a2 condition that is always implied.

VIII. Refund Plan

PG&E proposes to file a refund plan to distridbute the gain
To current customers. PGEE opposes using the ratepayer portion to
offget base ra+es, 2 it claims such an action would distort dase
rates away froz their original intention. As an al%ternative, PG&E
proposes thai the amount to be distributed be held in abeyance,
continue to acerue interest, and be used ultimately to offset other
similar energy projects, whose costs have \been incurred, but not yet
recovered in rates. There is no opposition to PG&E's refund plan.

We see no reason to delay the refund, particularly for the
purpose offered by PGRE. We see no legitimate public interest %o be
served by masking the cost of future resources. Therefore we provide
for refunds to current customers.

PGZE has not proposed a specific plan for our approval.
Therefore we direct PGE&E %o make an advice letebr Liling 30 days from
the effective date of this decision that sPeciff§s the actual refund
plan and the amount to Ye refunded. Any party th@t objects to either

the refund plan or the calculation of the refund smount shall have 30
days to protest PG&E's filing.
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Pindings of Fact
'. PGEE purchased the Island Creek properties in 1976.
2. PG&E purchased the Kennecott properties inm 1979.

%. The acquisition of %the two properties created a sizable
property that was more valusdle than the <wo Separately.

4. DPGXE selected the Island Creek and Kennecott properties as
the most cost-effective, environmentally sound fuel source after

exhaustive analysis and search for suitable reserves throughout the
Western United S<tates.

5. DPG&T aequired various sdditionsl property and water rights
for the purpose of developing the property.

€. In addition to its acquisition and exploration activities,
PG&Z also completed 2ll environmental baseline data collection
fZorts necessary for all permits, licenses, and rights-of-way, and
filed a completed Mining and Reclamation Plan which wes deemed
"complete” and technically "adequate” by the Utah Department of 0il,
Gas and Mining, with construction approved for June 1Q82.

7. The acquisition and planned dev lopment of property were
directly linked to PG&E's plans for a coa§hfired plant to be located
in California, Xnown as the Montezums plant,.

8. The development schedule of the coal mine was formulated to

conforn with the development of Montezuma (on%ginally scheduled for
operation in 1082), \

\
9. The operation of the Montezuma plant was deferred several

times until April 1981, when it was deferred indefinitely.

10. The total cost to PG&E relating to the acquisition and
cevelopment 0f these coal properties was sbout 834 million.

11. Since 1976, and through December 1981, approximately %14

zillion of the total investment was included in PG&E's rate base as
Pm.
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12. The remaining %20 million invested in the coal properties
has never deen in rate dase. ‘

17. Stockholders have incurred all carrying charges on the non-
rate base portion of the investment.

14. When it appeared that Montezuma pight never be duilt, PGKE
decided %o sell these coal properties.

15. In September 1981, PGEE sent over 100 letters soliciting
interest in %he sale of the properties.

16. A press relesse was then issued announcing that PGEE would
accept bids for the sale.

17. On December %1, 1981 bids conforming to PGXE instructions
were received from various entities.

1€8. The highest bid, by Sunedco, was accepted.

19. The amount of Sunedeo's bid was $171 million.

20. On January 21, 1982, PGEE and Sunedco executed a2 letter of
intent concerning the sale of the coal roperties.

27. On March &4, 1082 PGXE deposited with the escrow agent the
executed documents of conveyance and Sunedco deposited approximately
®171.2 million. qi

22. As of May 1%, 1982, Sunedco had dbtained the requisite
approvel of the regulatory authorities and, \accordingly, escrow
closed on that date.

27. PGEE calculates its pre-tax gain on the transaction as
F147.5 million, and its after tax gain as %ﬁ@4.5kmillion.

24. DPGEE's calculation of the after tax gafn includes $7.37
2illion for California capital gains %ax.

25. These coal properties were not necessary or useful for
purposes of § 851 at the time of the sale.

26. By far the greater risk of loss in these transactions wasg
borne by the ratepayers.
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27. The risk borne by PG&E is the same ordinary business risk
that is already reflected in the return on equity component of the
rate of return found reasonable in setting PGEE's rates.

28. Purther recognition of that risk would lead 4o double
recovery.

29. The two coal properties should be treated as one for
purposes of evaluating these transsctions.

3C. DPG&E essentially aequired and developed a single coal
property-

1. The Montezuma coal properties were acquired for a specific
use for purposes of EEDA.

72. PGXE's allocation method would institutionalize a confliet
of interest that would be inimical o sound ratemaking.

3. The calculation of the net gain should include compensation
t0 PG&E for i4s carrying costs on its entire investment, not merely
the portion that was inecluded in rate base as PHEFU.

34. PG&E may be liable for California capital gains tax of
87.37 million on the gain.

35. Whether such liability will be asserted is uncertain.

6. If PG&E is liadle for such tax, kt should recover its
paymenis on a dollar-for=dollar basis. X

7. The refund of the gain should not| be delayed.

Conclusions of Law \

1. Section 851 of the Pudblic Utilities Code does not apply to
PGEE's sale of its Utah coal properties to Sunedco.

2. Risgk analysis should de the major consideration underlying
the allocation of the gain.

5. Risk analysis provides justificetion for going beyond +the
Uniforn System of Accounts in allocating the gain.

4. The entire net gain should be allocated %o ratepayers.
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5. The uncertainty regarding the California capital gains tax
supports the exclusion of the tax from the caleulation of the gain.

IT IS ORDERED that: .

1. Within 30 days from the effective date of this decision
Pacific Gas and Electric Company shall file with the Commission an
advice letter proposing its plan for refunding the gain from the sale
of its Utah coal properties caleulated in accordance with this
decision.

2. In the event that PGXE is found liable for California

capital gains tax resulting frog this transaction it shall recover
such costs from its ratepayers.

This order decomes effedtive 30 days from today.
Dated ~Aat San Francisco, California.
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have superior characteristics (i.e., higher Btu content and better
pmining conditions) and %o be the least costly among the availatle
properties.

None of the surface lands over the Island Creek properiy,
and only 2 small segment of the land over the Kennecot< property was
purchased in the initial transactions. The dulk of the surface
proper<ies were purchased subsequently from a number of owners.
Ihese surface rights enadled PGAE, at its discretion, to conduct
exploratory drilling. This drilling provided data on coal quality
for environmental purposes and ‘enabled pining engineers to verify
coal quality and develop plans % expeditiously and economically mine
the coal. Confirmation of the coa quality by such exploratory
¢rilling made the properties more athractive to prospective
purchasers. Owning the property above\the area planned for mining
also minimized the potential for damage ‘suits arising from possivle
subsidence of *he surface land. : .

PG&E purchased additional propertyrights for necessary
surface facilities related %o mine developmeﬂ%;uincluding portal
arees, buildings, coal storage areas, econveyor Eelts, and
adninistrative facilities. PG&E also obtained access to
approximately 12,000 acres through "consent agreements.” These
consent agreements granted PG&E access to drill exploratory holes on
nearby properties. These drillings enadled PGEZE +o confirm the c¢coal
within its holdings and to obtain information on ad jacent, but
unleased, coal reserves. The consent agreements also established a
peans of compensating the owners of the land for subsidence should
PGEE have enlarged its holdings at some future time.

Certain segments of the surface lands were purchased for
the accompanying water rights. In Utah, ownership of the surface
land allows application for transfer of the water rights to the needs
of the mine (i.e., to industrial use). Through such purchases, PG&E
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' only for the proposition that for § 851 to be relevant, the utility
zusTt have dedicated its property to a public purpose, be deemed 2
"pubiic utility,™ and therefore be subject generally to the
Commission's regulation. However, neither the cases nor the statute
support staff's contention that simply being a "public utility" per
se obligates the entity to seek § 851 approval as 2 prerequisite to
goaveying properiy.

PG&Z contends that staff counsel's "dedicated to pudlic
use" standard eliminaves the words "necessary or useful” from the
svatute. It would require that the Commission £ind property
necessary or uwseful merely bacause it was "dedicated vo pudblic use,”
evex i there is n0 factual basis to iafer that the subject property
was necessary or useful to PG&E in the discharge of its public

tility duties at the %ime o\ the sale.

PG&E argues that unrebutted and uncontroverted evidence by
a2 utility that property is not Qégzssary or useful warrants a finding

° that § 851 is not applicable. PG&.\:omends that while the
determination by utility management of the necessity or usefulness of '
property must withstand ceross-examinat¥on and overcome coatrary
evidence, their testimony is competent, ‘probvative (and, indeed,
probably vhe bYest) evidence on the issue, \eserving full welght and
ig sufficient to sustain a finding that the \property is 20t necessary
or useful. '

PG&E stavtes that the full implicavtioz of staff counsel's
position must be understood. PG&E waras that vefore ¢conveying or
disposing of any property, ia each instance the utility must £ile an
application requestiag:

1. A detvermination by the Commission that the

property 18 20t necessary or useful ané
therefore not subdject to § 851: or
alverzatively,

2. A finding that the property is aecessary or
useful and requesvtiang authority to coaclude
the Trazsaction under § 851.

-~ 13
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PGXE contends that neither the Legislature nor the Commission
intended such a consequence. ‘

PG&E argues that staff counsel's "once dedicated %o public
purpose, always subject to § 851" sztandard would impose impossidle
aéninistrative and regulatory burdens on the utilities and the
Comzission. For example, PGEE states that property such as pencils,
paper, and vehicles were purchased and operated with ratepayers
funds, are used to discharge public utility obligations, and are
"cedicavted <o a pudlic purpose.” PG&E argues that, according to
svaff counsel, the utility must file an application under & 851 4o
deterzine whether such property remains "necessary or useful," before
Gisposing of it. On a larger scale, staff counsel's interpretation
would subject sales of fuel oil\Ep § 851. Such imposition of § 851
wouléd all dut destroy the utility"s limited ability to sell oil on
the volatile spot market, particulanly in light of the delay in
reaching 2 decision.v _

PGEZ further argues that the \EEDA procedure did not
introduce any new or ‘additional service bligation to Californie
electric utilities. I+% states that the o ligation to "secure a
Tuture energy supply" has always existed; EEDA simply introduced g
ratesaking mechanism that allows a sharing Metween ratepayers and
shareholders of some of the finmancial =isks i volved in certain
energy exploration and development projects. Similarly, the ,
Commission's possidle termination of EEDA in 0IX 82-07-01 would no%
reduce PGEE's pudlic utility obligation. PG&E observes that it is

because of PG&E's transformation into what stalf calls a "modern
" pudblie utility"” providing "non-traditional services"” that PGXE was
able %0 eliminate Montezuma from its resource plan and sell its out-
of-state coal holdings.

We are persuaded that PG&E has correctly interpreted

§ 851, Accordingly we conclude that no authorization was required %o
complete the sale of the properties.
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Staff counsel would have us construe § 851 4o require
advance approval of the sale of any property that was ever necessary
or useful. This construction is extremely bdurdensome and unworkable,
as well as inconsistent with the language of the statute.

We construe § 851 to require only that the utility obtain
authorization to dispose of property that is presently necessary or
useful in the performance of its duties. Property that is neither
necessary nor useful may bde s0ld without Commisgion avthorization.
We finé that these co2l properties were not necessary or useful for
purposes of § 851 at the time of the sale.

Staff counsel argues that the Commission should insert
itsell into the management function of deciding whether utility
property is necessary or useful, before the property is sold. This
interpretation of § 851 does no%t descride the historic application of
the statute. We are not aware of any pudblMe policy considerations
that lead to a different conclusion. On +thé\ one hand is the concern
that the uvility will err by selling property\that is necessary or
uselul, thereby impairing its ability to provide service. On the |
other hand is the economic consequence of such action. The cos%
of the replacement property will de & durden on Q&élity
shareholders. This is a classic instance of assoc ting risk with
manegement judgment, and we are satisfied that the degree for risk
has bYeen a sufficient incentive to make § 851 workablé\all these
years.

In this case PG&E has c¢learly shown that these coal
properties were not necessary or useful for purposes of § 851 at the
time of the sale. PG&E based its showing on the exclusion of
Montezuma from its resource plan, which was sppropriate under the
circumstances. EHowever, these properties were never necessary or




QI 82-05-01 ALJ/md

-

Cozpany's (Edison) Kaiparowits coal reserves were part of an
unsuccessful project, Edison's costs would be amortized over a five=
year period. Thus San Francisco concludes that the risk was totally
on the ratepayers.

Stalf agrees with PG&E that based on the manner in which
the expenditures were recorded, under the Unifornm System of
Accounts, it would be improper to allocate the entire gain to
ratepayers. However, staff also agrees with San Francisco that the
entirety of PG&E's expenditures were potenvtially chargeadle <o
ravepayers, which staff states eliminates any violation of +he
Uniforn System of Accounts.

Regarding risk analysis, staff contends thet PGEE's
description of its risk is inaccurate and contradicted by the
testimony of i%ts own witness. taff states that the shareholder
Taced only the penultimate regulatory risk that the Commission would
Zind the coal property expenditures imprudent. Staff argues that
such a risk is present In every utility venture and provides no basis
upon which %0 distinguish the Utah coal properties from properties in
which the ratepayers would receive the\ entire gain upon their
disposition. Purthermore, since the prydence of these investments is
uncontroverted, staff concludes that the\risks actually borne by the
shareholders are insubstantial and ephemeyal.

Staff also refers to the ratemaking treatment of Bdison's
Kaiparowits invesiment as indicative of PGel's actual risk. Staf?
contends that there is no reason to suppose that PGE&E would receive
less favorable treatment than Edison, particulaxly since the
Kaiparowits result is not limited to EEDA projects. S+taff clainms
that this Commission permits the amortization of expenditures
associated with unsuccessful dut prudently undertaken projects as a
general rule, referring specifically to Sundesert, the WESCO coal
gasification project, and the SOEIO project. Thus staff concludes

that PGXE has grossly overstated the magnitude of the risks of loss
Taced by PG&E shareholders.
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Staff further argues that consistency with accounting
principles and the Uniform System of Accounts is secondary to the
cignity of equiteble or legal principles. In 4his regard staff cites
the case of Democratic Central Committee of +he District of Columbia,
et 2l. v Vashington Metropolitan Ares Transit Commission 485 F 24
786 (D.C. Cir. 1073), where the court stated:

"Accounting procedures are not self-justifying:
like other regulatory actions of the Commission,
they must reflect a rational allocation of
economic rights and responsidilities between a
utility's investors and consumers. The simple
Tact that an agency treats an item a certadn way
for purposes of its uniform system of accounts
does not mark the end of judiecial serutiny: on
the contrary, a reviewing court must assure
itself that the accounting practice prescrided is
consistent with underlying substantive principles
oX pudlic utility laws. To permit an accounting
device to dictate the rule of law is to allow the
talil to wag the dog." (A% 819-%@0.)

taff states that the court proceeded to Ravor equitable theories
that consider relative risks of losses and \©inancial burdens borne Yy
ravepayers and shareholders over the strict\dictates of accounting
principles.

PGEE argues that the Uniform Systen s
controlling. It refers to PU Code § 793 which \requires a uniforn
systen of accounts, and Commission decisions thet have ordered the
adoption of the FERC system. PG&E points to Regulations 421.1 and
421.2 of the Uniform System of Accounts which provi&thhat gains or
losses on sales of property not previously classified as PEFY are
recorded as other income. PGEE contends that "sbhsent any
Justification," the Commission should not disregard Californie law
and its own decision and order that PG&E shareholders be excluded
from the allocation.
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Zowever, our consideration of the implications and consequences of
our decisioz leads us to conclude that the relative rigks in <his
case should be properly evaluated ia terms of the risks involved in
undertaking the entire Montezuna project. We expect that PGEE will
seek TO recover substantial costs associated with Mozntezuma iz its
next general rate case. The treatment of those costs should de
consistent with the treatment of the(galn iz this proceeding. Axy
judgment that we would make now would be premature without the
vexefit of the record thav will be developed in that case. Therefore
we defer any determination regarding risk allocation in this iastance
until the general\rate case decisioz when we have the remainder of
The project before us.

The risk allocation question applies only to the portion ¢f
the gain that is allocated to the nonrate base property. There is 20
question that the amount of the gaiz allocated to the rate base
property should be returned to the ratepayers. By allocating the

iz bYetweez The Two propertvies, we can provide for immediate
recognition of the minimum amount allocated to the ravepayers, while
deferring consideration of the disposition of the remaizder. Thus we
face the gquestion of the allocation of the gain hetween the rate dase
and nonrate »ropervies.

A3z stated above, both PG&E and staff favar the recorded
cost metkhod a8 the most reasonable basis for allocatiag the gaizn,
while Saz Francisco argues that the recorded cost method is unfair.
We agree with Saxn Francisco-

We £ind thav the label "recorded cost method"” Y& itsel?
nisleading, as iv implies an obJectivity about the method %What isg
Zound lacking upoxn further examination. This method is flawed
because it assumes that each dollar spent by PGEE to»developiéhe Two
properties was equally at risk. We £ind this assumptioz unfounded.

The recoréed cost method is more accurately called <he
"Uniforn Systen of Accounts method,” because it merely reflects the
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almost equal) which indicate that about 61% of the coal is associated
with the ravte base property. While we £ind either of these methods
reasonable, we prefer the Btu content method for the reason that 2Btus
are the ultimate expression of the value of the coal for its

esgsexntial purpose. All of the oTher costs exhance the usefulzess of
the ¢oal and may be reasonably assigrned on an equal dollar per Btu
basis.

We could use this azalysis to'adjust the recorded cost
zethod. EHowever, we find that the bdasic premise that Btus are the
1057 meazningful measure of the value of the properties also supports
a direct allocation of the gain on a Btw hasis, rather thazn an
2djusted recorded cost basis. Usdrg the Btu method, 58.6% of the
gain is allocated to the rate base property, 38.8% is allocated %o
the zozrate bhase property, and the remadinder is allocated to
zonjurisdicsional sale 67Qn an after tax basis, the amount allocated

S ATL A ENL
To The TETETIYEIY Is 56 %qof $94,422,000, Nor $95,3%1,000.
We note in passing that one of the Jor targets of

regulatory c¢ritics is the hearing process whié\\<; allegedly time-

coasuming, inefficient, and obsolete. As this e indicaves, the
process is vime-~coasuming and may be inefficient. 5&'13 20t obsolete.

- ¢S
In "'b.is cas PG&E end—sraff—ogr ead’ir ey vxg—vh.e.gllocation

&J the gai_./ I. the*e had beea 2o heariag or zo particﬁpation by
. A%ffy:hzwd parties the Commission might very well have adopoed Thelr

unified positiozn.

However, San Francisco's participation materially enhanced
<he record iz this proceeding, and the decision-making process is
similarly exhanced. We have a much clearer sense of vhe place of
this decision in Commission history oz accouznt of having gone To
hearing.

There 1is simply no substitute for the testing of facts and
opizniozns that is provided by cross-examination. Statements thatv
appear reasonabdle may de shown To be unfounded. Relevant facts may

shown to have deez disregarded. Incozsistencies may be exposed.

is no coincidence that the right o c'osu-oxamine is the essence
£ due process.
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" 10. The total €08t to PG&E relating to the acquisition and
development of these coal properties was about $74 million.

11. Sizee 1976, and through December 1981, approximately $14
million of <the total investment was Included in PGE&E's rate base as
PEFT.

12. The remaining $20 million invested in the c¢oal properties
hag never beez in rate dase.

13. tockholders have iacurred all carrying charges on the non-
rate base porvtion of the iavesiment.

14. When it appeared That Montezuma might aever de duilt, PGEE
decided to 3ell these coal properties.

15., In September 1981, PGEE sent over 100 letters solicitiny
inverest in the sale of the properties.

16. A press release was then isgued aznouncizg that PGEE would
accepT bids for the sale.

17. Qn December 31, 1981 bids conlorming to PGEE instructions
were received from various exntities.

18. 7The highest bid, by Sunedco, was\ accepted.

19. The amoun®t of Sunedc¢o’'s bid was 71 million.

20. On Jazuary 21, 1982, PG&E and Sunedco executed a letter of
intent concerzing the sale of the c¢coal properwkies.

21. Oz March 4, 1082 PG&E deposived with\the escrow agezt the
executed documents of conveyaace and Suzedco depesited approxinmately
8171.2 million. . P\ |

22. As of May 13, 1982, Sunedco had obzained\qu requisite
approval of the regulatory authorities and, accordingly, escrow
closed oz that date.

2%3. PG&E calculates its pre-tax gain on the transaction as
3147.5 nillion, and its after tax gain as §§§4.4 nillion.

24. DPG&E's caleulation of the after vax gain izcludes $7.37
millioz for Califorzia capital gaians tax.




