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OPINION

Summary of Declsion
In this decision we consider a proposal by Southern California Gas Company

(SoCal or applicant) for adoption of performance-based ratemaking (PBR) for the
portion of SoCal ‘s rates that recovers the costs of providing gas utility service that the
Conimission has reviewed in the past through the General Rate Case (GRC) process.

Our decision today adopts a PBR system for SoCal which differs in several
respects from the proposal advanced by SoCal. Most significantly, we adopt a system
which requires SoCal to share with ratepayers the savings produced by the indexing
method. We also adopt an indexing method, adjustments and exclusions, provisions to
insure that high standards of servi¢e quality and safety are maintained, and a base |
margin to which the indexing will be applied.

Our decision is effective immediately. The rates based upon our adopted base
margin revisions shall become effective August 1, 1997. The PBR mechanism shall
become effective January 1, 1998, unless SoCal elects to operate under the mechanism

effective as of January 1, 1997.

1. Background of Application

A.  Deéscription of Applicant
SoCal is an investor-owned utility subject to the jurisdiction of this
Conunission. It is engaged in the transmission, storage, and distribution of natural gas.

SoCal is the principal subsidiary of Pacific Enterprises.

B.  Procedural History i
SoCal filed its application on June 1, 1995. Filing of the formal application

- was preceded by a series of workshops held by SoCal in December 1994 and January

' SoCal uses the term “regulation” rather than “ratemaking” to charactérize its proposal, but
the rubric refers to a method for adjusting rates annually without prior Commission approval
of the adjustment. The Commission has used the term “performance-based ratemaking” in
similar proceedings previously, and does so here for the sake of consistency.
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1995, in which SoCal met with interested parties to present the contemplated proposal.
SoCal’s application includes some changes from its original proposed concept, which
were made after the workshops.?

Before filing the application SoCal also requested a 'suspension of the
requirement to file a test year (TY) 1997 GRC. SoCal’s last GRC had been for TY 1994,
and its TY 1997 GRC was due to be filed under the Commission’s rate case plan. The
reason given by SoCal for its request was that it was actively pursuing a PBR system to
become effective February 1, 1997, eliminating the requirement for a TY 1997 GRC. In
Decision (D.) 95-04-072 in Rulernaking (R.) 87-11-012, the Commission granted the
suspension, subject to conditions designed to protect ratepayers from the risks created
by that suspension. The order also directed the Commission’s staff to conduct an audit,
as required at least every three years under Public Utilities (PU) Code 314.5, in

connection with the PBR proceeding. The Commission later extended the order,

suspending the requirement to file a TY 1998 GRC because the PBR application was

being processed in a timely manner.

The assigned administrative law judge (ALJ) held prehearing conferences
(PHCs) on September 25, 1995, and January 29, 1996. In response to a joint motion filed
January 4, 1996 to request a specified procedural schédule, the AL]J ruled that SoCal
must serve its recorded data for 1995 on February 14, 1996, and make a supplemental
showing with respect to 1996 estimated expenses on June 6, 1996. This is the showing
used by the parties, by agreement, to develop the base margin figures and other
features of the PBR program considered here.

On October 14, 1996, Pacific Enterprises and Enova Corporation, the
p#rent company of San Diego Gas & Electric Company (SDG&E), announced that they
proposed to merge, and filed an application for approval by the Conimission
{(Application (A.) 96-10-038). The Southern California Utility Power Pool and the

! Conceptually, the most significant of thesé was a change from the Consumer Price Index
(CPI) to an industry-specific index in the indexing formula.
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Imperial Irrigation District (SCUPP/IID) and Southern California Edison Company
(SCE) moved to suspend the procedural schedule in this proceeding in contemplation of
these merger plans, but the ALJ denied that request by ruling dated October 23, 1996.
The assigned conunissioner denied reconsideration of that request on November 14,
1996. | "

. The formal evidentiary hearing commenced December 2, 1996, and
concluded December 19, 1996. Two rounds of briefs were filed, and the pr‘oéeeding was
submitted on February 14, 1997.

C.  Proposed Decislon
The Proposed DECISIOH of ALJ Ryerson (PD) was filed on April 21, 1997,

pursuant to § 311{d) of the Public Utilities (PU) Code and Rule 77.1 of the Comnncsmn s
Rules of Practice and Procedure (Rules).? ‘

D. Comments on Proposed Declsion
‘Comments on the PD were filed by SoCal, ORA, SCE, SDG&E

SCUPP/ D, CEC, Enron, and Insulation Contractors Association. The Commission also;
received a letter from TURN indicating that lt would not file comments, but would
reserve the option to file replies té the comments of other parties.

SoCal’s comments are critical of several aspects of the PD’s treatment of
both policy issues (i.e., the PBR mechamsm) and the base margin. Specifically, SoCal
criticizes the TURN/DGS formula ad0pted by the decision as being company-specific in
nature, contrary to our policy of using external industry yarglshcks; the stretch factor as
being too rigorous in light of SoCal’s recent history of productivity gains; the absence of
pricing flexibility; the adoption of revenue indexing rather than rate indexing; and the

absence of “tools” (particularly pricing flexibility) to enable it to attain greater

> The PD was issued before the expiration of the 90-day statutory time limit folléwing
submission at the request of the apphcant and the Commission, in order to facilitate
coordination with A.96-10-038.
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productivity through sales. On the base margin side, SoCal criticizes the resolution of a
number of individual items on the grounds of legal or factual error.

ORA generally supports the PD as a whole, but in its conuments offers a
series of reccommendations which would make the decision clearer and conceptually
tighter, consistent with the adopted resolution of -major issues. ORA also suggests
correclions to a number of figures based on inadvertent factual errors.

SCE also generally suppoits the PD, but suggests ¢ertain clarifications and

corrections.

SDG&E’s comments are critical of the adopted indexing methodology and

the PD’s description of other PBR decisions, and of two of the items in the base margin
section, the treatment of the Torrance and Mountain Vieiy facilities and the removal of
Line 6900 from rate base, -

SCUPP/IID reiterates concerns expressed by other parties about an
ambiguity in the effective date of the decision, and about the discussion of exclusion of
costs for Lines 6900 and 6902 from rate base.

CEC’s brief comments are generally supportive of the PD, but suggests
two changes: that energy efficiency funds be transferred to the Encrgy Efficiency
Board, and that $5 million of SoCal’s energy efficiency budget be allocated for market
transformation efforts.

Enron and the Insulation Contractors Association filed comments that are
directed specifically at the issue of unregulated new products and services, but are fully
supportive of the PD. Certain o‘f the other comments contain discussions of the new
products and services issue. _

Reply comments were filed by SoCal, ORA, SCE, DGS, NRDC, TURN,
Enron, and the Plumbing-Heating-Cooling Contractors.

Revisions to the PD made in response to the comments and replies are
reflected in this final decision. Additional revisions were made to correct or clarify the

text. All areas changed are indicated on the margin.
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Imperial Irrigation District (SCUPP/IID) and Southern California Edison Company
(SCE) noved to suspend the procedural schedule in this proceeding in contemplation of
these merger plans, but the ALJ denied that request by ruling dated October 23, 1996.
The assigned commissioner denied reconsideration of that request on November 14,
1996.

The formal evidentiary hearing commenced December 2, 1996, and
concluded December 19, 1996. Two rounds of briefs were filed, and the proceeding was
submitted on February 14, 1997.

C.  Proposed Decislon
- The Proposed Decision of ALJ Ryerson (PD) was filed on April 21, 1997,
pursuant to § 311(d) of the Public Utilities (PU) Code and Rule 77.1 of the Commission’s
Rules of Practice and Procedure (Rules).? '

D.  Comments on Proposed Decision

Comnients on the PD were filed by SoCal, ORA, SCE, SDG&E,
SCUPP/1ID, CEC, Enr(m, and Insulation Contractors Association. The Commissidn‘ also
received a letter from TURN indicating that it would not file comments, but would
 reserve the option to file téplies to the comments of other parties.

SoCal's comuments are critical of several aspects of the PD’s treatment of
both policy issues (i.e., the PBR mechanism) and the base margin. Specifically, SoCal
criticizes the TURN/DGS formula adopted by the decision as being company-specific in
nature, contrary to our policy of using external industry yardsticks; the stretch factor as
being 100 rigorous in light of SoCal’s recent history of productivity gains; the absence of
pricing flexibility; the adoption of revenue indexing rather than rate indexing; and the

absence of “tools” (particularly pricing flexibility) to enable it to attain greater

> The PD was issued béfore the expiration of the 90-day statutory time limit following =~
submission at the request of the applicant and the Commission, in order to facilitate
coordination with A.96-10-038.
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E.  Description of SoCal’s Proposal .
The application proposes a new method for revising SoCal'’s rates

annually by applying an index, based upon a measure of re¢orded input price inflation
less a productivity factor, to its rates. The productivity factor would be fixed at this
time, and would not be revised during the minimum five-year term that the new
ratemaking system is proposed to be in effect, but adjustments to certain aspects of the
rates would be made by annual rate revision filed by SoCal. In this section we describe

the specific features of the PBR methodology SoCal has proposed.*

1. Rate Indexing
SoCal proposes to index ¢ore and noncore base rates and certain

niscellaneous charges, as opposed to indexing total authorized margin or authorized

margin per customer, i.., revenue requirement. This means that rates would be indexed
directly to inflation less the pre-set productivity factor. SoCal claims that its proposal
for rate indexing “fixes the throughput forecast used to set rates over the PBR period
and puts utility shareholders at risk/reward for any differences between forecast and
actual throughput and customer count.” (SoCal Opening Brief, p. 44.) SoCal asserts that
its ratepayers will benefit, because the level of rates, in real terms, is guaranteed to
decline over the period that this mechanism is in effect, by reason of enforced
productivity gains over the period. SoCal supports this contention with a ten-year
backcast analysis demonstrating that PBR would have resulted in rates 13% lower than

under traditional “cost-plus” ratemaking.

a)  Core Demand Forecast
The methodology chosen by SoCal is rate indexing, which

depends upon fixing a specific throughput forecast for calculating the rate level at the

! The details of SoCal’s proposal are contamed in prepared testimony and exhibits that were
initially filed as part of the application. A number of modifications were made since the initial
proposal, and the details of the ¢urient proposal, along with the supporting testimony, are
contained in SoCal’s direct testimony (Exh. 1-Exh. 33) and the jointly sponsored testimony
(Exh. 200-Exh. 210) received at the evidentiary hearing.
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outset. For core rates SoCal proposes that we adopt its recorded 1996 customer count .
and core throughput, normalized to average temperature conditions, in establishing the
starting point for indexing. Also, because the current core rates are based upon

throughput which uses a “normal” temperature measure that is set too low in zelation

to updated temperature averages, SoCal proposes to change this measure in

establishing this starting point.

Under current ratemaking, a balancing account called the
Core Fixed Cost Account (CFCA) operates to insure that SoCal over time will recover in
rates exactly the amount of Commission-authorized margin, regardless of the actual
level of customer demand (i.e., core throughput). However, if throughput is
foreordained as part of the base margin, this balancing account cannot function. Core
demand (throughput) will in fact vary because of variations in average temperatures
from year to year, but rates cannot be adjusted because the throughput figure is set
beforehand. As part of its proposal, SoCal therefore would eliminate the CFCA and
substitute two other devices, the Weather Normalization Mechanism (WNM) and the
Energy Efficiency Adjustment Factor (EEAF), to adjust rates in its place.

The WNM would adjust core rates to reflect differences in
throughput due to differences between recorded and normal temperature conditions.
The WNM would be used to adjust the bill of each customer at the time the bill is issued
for variations from normal ternperature conditions in the period for which the bill is
rendered.’ SoCal contends that this is appropriate because temperature conditions are
wholly beyond the control of its management, and temperatuce variations could create
large variations in core revenues relative to its authorized return on equity.

The EEAF would adjust rates for the effect on revenues from
core throughput lost each year due to gas conservation and energy efficiency measures

actually implemented by SoCal’s customers. Under SoCal’s proposal, the first 0.3% of

* The WNM would apply only to core customers, and would exclude core gas engine and air-
conditioning customers, because their load is basically not sensitive to heating requirements. .
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rate impact would not be adjusted for, on the presumption that the PBR.index already
reflects that impact. SoCal also proposes to cap the amount of EEAF adjustment at 1.0%
annually. SoCal argues that implementing the EEAF as part of its proposal would be
justified, because it eliminates SoCal’s incentive to discourage conservation, as the PBR
mechanism rewards the utility for selling more gas. SoCal also argues that the EEAF
would eliminate the reduction in its earnings that would be caused by government-

mandated or subsidized conservation measures.

b) Noncore Demand Forecast and Rates
The methodology proposed for fixing noncore rates for PBR

indexing is entirely different, principally because of the effect of an agréement, the
Global Settlement, that has been adopted by the Commission. The Global Settlement
provides that, from August 1, 1994 through July 31, 1999, SoCal will calculate noncore
rates based upon 1991 actual throughput. SoCal therefore proposes to use two sets of
noncore rates for PBR indexing. The first is based upon 1996 adjusted base margin and
.allocatic‘m, but uses 1991 throughput. The second is based upon 1996 base margin and
1996 throughput, calculated in the same manner as the first set, but not effective until

August 1, 1999. In its proposal, SoCal refers to these as “shadow rates.” Both sets of

rates rely, however, upon the use of a fixed throughput figure for establishing the base

rate for PBR indexing.
2, index to be Applied
a) inflation Méasure _ ,

The inflation measure proposed by SoCal is a weighted
average of recorded indices of prices for labor operating and maintenance (O&M) costs,
nonlabor O&M costs, and capital-related costs.* In the price index, the measure for labor
O&M is the index of average hourly earnings of workers in gas production and

distribution as reported by the U.S. Bureau of Labor Statistics. The measure for

¢ SoCal refers to this measure as the gas utility input price index, or GUPL
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nonlabor O&M is the Data Resources, Inc. (DRI}/McGraw Hill nonlabor O&M index for
gas utilities. The inflalion measure for capital-related costs is based upon the
DRI/McGraw Hill indices for capital service prices and for the price of gas distribution
capital goods. These measures would be weighted according to the average of
expenditures in each category by SoCal for the past five years. Although a forecast of
inflation would be used, the forecast would be trued up to recorded inflation at the next
annual PBR rate adjustment. Rates for a year would be set using the latest available
forecast for the price index elements for that forthcoming year, and the following year’s
rate filing would include an adjustment to true up any difference the forecast and actual

price index.

b)  Productivity Factor
SoCal proposes to employ a constant productivity factor of

1.0% per year as the second element of the PBR adjustment mechanism. SoCal’s

selection of this figure is based upon two components: historical gas distribution
average productivity of 0.5%, plus a factor 6f 0.5% as an incentive to improve
productivity over past performance.” SoCal asserts that this 1% total productivity factor,
which would be applied for the entire period that PBR rates are in effect, affords an
adequate incentive for the company to strive for greater efficiency.

In support of the component percentages, SoCal offers a
study of 49 gas utilities nationwide as evidence that the 0.5% productivity increase is
close to the national average. The additional 0.5% “stretch factor” is essentially based
upon the company’s judgment of productivity gains that can reasonably be anticipated.
SoCal asserts that this figure is consistent with Commission precedent and policy, and

- argues that a higher percentage would be unreasonable or unattainable in light of the

7 SoCal refers to this element of the productivity factor as a “stretch factor” or “consumer
dividend.”

' This was a multifactor productivity stady of the gas local distribution service delivery
industry conducted by Christensen Associates, which found the historic range to be 0.4% to
0.5%. (Exh.5.)
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cost forecasts and cost relationships upon which higher factors proposed by other
parties rely. ‘

¢)  Starting Rate Level

SoCal proposes that its level of base rates for 1997 would be

determined by applying the PBR index to a starting level of rates and to the existing
level of miscellaneous charges.” Establishment of the starting level is based upon a "test
year” showing and analysis resembling that for a GRC. The basis selected for analysis is
SoCal’s calendar year 1996 internal operating budget. The approach to setting base
margin in 1997 under PBR is to take the figure representing the reasonable level of
expense and rate base for S6Cal in 1996, and to adjust that révenue requirement for one
year with the PBR. index ad0pted by the Comutission in this proceeding. This will
produce rates to be in effect when a PBR decision goes into effect in 1997.

d)  Ex¢lusions
Certain costs would not be recovered through the portion of

rates that would be subject to the PBR index. These would remain subject to récovery
through other existing ratemaking mechanisms. In general, the principle behind these
exclusions from PBR is that the costs are already subject to incentive-type mechanisms,
that they are beyond SoCal’s ¢ontrol, or that the level of expenditure is specifically
-authorized by this Commission or by the Federal Energy Regulatory Commission
(FERC) in separate proceedings. The Specific costs proposed to be excluded are
discussed later in this decision.

’ The “base rate” is the part of rates reflecting gas margm, and excluding gas costs, pnpelme
demand charges, and other specifically identified items; it is only the base rate that is

- guaranteed to be reduced under PBR. Final rates measured in constant dollars will decline
unless increases in gas ¢osts and excludéd items more than offset the reduction in the indexed

portion of the rate. (Exh. 1, p. 13)
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e) “2" Factor Adjustments
A “Z" faclor, as recognized by this COmmissi'on, isan
exogenous and unforeseen event largely beyond the utility’s control that has a material
impact upon the utility’s costs. Exaniples of Z factors include accounting rule changes
adopted by governing boards and agencies, state and federal tax law changes, and new
government mandates.
SoCal proposes that its rates be adjusted, either upward or

downward, by the amount of change in its costs exceeding a one-time $5 million
“deductible” amount per qualifying Z factor. The amount of change in SoCal’s costs
subject to Z factor treatment would be reduced by the amount by which SoCal would
already be compensated by the inflation factor in the PBR index formula. SoCal also

proposes a specific procedure for handling each Z factor event.
f)  Adjustments for Gain or Loss on Sale
SoCal proposes an adjustment in rates in addition to the PBR
index if the company sells at a gain or loss land that was acquired and held in rate base
before the implementation of PBR. SoCal proposes to credit its customers with one-half
of the gain, but SoCal could request, on a case-by-case-basis, that the Cormission
authorize a smaller sharing of gain from the sale and replacement of a particular parcel
of land, when the benefit from the sale and replacement to SoCal is less than the 50% of
gain that it would otherwise have to refund in rates. Sales of all or a portion of a
distribution system qualifying for allocation to shareholders under the holding of
Decision (D.} 89-07-016 (City of Redding 11), 32 CPUC2d 233 (1989), would not produce
any reduction in rates under PBR. There would be no adjustment in rates for purchase
or sale of land acquired after implementation of PBR.
g)  Cost of Capital
SoCal does 1ot propose to make any changes in PBR
indexed rates in response to changes in costs of capital, except in the event that the
12-month trailing average yield on long-term Treasury Bonds increases or decreases
radically, i.e, more than 250 basis points from thé kDRI average rate for the calendar year

- 11-
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1997 forecast, as adopted in SoCal's1997 cost of capital proceeding.” During at least the
minimum five-year term of PBR, SoCal proposes not to file annual cost of capital
applications, and rates would not be adjusted for changes in the cost of debt, preferred
or common equity capital, or changes in capital structure, unless variation exceeded the
250 basis point “trigger.”

In the event that the trigger is exceeded by an increase in
interest rates, SoCal proposes to have the option to file a cost of capital application; in
the event of a 250 basis point decrease, SoCal would be required to file a cost of capital
application. In either event the Commission would determine whether any change in

 rates was appropriate in light of all factors affecting the cost of capital. Any rate change,

whether an increase or decrease, would be prospective only from the effective date of a

Commission decision.
h)  Effective Date and Terin of PBR Rates

SoCal initially proposed that its PBR mechanism would
become effective on January 1, 1997, and would continue for a minimum term of five
years, through year-end 2001. However, the time required to process the application
has not permitted implementation of a PBR by the original target date, necessitating an
adjustment of the proposed implementation schedule. Under the revised schedule
SoCal continues to propose a five-year minimum term for PBR, and thus the original
dates for all events would be extended to dates corresponding to the additional time
involved in concluding the proceeding. Assuming the Commission issues a decision
placing PBR rates in effect on July 1, 1997, the minimum term of the PBR would expire
on June 30, 2002.

SoCal proposes that no change be made in PBR indexing
during the five-year minimum term of the proposed mechanism, except to the extent
such express features as Z factor adjustments and cost of capital revisions require. SoCal

therefore asks that we forgo provision for any formal midterm review process,

¥ See D.96-11-060.
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continuous “forum” proceeding, or “off-ramp” that would permit or require
suspension of the PBR during the initial five-year term.

SoCal proposes that the PBR continue automatically beyond
the minimum period, unless changed at the behest of a party or the Commission. At any
time after June 30, 2000, any party, or the Commission o1 its own motion, ¢ould
institute a proc¢eeding to éhange_ or replace the PBR mechanism effective on or after the
expiration date.

- i) Maintenance of Sérvice Quality

In order to insure that SoCal’s focus on increased
productivity through cost reductions does not have a deleterious effect upon the quality
of service, SoCal proposes a mechanism to ensure the maintenance of service quality
during the period when the PBR rates are in effect. Originally, SoCal proposed a service
quality guarantee for core customers based upon random custonier telephone survey
responses to questions conceming customer satisfaction with SoCal’s call center
response time; call center employee performance; field service employee response time;
and field service employee performance. SoCal proposed the adoption of a benchmark
for its performance, namely, the average recorded level of customer satisfaction for July
1993 through June 1996 in random surveys on these four service dimensions. A
“deadband” below this benchmark would allow for some sanipling error, but below the
deadband the company would be required to reduce rates in increments of $1 million
per year up to a maximum of $4 million per year for failure to meet the criterion. No
incentive was proposed for exceeding the benchmark for customer satisfaction. SoCal
proposed to retain its existing Service Interruption Credit (SIC) mechanism for service
to noncore customers, but did not propose any other service guarantees for noncore
customers in recognition that competition provides an incentive for SoCal to assure
adequate, efficient, just, and reasonable service to noncore customer.

Subsequent negotiations among the parties produced a

proposal for a somewhat different customer satisfaction measure. The concept of this

proposal is essentially the same as that of the one it replaces in the original application.

-13-
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), Employee Safely

Originally, SoCal did not propose any specifi.c safely
performance neasures for public, customer, or employee safety, on the assumption that
existing federal and state safety laws and regulations mandate standards with which
SoCal must comply. However, SoCal, TURN, and ORA have agreed to propose an
annual employee safety standard which would be used to adjust rates if SoCal's
performance fell below or above the standard by a material margin.

The proposed standard is 9.3 incidents per 200,000 hours
worked, with a deadband of 1.0 incidents in each direction, measured annually from the
Occupational Safety and Health Administration (OSHA) Recordable Injury and lllness
Rate. Should the annual rate exceed 10.3 incidents; customers would receive a rate
reduction through the annual rate adjustment filing process. Conversely, SoCal would
receive a reward through the annual rate adjustment filing process if its performance
were better than an annual rate of 8.3 incidents. The customer rate adjustment would be
based upon $20,000 for each 0.1 point above or below the deadband.

k)  New Products and Services

In its application SoCal seeks authorization to offer on a
competitive and unregulated basis products and services that it has not previously
offered. SoCal also seeks the authorization to provide support to its non-regulated
affiliates in connection with their offering of new products and services. SoCal states

that these new products and services would be provided entirely at shareholder risk,

and would not be funded by the rates charged for utility services.

)] Rate Deslgn Changes
SoCal proposes to ihclude several changes in rate design in
its program for PBR. These include changes in residential rate design, and a proposal
for flexibility to negotiate rate discount agreements and offer optional rate schedules for
certain core customers.
Currently, the company’s monthly residential customer
charge, which went into effect in 1996, is $5.00. Effective with PBR implementation,

-14 -
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SoCal proposes to charge single-family and master meter residential customers a
monthly customer charge of $7.11, and multifamily customers $5.47 per month. By
January 1, 2001, SoCal proposes to charge a single-family and master meter residential
customers a monthly customer charge of $13.57 and inultifarnily customers $10.35 per
month (stated in 1996 dollars). Customer charges upon PBR ir'n]‘alementation,iand on
each January 1 thereafter through 2001, would be increased by 1/5 of the difference
between the 1996 customer charge of $5 and the aforementioned 2001 charges.”
Corresponding reductions would be made in residential volumetric rates.

Upon impléementation of PBR, SoCal also proposes to reduce
the differential between residential volumetric Tier I and Tier I rates from the current
35% to 10%, and to maintain this relationship at least through the end of the miniruam
PBR penod SoCal ﬁlaims that these proposed residential design changes are necessary
to bring rates more into 1ine \\'it}l_costs, as fixed residential customer-related costs are
currently understa—t'e'd, and that the in¢reased customer charges and decreased
volumetric rates will refléct the true long-run fnargirial cost of gas service."

» SoCal proposes to be granted authority to negotiate rate
discount agreements with indi\jidual COré customers, and to offer core rate schedules
 that customers mee_t_iﬁg the aﬁplicébility requirements would have the option to select.
The proposed discounﬁng flexibility would apply only to the “base rate” element of
core bundled rates. Under SoCal’s proposal, negotiated agreements of less than five

years’ duration would not require Commission approval prior to becoming effective.

" SoCal recommends that these customer charge rate level adjustments be made on January 1
of each year in order to coincide with the other annual rate changes under the PBR index
formula.

" SoCal proposes certain other changes inrate design in addition to these basic changes. SoCal
proposes to update the submetering credit for master meter ¢ustomers, and to index that credit;
to reduce baselineé allowances in climate zéné 1 from the curient 50 therms to 46 therms in
winter and from the current 15 therms to 14 therms in sumnier, with similar reductions in -
climate zones 2 and 3; and t6 modify non-residential ¢ore rate design. '
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Optional core rate schedules would become effective upon filing
with the Commission without the requirement of prior Commission approva), and
could be withdrawn by SoCal upon 30 days’ notice to the Commission, unless
otherwise specified by the terms of the schedule. SoCal’s authorized rates would be the
default rates for qualified customers who do not want to avail themselves of the

optional schedules.

m)  Storage Costs
SoCal proposes to apply the PBR rate index to the base rate

elements that recover the cost of storage which is currently bundled in ¢ore and noncore
rates. This request was not in the original application, but was later included in its
request in response to a poposal by ORA to eliminate the Noncore Storage Balancing
Account (NSBA) and put SoCal wholly at risk for market demand for the costs allocated
to unbundled noncore storage service when the PBR rates become effective. SoCal
asserts that its request is consistent with the overall concept that PBR substitutes for a
general rate case, in which the revenue requirement for bundled storage costs would
othenwise have been adopted by the Commission. SoCal states that because it is
proposing to be at risk for throughput under PBR, it would also be at risk for the

recovery of the portion of storage costs that is bundled in transmission rates.

n) Mor’ritdn‘ng and Evaluation
SoCal states that it recognizes the need for the Commission

to monitor the functioning of the PBR mechanism and to be prepared to evaluate the
program at the ¢conclusion of the minimum term. Nevertheless, SoCal urges the
elimination of a significant number of existing reporting and recordkeeping
requirements, and advocates the avoidance of new reporting requirements insofar as
possible, in the interest of sirhplifying and streamlining regulation.
o)  Base Margin
SoCal initially proposed a starting base margin which

represented a $61.2 million reduction as compared to its 1995 authorized level.

Following several revisions in response to discussions with ORA, SoCal's final position

-16-
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is a $110 million reduction in margin compared to the 1995 authorized level. SoCal and
ORA have agreed upon a variely of base margin items, and the individual items are

described, along with our resolution, in the discussion below:.

1, Discussion

A.  Introduction: Performance-based Ratemaking

In general, performance-based ratemaking refers to any of a variety of
ratemaking mechanisms designed to improve utility performance and also return
financial benefits to the utility’s ratepayers. Its purpose is to break the direct link
between costs and rates by inserting “an independent and explicit incentive [for the
utility] to increase efficiency through lowering costs,” so that ratepayers will not have to
bear the risk of inefficient utility operation. (D.96-09-092, mimeo., p. 14, September 20,
1996.) The niechanism itself is intended to emulate an unregulated ntarket.

The basic PBR concept involves two basic steps:

“First, the PBR regulator sets an initial price based on the utility’s

observed and projected costs. Next, the regulator provides the

utility with incentives to reduce these costs and pass some of the

resulting savings onto the consumer. To assure that the utility does

not achieve costs savings simply by cutting safety, reliability or

quality, the PBR system must also include a quality-contro)

mechanism.” Navarro, “The Simple Analytics of Performance-based

Ratemaking: A Guide for the PBR Regulator” (Yale Journal on
Regulation 13:1 (Winter 1996), p. 107.)

The hallmarks of the PBR system under the previous practice of this Commission are an
incentive device to encourage cost reduction and revenue enhancement, and a device to
ensure sharing of the savings produced thereby with customers.

We first replaced traditional rate case regulation with PBR in D.89-10-031,
which placed the two major California local exchange telecommunications companies
under an incentive form of regulation. The mechanism we adopted is often called
“CPI-X" regulation. As we explained in our most recent PBR decision, D.96-09-092,
which adopted PBR regulation for SCE:

[




R.87-11-012, A 95-06-002 ALJ/VDR/tcg*

o “This form of PBR regulation adopts starting rates based on an
analysis of utility costs with these rates then updated in each
subsequent year by a rule which includes expected changes in
input prices, CPl, and productivity, X. .. . [W]e refer to this price
less productivity adjustment, or CPI-X, as the update rule.

“To make this update of utility rates independent of the utility’s
costs, the price and productivity values should come from national
or industry measures and not from the wtility itself. The
independence of the update rule from the utility’s own costs allows
PBR regulation to resemble the unregulated market where the firm
faces market prices which develop independently of its own cost
and productivity. In contrast, traditional regulation often updates
rates through a review of the utility’s own costs and productivity.
The form of this PBR update rule of “price less productivity” or
CPI-X arises from the unregulated market where, independent of
demand response, a firm's output price will change to reflect
changes in its input prices less its change in productivity, where
productivity is simply the change in the firm’s outputs less its
change in inputs, both value weighted.

“Finding a measure for the price term in the update rule requires a
choice between a general price index such as the well-known CPI
or an industry specific index. The former choice involves less
controversy but uses a general approximation to industry specific
prices, and this approximation can work reasonably well during
periods of generally low inflation. While the latter choice clearly
tracks industry costs more closely, it does engender more
controversy because often it requires construction of a new
industry specifi¢ price index to track industry price changes closely.
Complexity readily arises in the construction of price indices; for
example, an accurate current price index for labor requires a
weighted average wage for...many different classifications of
workers from clerks to system engineers.

“The productivity measure should come from a forecast of
industry-specific productivity. However, such studies are not
common anid most published econometric studies not only assume
efficient operation but also use historical data. In D.89-106-031, we
relied on a study of AT&T's historical productivity and expert
judgment in setting the productivity value for the local exchange
utilities. Realizing that technological change in telecommunications
offered the opportunity for substantial productivity and wanting to

-18 -
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encourage increased efficiency in utility operations, we added a
“stretch” factor to set the productivity value or X. )

“We note that improved efficiency can arise from three sources:
adopting nore efficient technology in meeting current demand,
realizing economies of scale when expanding the operation, or
reducing existing inefficiencies in the current operation. ...
{Plarticularly in the distribution business, the first source of
productivity may contribute only selectively toward greater
efficiency and lower rates. The inceritives of this PBR should
discover the opportunities to increase the efficiency of the current
operation and thereby lower rates.

“In D.89-10-031, we also adopted a net revenue sharing rule which
allows the utility to keep some of the increased net revenue which
occurs if the utility can reduce its costs. Adoption of this rule
should increase the utility’s incentive to reduce costs. Allowing the
utility to retain some of the net revenue from cost reduction efforts
also res¢mbles the competitive market where a firm can increase its
profits by lowering its costs. Combined with the use of
independent prices, the use of a net revenue sharing rule emulates
the outcome of a competitive market.

“Thus, we see PBR as emulating the competitive process to
encourage utility management to make decisions which resemble
an efficient or competitive outcome. An efficient utility will control
rates which benefits ratepayers. However, we want to ensure
faimess to rateépayers, employees, and shareholders in the PBR
process. This requires balancing potentially conflicting interests.
The utility can increase short run profits through reducing variable
costs, but without revenue sharing such cost reductions will not
lower rates. Moreover, such reductions not only can affect staff
immediately but the service quality impact may only appear much
later.” (D:96-09-092, mimeo., pp. 14-16.)

We have already expressed our preference for replacing traditional cost-
of-service regulation with performance-based regulation in those areas of the electric
services industry which exhibit natural monopoly attributes. See Order Instituting
Rulemaking and Order Instituting Investigation in R. 94-04-031 and 1.94-04-032 (“Blue

Book"”). Our policy favoﬁng\that dép]c\yment of PBR reflects our successful experience
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with itin the field of telecommunications. Certainly, we are favorably disposed to using
PBR wherever it would further our regulatory goals and policies.

At the commencement of 1.94-04-003, the SCE proceeding, supra, we
stated our goals for undertaking the development of PBR. These included:

* Improving the efficiency and performance of the utility;

¢ Improving incentives and removing disincentives for utility cost
reductions;

Simplifying and streamlining the regulatory process;

Moving rates for all customer classes, in real dollars, steadily
down the national average for investor-owned utilities;

Maintaining a reasonable opportunity for the utility to earn a
fair rate of retum; and

¢ Maintaining and improving quality of service.

We still regard these as our general goals in evaluating any PBR proposal, and as the
policy yardstick for measuring SoCal’s proposal in the present instance.

We have embraced PBR in concept with the clear recognition of our
“fundamental and enduring duty to protect California’s consumers of [energyl,” a duty
which we have pledged not to change during the transition to a streamlined and more
efficient regulatory approach. (Blue Book, p. 34.) This means that, despite our
preference for PBR, we will not approve any PBR proposal just because it encourages
cfficiency on the part of the utility. The other part of the equation, protection of

ratepayer interests, must also be satisfied.

B.  The SoCal PBR Proposal Must be Moditied to be Acceptable, but
Much of SoCal’s PBR Proposal Is Consistent with our Stated Goals

for PBRs
We have examined SoCal’s proposal on the threshold question of whether

elements of the proposed mechanism conflict with existing Commission decisions and

orders, or with the policies we have articulated above. Consistent with the parties
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testimony, we conclude that in several respects it does. We must therefore modify

SoCal'’s PBR to conform to these overriding principles.

1. The SoCal PBR Proposal Violates the Terms of
the Global Settlement : '

Both the Commission’s Office of Ratepayér Advocates (ORA) and
The Utility Reform Network (TURN) criticize SoCal’s proposal as being inconsistent
with the Global Settlement. That agreement was adopted in final form by the
Commission in D.94-07-061, 55 CPUC2d 452 (1994), and governs a number of aspects of
ratemaking for SoCal's gas utility operations for the period from August 1, 1994,
through July 31, 1999, when it expires.

TURN asserts that there are five inconsistencies between SoCal’s
PBR proposal and the Global Settlement which preclude adoption of SaCal's proposal
in its present form. First, TURN states that SoCal’s proposal to base rates upon 1996
adjusted throughput violates a provision of the Global Settlement that requires rates
instead to be based upon 1991 throughput. Second, TURN argues that SoCal’s proposal
to extend the cost allocations adopted by the Global Settlement beyond the term of that
agreement would violate a provision requiring cost allocations to be determined in the
1998 Biennial Cost Allocation Proceeding (BCAP). Third, TURN alleges that the
proposal to use one definition of a “normal” temperature year for setting rates, and
another for allocating costs betweéen classes, to the detriment of the core class, also
violates the Global Settlement. Fourth, TURN claims that SoCal’s proposal to index
rates, thus doing away with the authorized revenue requirement allocated by the
Global Settlement, violates the settlement. Fifth, TURN argues that the proposal to
eliminate the CFCA violates the Global Settlement, because the continued operation of
that account was a basic assumption underpinning the settlement. We conclude that
SoCal’s PBR proposal conflicts with the Global Settlement at least in some of these
respects, and that the proposal will have to be modified to avoid these conflicts.

.Section 11, paragraph 1, of the Global Settlement states:

“SoCal shall calculate ratés based on 1991 actual throughput,
with [specified adjustments] for the five-year period

-921-
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commencing upon the date that this [settlement] becomes
effective.” (65 CPUC2d 458.) )

Notwithstanding this language, SoCal proposes to use 1996 customer count and core
throughput, normalized for average temperature conditions, to set throughput because
it would be “fair and reasonable” to do so. This would vary the express language of the
Global Settlement. Moreover, it would not be consistent with the table of specified
average year volumes and customer counts for basing cost allocation and calculating
rates during the period covered by the Global Settlement. Sée Global Settlement
Implementation Appendix, Section C.1, paragraph 2 (55 C PUC2d at 469).

As justification for this variance, SoCal érgues'lhat its proposal
would also eliminate the CFCA, and that use of the Global Settlement throughputs
would impose upon it a $39 million annual revenue penalty becausé of the resultant
undercollection. We do not find SoCal’s position to be persuasive. The Commission has
a strong policy favoring settlements as a means of resolving issues in its proceédings,
and we will not undermine that policy by changing the terms of a settlement after it
becomes a Commission order.

In addition to expressly providing that cost allocation and rates
during the five-year term of the Global Settlement would utilize specific throughput
volumes based upon adjusted 1991 data, the Global Settlement also reflects the parties’
intent that the cost allocation be termjnated by the 1998 BCAP. Under the PBR, by
contrast, the cost allocation would continue for the entire PBR period, some two and
one half years beyond the term of the Global Settlement. The significance, as explained
by TURN witness Florio, is that SoCal’s approach would harm core customers because
of the underlying temperature assumption used to develop the throughput for the
purposes of calculating core rates. The company now uses 1506 annual heating degree
days (HDDs) to define an average temperature year under the Global Settlement.
SoCal’s suggested reduction would reduce the average year forecast of throughput by

5%. The lower measure of HDDs suggested by SoCal for use in designing core rates




R.§7-11-012, A95-06-002 ALJ/VDR/tcg ¥ *

would deny ratepayers the benefit of the lower throughput forecast for purposes of cost
allocation.” .

The Global Seltlement contemplates that there will be a specific .
allocation of costs to customer classes during its five-year term. Section 11, paragraph 3,

sets up a memorandum account to track the variance between costs allocated to noncore

and wholesale markets and SoCal’s actual noncore and wholesale revenues. By contrast,

the PBR would not have explicit costs allocated to noncore and wholesale markets, or
an annual cost used to develop the effective rates for noncore transportation sérvice. As

explained by witness Florio, the Global Settlement,

“plainly contemplated that there would be an authorized

revenue requirement that was allocated between the core

and noncore markets during the entiré term of the

settlement. The fact that SoCal would now like to shift to a

program of rate indexing cannot overcome the deal that the

company made.” (Ex. 55, p. 20, 1. 11-16.)

Consequently, we caninot accept this feature of the PBR proposal.

TURN argues that the Global Settlemient mechanism implies that
revenue variations are to be passed onto core ratepayers through the CFCA, and that
elimination of the CFCA would therefore violate the intent of the Global Settlement. We
agree. The Global Settlement would be unworkable without the CFCA, and SoCal’s
proposal would therefore violate the termis of that agreement.

2. The Absence of a Sharing Méchanism is
Inconsistent with Commisslon Policy

In most respects, SoCal’s proposal fits our model of PBR. However,
the proposal omits any mechanism for sharing the savings between shareholders and
ratepayers. Instead, SoCal argues that the productivity factor (or “X” factor) utilized in
adjusting rates annually, and particularly the “stretch” component incorporated into

that productivity factor, should be considered an “upfront” device that will adequately

P SoCal is now willing to accept the figure of 1330 HDDs in place of the 1316 HDDs it
originally proposed, but the result is essentially the same.
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compensate for lack of an after-the-fact mechanism to allocate savings, because it
creates a downward pressure on costs and, therefore, rates. We disagree:

In previous PBR proceedings we have rejected substitution of a
productivity factor for a sharing niééhani;m for SDG&E and for SCE. There are several
reasons for this. First, PU Code § 728 iri\pbses upon us a duty to insure that.utility rates
are maintained at a level that is just and reasonable. This can only be assured if the
overall level of profits is effectively controlled by placing a practical limit on how far the
utility is willing to go to earn a share of the margmal profnt The consequence is that
profits, and therefore rates, are maintained at reasonable levels.

A sharing mechanism is the_’ultlmate "safety net” for ratepayers, as
it corrects for the possible adoption of a product_ivit)?'fa'ctér that turns out to be overly
conservative, lnndersféthig the prddﬂctiﬁity increases which the utility is actually able to
achieve. With a sharing mechamsm, if the utility attains producm'lt) increases that
exceed the adopted productlvlty factor, the resultant profits must be shared with the
ratepayers rather than going solely to the utility. SoCal argues that this would “dilute”
its incentives to achleve greater productivity goals, but we see 1o reason why we
should fix a productivity index based upon imperfect forecasting techniques, and
permit it to remair\i:lnd‘i_sturbed fora fivé-year period, based upon speculation that this
mechanism will adequately benefit the ratepayers. If the utility is actually able to reap
benefits above the level reflected by _the"adopted productivity factor, it would not be
“just and reasonable” to require ratepayers to be satisfied with only the share of savings
based upon attaining the productivity estimate made at the outset of the program.

SoCal admits that the reduction in its rate base alone will result in
anincrease in its rate of return of 87 basis points. This is simply a consequence of
depreciation of its rate base rather than cost-cutting. A sharing mechanism would
insure that the ratepayers will receive tli_eir fair share of the rewards of improved
productivity, however those rewards are achieved. Because a PBR with a sharing

mechanism sixnultanéously'allows higher profits than at present, and lower rates due to

increased productivity, a sharing mechanism c¢reates the potentiat for a “win-win”

situation.
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3.  The SoCal PBR Must be Moditied Because
it Does not Simplify Regulation

Certain features of SoCal’s PBR proposal would also be contrary to
the Commission’s goal of simplifying regulation under performance-based ratemaking.
Rather than eliminating balancing accounts and reducing the degree of Commission
oversight, SoCal’s proposal introduces altogether new concepts, the WNM and the
EEAF, to reduce its level of risk. Monitoring the operation of these new devices will add
to, rather than lessen, the Commission’s regulatory tasks, representing a movenient
away from the Commission’s goal of lessening the regulétOry burden that is ultimately

borme by ratepayers.

4. Certaln Features of the Proposal aré not Related to
Performance-based Ratemaklng, and Should not be Adopted
by the Commission as an Aspect of SoCal's PBR Proposal

SoCal’s proposal includes some features that are extraneous to a
scheme which encourages efficiency on the part of thé utility ihrough a system of
incentives. Instead, these additional features appear to have been included by SoCal as
a “wish list” of items which, if authorized, would enhance the potential profitability of
SoCal without rewarding ratepayers in kind. Specific examples include the proposals
for major changes in residential rate design, and gain on sale exceptions, which appear
to be designed only to enhance SoCal’s profitability without any relation to ratepayers’
interests. Residential rate design issues \were addressed by the decision in SoCal’s
BCAP, adopted on April 23, 1997.

We are also mindful that we should not make any major changes in
general industry policy in a proceeding which involves a single utility, such as this one.
Questions of new products and services and gain on sale are broad ones which
potentially apply to an entire class of utilities, and any major changes should be

adopted in a generic proceeding to insure that they will apply evenhandedly to all

utilities in the class. We must therefore refrain from addressing such proposals in this

proceeding. -
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5.  Conclusion: The SoCal PBR Methodology must
_be Modified for Adoption by theé Commission -~

In recognition of these conceptual problems, we cannot adopt the
PBR proposal advanced by SoCal. Doing so would contradict important Commission
policies and orders, and would represent an abdication of our responsibility to
ratepayers. Although we favor performance-based ratemaking as a tool for regulating
utilities in the current regulatory environment, we must in some respects replace
SoCal’s proposal with a program which more accurately advances our regulatory goals.
C.  The Commission’s Adopted PBR

In this section we énumerate the essential features of our adopted PBR for
SoCal. This PBR will become effective immediately. Insofar as possible it retains the
elements of the SoCal proposal, but it includes changes that bring it into conformance

with other decisions, goals, and policies of the Commission. 7
The features we ad'opt are: (1) the productivity index (inflation less

productivity); (2) the quantity indexed; (3) exclusions and édjustment's; (4) offramps and
termination provisions; (5) service Quality; customer satisfaction, and safety incentives;
and (6) monitoring and evaluation provisions. We also establish the amount of the base
margin for indexing.
1. Indexing Method

As earlier explained, we must first select the overall index (price
index minus “X”) to be applied to the indexed quantity in order to obtain the
subsequent years’ base rates.

a) inflation Measure

SoCal is proposing an inflation measure {the GUPI) based

upon a weighted average of the recorded indices of labor O&M, nonlabor O&M, and
capital-related costs. In the GUPI, the measure for labor O&M is the index of average
hourly earnings of workers in gas production and distribution as reported by the US.
Bureau of Labor Statistics. The measure for nontabor Q&M is the DRI/McGraw Hill

nonlabor O&M index for gas utilities. The inflation measure for capital-related costs
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would be based on the DRI/McGraw Hill indices for capital service prices and for the
price of gas distribution capital goods. These measures would be weighted according to
the average of expenditures in each category for the past five years.

SoCal proposes that rates for a year would be set using the
latest available forecasts for the GUPI elements for that forthcoming year at the time
that SoCal makes its annual PBR rate formula rate filing, but that the next year’s rate
filing would include an adjustment to “true up" any difference between the forecast
and actual GUPL

SoCal originally f)r'oposed to use a weighting of input price
inflation based on SoCal’s own historical ratio of labor expense, nonlabor expense and
capital inputs to total costs. ORA proposed using a weighting that was the average of
gas operations for SoCal, Pacific Gas and Electric Company (PG&E), and SDG&E. The

rationale for ORA’s recommendation was that it would make it easier for the

‘event, a broader-based price indeX is consistent with the Commission’s disinclination to
use company-specifi¢c indexes." SoCal has accepted ORA's alternative.

We adopt the approach to price indexing proposed by ORA.

b)  Productivity Factor

As explained earlier, the productivity or “X” factor consists
of two parts. The first component is a historic measure of industry productivity. The
second component represents an additional productivity target, or aspiration measure,
which is based upon potential incremental productivity improvement that the utility
can expect to achieve over and above the historical average. SoCal refers to this as the

“stretch” factor, or “consumer dividend,” because it creates downward pressure on

costs and, by extension, on rates.

' SCUPP/IID propose a weighting based on five to ten western U.S. gas utilities. This proposal
is vague and undefined; the exact companies are not identified and there is no basis for
comparing it to other parties’ positions. It would not simplify the Commission’s administration
of PBR, and we will not adopt it.
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(1)  Industry Productivity Measure
SoCal proposes using a historical industry

productivity measure of 0.5%. This figure was developed from the Christensen
Associates study, and elicited little criticism from the parties. We adopt the 0.5%

historical industry productivity figure.

(2) “Stretch” Factor
The second component, the “stretch” factor, is more

problematic. SoCal proposes that this component also be fixed at 0.5%, and claims that
this is a liberal figure in relation to the productivity gains it expects to be able to achieve
beyond the historical average.

ORA advocates a 1% stretch factor, doublé that
proposed by SoCal. This would produce a total productivity factor of 1.5%.
TURN/Department of General Services (DGS) supports ORA’s estimate as reasonable
in the long run, but believes that the pendency of the Enova-Pacific Enterprises merger
will cause an increase in productivity. This is based upon the experience of witness
Marcus, who testified that during the period of the SCE-SDG&E merger proposal,

(1) staff members sought jobs outside the company because of organizational
uncertainty and were not all replaced because of the possibility of postmerger job
consolidations, and (2) capital spending was curtailed. Thus, TURN/DGS recommends
adoption of a 1.5% stretch factor while the merger application is pending.

Although the subject of merger savings is not a part
of our consideration here, we believe that the pendency of the merger proceeding
distinguishes this period of time from that which was examined in developing SoCal's
productivity and stretch factors. Given the nature of management'’s motivation, it is
indeed iikely that capital spending will be curtailed and expenses othenwise forgone
before the merger is consummated or diééipprbx’ed. We therefore believe that the stretch
factor proposed by SoCal is likely to be conservative.

SoCal’s objection t6 the adoption of a stretch factor

greater than 0.5% is based primarily on the number of multiples of historical
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productivity that cach figure represents. Thus, SoCal states that ORA’s suggestion of a
1.5% total productivity factor would be three times the historical average, and
TURN/DGS’s 2.5% figure would be five times the historical average. SoCal argues that
this would not be reasonable.

We find that ORA’s suggestion comes as close to the
mark as any, particularly in view of the likelihood that disproportionately large
productivity gains may be on the near-term horizon. It is appropriate to “set the bar
high" in the expectation that SoCal will, indeed, stretch to maximize productivity. Were
we to set too low a goal, SoCal's benefit could come at the expense of the ratepayers,
even allowing for a sharing mechanism. There would be no advantage to adopting such
a PBR over traditional ratemaking methodology. Nevertheless, we recognize that
productivity improvements are not likely to occur all at once. Both cost reductions and
revenue enhancements may take several years to cone to fruition. We recognized this
in D.9-09-092 in SCE’s PBR when we adopted an “X” factor, including a strétch factor,
which ramped up from 1.2% to 1.6% over the life of the PBR. We believe it is
appropriate to take a similar approach here.

We will adopt a stretch factor that increases
incrementally over the initial fivée-year PBR timetable resulting in an X factor of 1.1% in
Year 1, 1.2%in Year 2, 1.3% in Year 3, 1.4% in Year 4, and 1.5% in Year 5.

¢)  Quantity Indexéd

SoCal proposes to index rates directly, rather than indexing
total authorized margin or authorized margin per customer, for several reasons. First,
SoCal contends that this mechanism will put it at risk for the level of customer demand
(throughput), and that this is the direction in which the Commission wants to move;
SoCal points to the Commission’s recent adoption of rate indexing for SCE to support
this contention. SoCal also argues that this mechanism will best prepare it for the
transition to a competitiv_e markétplace, and will change its corporate culture, SoCal
claims that rate indexing will allow the elimination of a major balancing account, the

CFCA, and thus simplify regulation. Finally, SoCal argues that this approachiis -

.
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consistent with the direction the Commission has already taken by pulting SoCal at risk
for a specific throughput for most noncore customers under the Global Settlement.

We do not find SoCal’s arguments persuasive in relation to
its unique circumstances. First, the probability of risk to the shareholders is far lower
than SoCal suggests, because realistic throughput forecasts indicate a growing core
market.” In addition, SoCal's president, Mr. Mitchell, acknowledged on cross-
examination that the company continues to seek new throughput opportunities, such as
business ventures in Mexico. Under traditional regulation, a portion of the cost of these
ventures would be allocated to the resultant new loads, reducing rates for existing
customers. This would not be true under PBR. In light 6f these realities, we prefer not to
give SoCal carte blanche to increase its throughput and apply what will almost surely
be a positive index each year (reflecting inflation in excess of productivity) to actual
throughput.

Preservation of the CFCA, at least through the period
covered by the Global Settlement, is ¢entral to this indexing method. The Global
Settlement establishes throughput based on the 1991 level. SoCal has agréed to this
through the term of the agreement. Although the Global Settlement does not
specifically refer to the CFCA, as SoCal says, once throughput is fixed in this fashion,
the CFCA handles ¢vercollection or undercollection from sales variations. Retention of
CFCA is therefore implicit in the Global Settlement, as the mechanism will not work
propetly without it.

As we have already explained, retention of the CFCA in
connection with throughput variations requires the use of revenue indexing. This is
required by the Global Setilement. Other provisions of the Global Settlement also
require the existence of a revenue requirement. These include "a memorandum account

to track the variance betiveen the costs allocated to the noncore and wholesale markets

* See, for example, Exh. 62A, Attachment 7, p. 25: SoCél projects systemwide'Sales growth of
3.4% between the years 1996 and 2000, principally in the high-margin residential sector.
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and [SoCal's} actual noncore and wholesale mechanisms,” which is calculated using "a
debit entry equal to one twelfth (1/12) of the authorized annual cost used to develop
the effective rates for noncore transportation service including EOR [Enhanced Oil
Recovery)." (TURN/DGS Opening Brief, p. 9, quoting Global Settlement, Section II,
para. 3 and Implementation Appendix, p. 21.) These features preclude rate indexing,
and raust be retained until expiration of that agreement.

Another circumstance unique to SoCal compels us to adopt
indexing of the revenue requirement, rather than rates. Spexcifically, the proposed
Enova-Pacific Enterprises merger will create a need to track savings, which cannot be
accOmplished with rate indexing. Althoﬁgh the merger application is not difectly
relevant to the SoCal PBR proposal, we take notice that if we approve the merger, we
will have to determine the amount of merger savings in that proceeding. Those savings
are expressed in the sanie terms as the total revenue requifement. Indexing the total
revenue requirement will enable that sum to be deducted from the pre-merger totals.
On the other hand, if rates are indexed where throughput forécasts are no longer
calculated, then savings cannot be passed back to customers. This means that if we were -
to adopt rate indexing now, we woéuld have to revisit the subject in the merger
proceeding and translate the PBR results in order to insure consistency after the merger
takes place, if it is approved.

Finally, we conclude that revenue rather than rates must be
indexed because SoCal’s rate base is declining at the time the PBR is to go into effect.
SoCal'’s proposal to index rates, which would fix SoCal’s rate base at the 1996 level and
index it for at least five years thereafter, fails to recognize this fact. Rate indexing would
benefit SoCal’s shareholder because its capital spending is declining. This is an
important fact, as SoCal’s earnings will consequently increase by 87 basis points more

than its currently authorized rate of return as the sole result of depreciation.™

*sC UPP/ 1D ¢onsiders this fact sufficient to justify retention of traditibral ratemaking for
SoCal rather than moving to a PBR system at this time. That course would be contrary té our
policy of favoring PBR, and we believe it is too extréme. Alternatively, SCUPP/IID proposes a
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~ The operation of depreciation is best understood in relation

to the level of a utility’s capital expenditures. If a utility’s plant additions increase more

than its plant is depreciated, rate base and associated taxes will grow. On the other
hand, if the utility’s plant additions are lower than its depreciation expense, the level of
depreciated plant, and hence rate base, will decline. SoCal’s additional capital
expenditures are less than depreciation, thus significantly reducing rate base as well as
the amount of return and of associated taxes. This is because SoCal is experiencing low
customer growth (Exh. 52, pp. 4-5). The low customer growth rate is reducing
investment requirements to a level lower than its depreciation expense, and its rate base
is declining. ‘ &
As explained by SCUPP/IID Witness Yap, SoCal’s 1995-1999
Financial Plan sets out the Company’s projéction of the decline in its average rate base.
The table and chart on page 8-5 of the Financial Plan shows a decline beginning in 1995,
acknowledging the trend: “Depréciation exceeds c‘apiial expenditures in traditional
markets beginning in 1995.” See Exh. 52, p. 5 (SCUPP/IID - Yap). This projection is
consistent with SoCal’s 1995 10-K i‘éport to the Securities Exchange Commission (SEQ),
which reflects a 3.4% decrease in rate base for 1995. The 10-K report projects 1996 capital
expenditures of $224 million, while SoCal’s Summary of Eamings Table for 1996 filed in
this proceeding projects $255 million in depreciation (Exh. 24, Table 12-A). When
compared to the $231 million capital expenditure level and $237 mi'llion.depreciation
level that accompanied the 3.4% reported decline in rate base during 1995, it is clear that
the decline in rate baée is accelerating. (Exh. 52, p. 5 (SCUPP/IID - Yap.))

Under traditional ratemaking, declining rate base tends to

reduce rates. Declining rate base results in lower depreciation expense, return, and

methodology which would separately index the O&M portion and the capital portion of the
base margin rate. This would ¢orrect for the declining rate base, but would provide an incentive
for SoCal’s management to substitute capital for O&M expenses wherever possible, thus
perpetuating one of the dncadvantages of traditional ratemaking.
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associated taxes, which are reflected inlower rates. But if rate base is "frozen" and rates
are indexed, they will rise despite the fact that rate base is declining.
d)  Adopted Indexing Formula

For the reasons we have described, it is necessary to index
SoCal’s revenues, rather than rates. SoCal’s rate indexing proposal, however, is easily
adapted into an equivalent revenue-indexing mechanism. SoCal’s rate indexing
proposal is

PBR rates (year 2) = PBR rates (year 1) x(l + Infiation = productivity)

‘This is a standard price ¢ap formula, in its basic form
identical to the ones we have adopted for Pacific Bell and GTEC, and for Southermn
California Edison.” Recognizing that by definition SoCal’s révenues are the product of
rates and the quantity of gas sold or transported (throughput), this formuta can be
translated into an equivalent revenue sétting mechanism:

PBR revenue requirement (year 2) = PBR revenueé réquirement (year 1)

x (1 + inflation - productivity + growth
in throughput)

Since throughput by definition is average throughput per
customer times the number of customers, the last term—growth in throughput—can be
decomposed further into the sum of customer growth and growth in throughput per
customer. Making this substitution in the revenue mdexmg formula results in SoCal’s
proposal for rates translated into its equivalent for indexing revenues:

PBR rev. req. (year 2) = PBR rev. req. (year 1) x {1 + inflation « productivity
+ customer growth

+ growth in throughput
per customer)

Typncally such formulas include as well a term for so-called “Z factors.” The Z-factor term is

ignored in the above discussion just to keep things simple.
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Finally, this formula can be converted into its equivalent for
revenue requirement per cusionter™ by deleting the customer growth term on the right
hand side:

PBR rev. req. per customer (year 2) = PBR rev. req. pér customer (year 1) x

(1+inflation - productivity
+ growth In throughpul per customer]

Like SoCal, ORA proposes to index rates using the same,
standard inflation minus productivity format. Its proposal, translated into the
equivalent revenue per customer indexing formula, therefore looks exactly the same as
SoCal’s depicted above. The only difference--as described earlier-is that ORA proposes
a 1.5 percent productivity factor, while SoCal’s is 1.0 percent.

Unlike SoCal and ORA, TURN/DGS proposes to index
revenues directly. Like the two other parties’ proposals, its indexing mechanism is
driven by inflation, productivity and customer growth. However, because the proposal
is not based on indexing rates, it does not reward the utility with additional revenues
from increasing throughput per customer. Additionally, it includes a minus 1.41%

constant term in the formula” that is missing from the other two. Perhaps most

importantly, it does not give the same weight to the common factors it shares with the

SoCal and ORA proposals—infiation, productivity and customer growth. TURN/DGS'’s
indexing mechanism assigns less weight to inflation and the productivity offset, and
more weight to customer growth, in determining the utility’s revenue requirement.

TURN/DGS's revenue indexing proposal for revenue per customer is:

" Actual customers are used to calculate customer growth and convert revenue per customer
into total revenues.

¥ This number, because it is negative, could be interpreted as an additional productivity offset.

* TURN/DGS provide formulas both for indexing total revenues and revenues per customer.
The differences in the patameters, however, are insignificant. TURN/DGS argues that a long-
run PBR indexing mechanism should index revenues per customer. See Exh. 63, p. 20
(TURN/DGS - Marcus).
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PBR rev. teq. per cust. (year 2) = PBR rev. req. per cust. (year 1)
x{1 + 0.610 xinflation - 0.610 x productivity
+ 0.605 x cust. growth - 1.41%%)

Although the TURN/DGS formula relies upon essentially
the same set of factors as SoCal’s and ORA's the difference in resulfs is not insignificant.
With the throughput per customer term dropped in the SoCal and ORA proposals for
directness of comparison, the results for a 1.0 percent customer growth rate and
inflation of 3 percent are:™

SoCal

PBR Rev. Req. per cust. (year2) = (1 +.03 - .01} xPBR Rev. Req. per cust. (year 1)
= 102% of PBR yeéar 1 Rev. Req. per customer

ORA _ _ ,
PBR Rev. Req. per cusl. (year 2) = (1 + .03 - .015) xPBR Rev.Req. per cusl. (year 1)
= 101.6% of PBR year 1 Rev. Req. per customer

TUBN/DGS
PBR Rev. Req. per cust. (year 2) : : A _
=[1+ 0610 x (.03 - .015) + 0.605 x.01 - .0141) x PBR Rev. Req. per cusl. {yeart)
= 100.11% of PBR yeari Rev. Req. per customer

A PBR mechanism provides an incentive to utilities to cut
costs by disconnecting their rates from their actual costs. Traditional ratemaking sets
rates and revenues on the basis of utilities’ actual costs. The poor cost-cutting
incentives provided by such ratemaking are too well known to repeat here. A PBR
mechanism, on the other hand, sets a limit for revenues or rates—independent of the
utilities subsequent actual cost performance—based on the general factors that drive
costs: inflation, customer and output growth, with an offset for productivity gains.

This does not mean, however, that we cannot ignore special

~ circumstances that may affect a specific utility’s costs. We agree with TURN/DGS that

* The omission of the average throughput per custormer factor is not trivial. SoCal Gas’
forecast of throughput growth is 2 percent per year; for customers, 1 percent growth. The
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an indexing method should be chosen which, among other things, would leave

ratepayers at least as well off under PBR as they would have been under traditional

ratemaking. Without some assurance to that effect, there is no real “consumer
dividend” for ratepayers from adopting PBR.

In this context, SoCal (and ORA’s) approach fails to take into
account its specific circumstances, and therefore omits an important consideration that
needs to be taken into account in setting its indexing formula. As noted in the previous
section, SoCal's projected plant expenditures are less than projected depreciation, thus
significantly reducing future rate base and the associated amount of return and taxes.
The low customer growth rate SoCal is experiencing is reducing investment
requirements to a level lower than its depreciation expense, and its rate base is
declining.

Tiwo utilities could face the same inflation and have the same
level of productivity (X), but could have very different tr‘aiectOries in revenue
requirements if one was growing more rapidly and had an increasing rate base and the
other was growing more slowly and faced declining rate base. A simple inflation minus
X indexing formula—for revenue per customer—iwould give the same revenue increase
to both utilities, possibly yielding a windfall for one and a loss for the other.

Thus, if one is constructing a single “X” factor, it may not be
sufficient to construct that factor from a historical factor productivity study plus a
stretch, as SoCal and ORA have proposed. Neither SCE nor SDG&E claimed that they
would face rate base declines, as SoCal forecasts that it will. TURN/DGS’s
methodology attempts to take into account SoCal’s current investment plans over the
next five years. However, while we agree with the basic logic of the TURN/DGS
approach, we are unwilling to go so far as to adopt its proposed formula. The formula
relies on a complex regression analysis, underlying which is a set of assumptions and

variables. One important assumption is that the projected rate base decline will occur as

implied growth in throughput per customer therefore is 1 petcent. When this effect is included
in the SoCal and ORA proposals, the respective escalation factors become 103% and 102.5%.

-36-
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SoCal has projected in its 1996-2000 financial plan. SoCal’s future investment plans may
well vary due to a variely of factors, including the rate of customer growth and the
incentives afforded by this PBR decision. The TURN/DGS approach assumes that
SoCal's mana gement will have no control over the extent of future capital investments.
While we agree that the general trend is likely to be as presented in the 1996-2000
financial plan, we cannot rely on the exact numbers in that plan as the mathematical
basis for the indexing formula. | '

As noted earlier, the indexing formula is intended to give
utility management the incentive to intprove productivity through reasonable
management of costs and practices that até within its control. Thus, the productivity -
factor takes into account expected gains on an industry-.\-.'ide level, and adds a stretch
factor to provide a “consumer dividend” and account for the fact that implementation

of the PBR necessarily will require increased productivity if the utility is to receive a fair -

benefit from the new system. We also adjust the base margin to ensure that the utility is

starting from a reasonable starting point, just as we would under traditional
ratemaking. TURN/DGS makes the case that the same concept should be applied t6
rate base. If rate base is falling due to faclors extrinsic to the PBR, returns will increase
unless an adjustment is made, and vice versa. While this issue was not introduced in
other PBR cases, itis a legitimate consideration.

We would prefer to adopt a method to take rate base
changes into account outside of the indexing formula. A methodology such as a direct
revenue offset or adjustment of the benchmark rate of returmn could accomplish this.
However, no party has proposed such a method, and we must rely upon the indexing
methodology, in which rate base factors are effectively translated into productivity.
SoCal estimates in its comments on the Proposed Decision (p. 4) that the impact of the
TURN/DGS formula may result in an effective productivity factor as high as
29 percent, which is 1.4 percent above the 1.5 percent final stretch “X” factor. This
suggests that it may be possible to translate directly the TURN/DGS formula into a
straight productivity figure and thus roughly reconcile the TURN/DGS concept with
the indexing methodologies adopted in other PBRs.

-37-




R87-11-012, A.95-06-002 COM/PGC/les

Since some of the capital spending decisions in the future are
presumed to be under SoCal management’s control, we find it reasonable to adopt a
lower effective X factor than the 2.9 percent imputed from the TURN/DGS
methodology. Accordingly, we will adopt a 1.0 percentage point increase to the
ramped stretch productivity factor. Our final adopted productivity “X” factor will be
2.1 percent in year 1; 2.2 percent in year 2; 2.3 percent in year 3; 2.4 percent in year 4;
and 2.5 percent in year 5. -

The PBR indexing formula therefore that we adopt is:

PBR rev. req. per customer (year 2) = PBR rev. req. per ¢customer (year 1) x
- [t+inflation - X],

with our adopted “X” factors described in the previous paragraph.

2, Sharing Mechanism .
SoCal proposes that there be no adjustment in ratés during the

minimum five-year PBR period to share with ratepayers any difference between its
recorded rate of return and a benchmark rate of return. We reject this aspect of SoCal's
proposal, and require a sharing mechanism as part of the PBR for SoCal.

ORA, SCUPP/IID, SCE, and TURN/DGS advocate the inclusion of
a sharing mechanism as an integral feature of SoCal's PBR, and two specific proposals
have been advanced for our consideration. ORA's proposal would allow SoCal to retain
all profits up to the level 6f 75 basis points above authorized rate of return (ROR), and
50% of any profits earned above that benchmark level. ORA states that earnings at the
75 basis point benchmark level will enable SoCal to keep $37.5 million of its revenues as
a reward for its efforts, and above this level SoCal would net additional rewards, albeit
ata proportionately lower rate. By contrast, TURN/DGS urges us to adopt a
mechanism which shares cost savings with ratepayers on a progressive basis. This
approach affords better ’insurr_,anc.e for ratepayers in the event that the productivity
factor turns out to be unrealistically low, and profits therefore to be excessive.
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TURN/DGS recommends as our basic model the PBR we adopted
for SCE in 1D.96-09-092. That mechanism shares both profits and losses within "bands"
above and below the benchmark return on equity (ROE). Under this approach,
shareholders receive all of the gains and losses up to 50 basis points above and below
the benchmark rate of return, which we termed the inner band. Our intent in so doing
was to assign shareholders the responsibility for the gains and losses associated with
routine operation. (Id., mimeo., p. 42.) Beyond the inner band, from 50 to 300 basis
points, the shareholder share of gains rises continuously from 25 through 100%, while
the ratepayer share correspondingl); declines from 75 to 0%. This we defined as the
middle band. The shareholders receive all gains 300 basis points above the benchmark
and remain responsible for all losses more than 300 basis points below the benchmark.

TURN/DGS proposes one alteration td this mechanism. In
recognition of the fact that SoCal will not be exposed to revenue fluctuations due to
short-run temperature based sales fluctuations if we retain the CFCA, TURN/DGS
recommends that the level of the inner band should be reduced to nro more than 25 basis
points, or be eliminated altogether. We agree. The al lowénc’e of the inner band for SCE
was partially to account for weathei-based sales fluctuations that were beyond the
discretion of utility management. For SoCal we will retain the CFCA as part of the PBR
and limit the inner band to 25 basis points to account for rninor fluctuations in
operations. Thus shareholders will receive 100% up to the level of 25 basis points above
the benchmark ROR, and an increasing percentage in steps from 25 up to 300 basis
points, above which level they will receive 100%. We refer to a mechanism of this type,
whete the utility share of net revenue increases as its eamed return becomes greater
than the benchmark return (and the ratepayer share correspondingly decreases), as
progressive sharing. o

Between 25 basis points above the benchmark ROR and 300 basis
points above the benchmark, we will adopt 8 bands. The more bands that exist, the
greater the potential to move into a new band and for shareholders to collect an
increasing marginal share of the ﬁigher profits. The first band will be from 25 to 50 basis

points above the benchmark. In this band, shareholders will receive 25% of the marginal
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revenues in the band and ratepayers 75%. Fach successive band will see an increase of

10% in the incremental share allocated to sharcholders and a decrease of 10% in the
ratepayers share. The sixth band will fall between 150 and 200 basis points above the
benchmark, with shareholders receiving 75% and ratepayers 25%. The seventh band
will be between 200 and 250 basis points above the benchmark, and shareholders will
receive 85% and ratepayers 15%. The eighth band will be between 250 and 300 basis
points above the benchmark; shareholders will receive 95% and ratepayers 5%.
Under this system, shareholders may gain up to 65% of the

increment up to 300 basis points above the benchmark. However, as shareholders may
keep all of the increment above 300 basis points above the bénchmark (subject to the
offramp discussed below), it is possible for shareholders to gain significantly more than
63% of the increment. For example, if returns are 400 basis points above the benchmark,
shareholders would retain 76% of the increment. This system gives an excellent and
increasing incentive to shareholders, and is fair to ratepayers who receive both the
“consumer dividend” in the productivity formula and a larger share of early (and
presumably easier) productivity gains.

We do not perceive a need to impose any sharing below the ROR
benchmark, except for the offramp provisions discussed below. Even under traditional
cost-of-service ratemaking, we have never guaranteed the utility its authorized ROR.
Our PBR mechanism is designed to allow SoCal to “stretch” for higher levels of
revenue, and to keep a progressively greater amount of what it is able to eam. By
setting the proper ROR benchmark, we will calibrate the mechanism so that it rewards
improvements which exceed that baseline, and accomplishes the efficiency gains that
we intend for the benefit of the ratepayers by providing for progressive sharing above

the benchmark. We will set the ROR benchmark at the ¢current ROR.
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We have focused on the question of how cost changes are
dealt with in arate PBR versus revenue PBR. Our déciston to adopt a revenue PBR has
much to do with our view of the appropriate treatment of ¢ost reductions. We now tum
to the treatment of revenue increases (also called revenue enhancements) in this PBR.
SoCal may be able to increase net revenues in several ways. As discussed elsewhere in
this order, SoCal may be able to expand current service offerings unrelated to the
provision of natural gas (such as meter repair), or offer new products or services. SoCal
may increase revenues through pricing flexibility approved in this order. SoCal may
also experience customer growth or increases in usage per customer.

With the exception of throughput increases, SoCal can
benefit from each of the methods of revenue enhancement discussed above. Revenue
enhancement increases productivity, and improved productivity is one of the primary
goals of performance-based regulation. We believe the adoption of this PBR will

encourage SoCal to seek out both cost reductions and revenue increases. If revenue

- increases occur, they will be factored along with associated costs into the total rate of
return calculation that is a part of the revente PBR. If any revenue increases push SoCal
into the sharing range, or further into the sharing rahge (as discussed below), both

SoCal shareholders and ratepayers will benefit from the productivity increases.

3. Exclusions
SoCal proposes that several cost categories handled by existing

regulatory mechanisms be excluded from the PBR. These would be preserved, and
would maintain their separate existence for adjudication by the Commission. The
proposed exclusions are as follows:

s Catastrophic Event Memorandum Ac¢count (CEMA), The
Commission authorized all utilities to establish this account
under Resolution no. E-3238 (July 24, 1991) as a reaction to the
1989 Loma Prieta earthquake to record the costs of restoring
utility service to customers; repairing, replacing, or restoring
damaged utility facilities; and complying with government
agency orders resulting from declared disasters. It-was designed
to expedite and facilitate prompt response by utilities in
restoring services disrupted by declared disasters. SoCal
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proposed to exclude CEMA from PBR so that it will fulfill its .
intended puipose. ORA initfally recommended that CEMA

expenses be reviewed using Z-factor criteria to determine

potential recovery (Exh. 107, p. 63), but subsequently stipulated

that CEMA be tréated as an exclusion. ,

Hazardous Substance Cost Recovery Account (HSCRA). This
mechanism is a long-term performance-based cost recovery -
mechanism for hazardous substance and insurance litigation
costs related to hazardous substance sites identified by the utility
for cost recovery from third parties, insurance carriers and
ratepayers.

o Low Emission Vehicle (LEV) Program, In D.93-07-054, -

- 50CPUC2d 452, the Commission ordered that all funding for
utility LEV programs was to be established separate from the
normal general rate case proceedings, and required all eneigy

utilities to file separate applications for funding of six-year LEV
programs undeér specified guidelines éstablished in that decision.
SoCal ¢complied with that tequirement. In D.95-11-035,

— CPUC2d -- (1995), the Commission allowed continued
ratepayer funding of LEV fleet expenses subject to a one-way
balancing account, and specified the treatment of the costs of
custorner-site stations. SoCal proposes that capital-related costs
for utility LEV and customer-sité stations remain in the PBR Base
Margin showing, and that all expenses covered under the
one-way balancing account be excluded from PBR and continue
as a separate regulatory funding mechanism. -

'Regulatory Transition Costs. SoCal proposes that all regulatory
transition costs whose regulatory treatment is in the process of
being determined at the federal and local levels to be excluded
from the PBR to be separately resolved by the Commission.
These matters are not subject to réasonable estimation, and SoCal
describes them as both significant and potentially volatile. o
Transition costs identified by SoCal consist of Take-or-Pay (TOP)
costs, Minimum Purchase Obligation (MPO) Transition costs,
PITCO/POPCO™ Transition costs, and the Interstate Transition
Cost Surcharges (ITCS).

* These acronyms, respectively, refer to Pacific Intérstate Transmission Company and Pacific o
Offshore Pipeline Company, both of which are SoCal affiliates. ' .
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Wheeler Ridge Intefconnection Costs and Revehues,
D.95-04-078, -- CPUC2d - (1995), in SoCal’s 1994 BCAD, sets
forth the adopted incremental ratermaking treatment for the
Wheeler Ridge facilities. SoCal states that implementation
requires that Wheeler Ridge interconnection ¢osts and revenues
be excluded from PBR.

Mandated Social Pr%rams SoCal proposes thal mandated
social programs $uch as California Alternate Rates for Energy
(CARE) and the low-indome Diréct Assistance Program (DAP)
should be excluded from PBR bécause they are created by
legislative or administrative mandate, and are not within SoCal’s
control. :

Gas Costs anid Pnpelme Demand Cha:g_e_. Gas costs and plpehne o
demand charges for core sales customiers are forecasted and -
recovered through rates adopted in BCAPs. SoCal proposes to
~ exclude these charges from PBRto maintain the e‘oshng BCAP
cost rea)\'ery system

 Costs Imposed by the Co:nmissxon. SoCal prprSes that certain

costs imposed by the Commission, such as intervenor -
compénsation feés and ¢osts related to Commission staff -
supervised managernent of financial ¢osts should be excluded
from PBR because they are subject to separaté cost recovery
treatment,. \
~ Thereis no IOnger any serious d1<pute conCemmg exclusion of
these items. All of them appear to be appr0pnate for exclusion from the PBR
mechanism, because they are,bg)'ond the control of SoCal’s management, or are subject
to recovery through other existing ratemaking mechanisms. We will approve these
propased exclusions.
4. “z Factors , ‘
We agree with SoCal that events whlch quahfy as Z factors should

be handled outside of the PBR mechamsm We also agree that the'adopted procedure

must insure that there is no double-counhng of Z factor events in the inflation index.
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We wilt adopt the following procedure proposed by SoCal to handle Z factors under
TBR. | '

| When a potential Z factor event occurs, SoCal will promptly advise
the Commission of its occurrence and establish a memorandum account for the event.
The notification of the event will provide all relevant information about the event, such
as a description, the amount involved, and the timing, and will advise of the
establishment of the memorandum account. This notificafion willbe followed by a
supplenient to the annual rate adjustment procedure for Commission review.

For each event, SoCal’s shareholders will absorb the first $5 million
per event of othenwise compensable Z factor adjustments. This will be accomplished
through the operation of a “deductible.” The deductible is cumulative for each Z factor
event from year to year, and is exhausted when the cumulative Z factor costs exceed the
deductible amount. The deductible is 's”éparately applicable to each Z factor event.

To implement the adjustment, we adopt SoCal’s proposal for use of
a formula based on the level of integration with the GUPI to avoid double-¢ounting the
Z factor event in the inflation index. This formula is based upon the extent to which the

Z factor inmipact is captured in the GUP], and excludes that amount. SoCal will have the
burden of proof in a Z factor proceeding to demonstrate both the total cost of the

Z factor event, and the percentage of such cost estimated to be captured within the
GUPL

ORA initially'reco'mmended that CEMA become a Z factor.
However, ORA and SoCal have agreed to recommend that CEMA be treated a an
exclusion rather than a Z factor. As part of the agreement SoCal will maintain
commercial insurance for earthquake and other disaster coverage unless major adverse
changes to premium levels occur in the future, We will adopt the agreement between
ORA and SoCal.

5. Core Pricing Flexibility
SoCal has proposed that it be given the flexibility to offer optional

tariffed rates and to negotiate discounted rates with core customers. Any discounts
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would be applied to the base rate portion of the default PBR rate (i.e., gas costs would
not be discounted). With its proposed elimination of the CFCA, SoCal’s shareholders
would be at risk for any discounts provided to customers. SoCal proposes that optional
tariffs and discounted rates be priced no lower than short-run marginal cost and go into

effect on the date of filing.
ORA supports SoCal’s request to be able to offer discounted rates

provided that shareholders bear 100% of the risk associated with revenue shortfalls and
that the price floor for contracts is long-run marginal cost. ORA also supports the
coiigtept of optional tariffs for the core but opposes authorizing them at this time,
because SoCal has provided insufficient information. Therefore, ORA recommends that
SoCal either submit an application that would allow for consideration of specific
optional tariffs, as occurred for SCE, or to approve optional tariffs on a case by case

basis.

Allowing for negotiated rates and optional tariffs will provide

SoCal with opportunities to incréase utilization of its system, which benefits ratepayers.
Under our adopted sharing mechanism, incremental revenues translate into benefits for
both ratepayers and shareholders, providing SoCal with the incentive to more
efficiently operate the system. Therefore, allowing SoCal to enter into negotiated
contracts and offer optiona! tariffs is consistent with our PBR goals.

We would prefer to authorize optional tariff offerings with more
details than SoCal has provided inits app]icatidn. However, because shareholders will
be entirely at risk for the revenue shortfalls, we will allow SoCal to negotiate discounts
and offer optional tariffs, provided that the price floor is above class average long-run
marginal cost (LRMC) and allow the tariffs to be effective upon 20 days after filing
unless protested on the basis that the price floor is below class average LRMC.® 1f
protested, the optional tariff filing will proceed through the normal advice letter

* Nothing in this decision is intended to prevent parties from protesting such filings on any
other basis, as well.
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process. The optional tariffs must be available to all similarly situated customers that

meet the eligibility criteria. If SoCal wishes to offer rates that are customer specific or

targeted at some subset of a class and therefore below the class average LRMC, then
additional information must be submitted, consistent with infornation required for
long-term contracts under the Expedited Application Docket (EAD), and the contract or
tariffs will be subject to Commission approval through the EAD process. Contracts with
terms of five years or longer must be approved by the Commission. Consistent with
allowing SoCal to offer core customers discounts, we will also allow SoCal to offer firm
noncore customers negotiated discounts of less than five years’ duration. Negotiated
contracts must be filed with the Conwmission, but the confidentiality provisions in place
for noncore contracts will also apply for core ¢ontracts. |

Electric utilities who retain the Electric Revenue Adjustment
Mechanism (ERAM) and offer discounted rates for which shareholders are at risk must
currently include an adjustment to ERAM to ensure that ratepayers are not at risk for
any revenue shortfall associated with discounted rates. Because we have relained the
CFCA, we direct SoCal to develop an adjustment mechanism to the CFCA to ensure
that ratepayers are isolated from any risk of revenue shortfall associated with

discounted core rates or optional tariff offerings.

6. Implementation Date
The rates based upon our adopted base margin shall become

effective July 1, 1997. We recognize that changing objectives as a result of implementing
PBR mid-year may create implementation problems and therefore the PBR mechanism
shall become effective as of January 1, 1998, unless SoCat elects to operate under the

mechanism effective as of January 1, 1997.

7.  “Offramp” Provisions
SoCal proposes that the Commission not terminate or modify the

PBR mechanism before its minimum term, even if SoCal’s recorded rate of return falls
below or rises above any particular level during that périod, and proposes to take full

risk for the level of its earnings under PBR for at least the proposed minimum duration
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of the PBR mechanism. For the protection of both SoCal and its ratepayers, we conclude
that this should not be the case. ‘
a)  Cost of Capital Trigger

Although SoCal proposes not to make any changes in PBR
indexed rates for changes in cost of capital, it proposes an eﬁcc’eptiOn in the event that
the 12-month trailing average yield on long-term Treasury Bond increasés or decreases
more than 250 basis points from the forecast average rate for calendar year 1997, as
adopted in D.96-11-060 in SoCal’s 1997 cost of capital application. Thus, SoCal
acknowledges the need for an escape valve, or offramp of sorts, in the event of a
dramatic change in the cost of capital.

Under the proposed mechanism, S6Cal would have the
option to file a cost of capital application in the event that the 250 basis péint “trigger”
were exceeded. In the event of a 250 basis point decrease, SoCal would be required to
file a cost of capital application. In either event, the Conumission would determine
whether any change in rates was appropriate in light of all factors affecting the cost of
capital. Any rate change, whether an increase or decrease, would be prospective from
the effective date of a Commission decision.

ORA generally supports the trigger mechanism concept, but
proposes a somewhat different approach to cost of éapital. The principal differences
between SoCal’s proposal and ORA’s proposal are that: (1) ORA’s mechanism would
not be triggered unless actual interest rates changed by more than 150 basis points and
the then-current DRI forecast was for interest rates to continue to be at least 150 basis
points different from the benchmark interest rate under PBR; and (2) if ORA’s threshold
were triggered, there would be an automatic adjustment of rates according to a
pre-established formula. SCUPP/IID also supports the basic concept of using a
triggering mechanism with a single-index PBR, and prefers ORA’s proposal over

SoCal’s.

We prefer ORA’s approach over that proposed by SoCal for

two reasons. First, that approach is more sensitive to a realisti¢ level of interest-rate
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savings. Secondly, it is a system which will not involve as great a level of regulatory
burden on the Commission, because a cost of capital application would not have to be
filed when the trigger level was reached.

We adopt for SoCal the ORA triggering mechanism for
changes in cost of capital during the PBR period, coupled with the “MICAM”
mechanism for rate adjustment that we recently adopted for SDG&E in D.96-06-055.

b)  Rate of Return Offramp
SoCal opposes any offramp which would have the effect of

allowing or requiring suspension or n10difi?:ation of the PBR mechanism before the
expiration of the five-year minimur tern in the event that SoCal earns a specified
amount more or less than the benchmark rate of return. SoCal argues that this would
result in dilution of the penalties for poor performance and rewards for superior
performance, and tend to defeat or impair the incentive provided by the mechanism for
the utility to operate efficiently.

' As part of its proposal for a sharing mechanism, ORA
advocates an offramp mechanism to protect both ratepayers and SoCal from si gnificant
deviations from anticipated earnings under this new and untested PBR system. For
upside deviation, ORA proposes an offramp trigger set at 300 basis points above
authorized earnings for two consecutive years. For downside deviation, ORA proposes
an offramp at 175 basis points below authorized earﬁings for two consecutive years.
This proposal conforms well to the sharing mechanism we adopt and is very similar to
the approach we have taken with SDG&E. We also prefer an offramp “trigger” device
to the adoption of an interim PBR with a shorter duration, which is the approach
espoused by TURN.

We will adopt ORA’s rate of return offramp proposal. The
PBR mechanism will be subject to a motion for voluntary suspension if SoCal reports
two consecutive years of net operating income that is at least 175 basis points below its
authbrized rate of return. Either SoCal of ORA may file this motion seeking suspension
of the PBR mechanism. If the motion is granted, suspension of the PBR would be
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required. If SoCal reports return of 300 or more basis points above its authorized rate of
‘retumn for two consecutive years, the PBR mechanisin will automatically be suspended,
and we will conduct a formal regulatory review to determine what, if any, changes in

the ratemaking mechanism are required.

¢)  Mid-coursé Review . _ ; _
Although SoCal opposes any regulatory change to thé PBR
system prior to éxpiration of the 5-year minimum term (except for the cost of capital
trigger), the experimental nature of the PBR and $oCal's own unique circumstances
compel us to conclude that there is a need for reexamination of the program before five
years elapse. _ '_ - o 7 1
First, according to the Global Settlement, the expiration of
that agnéemem on July 31, 1999, will alter SoCal’s ratemaking environment and require
the institution of a BCAP. As SoCal's witness Van Lietop acknowledges, o
“The Global Settlement requires that [SoCal] file a BCAP A
‘application in October of 1998 with rates to become effective
on August 1, 1999. The key purpose of this BCAP filing is to
terminate the provision in the Global Settlement that rates .
and cost allocation be based 6n 1991 throughput. . ... [SoCal)
proposes that “shadow rates” - adopted in this proceeding «
go into effect as actual base rates on August 1, 1999, which
will terminate the 1991 throughput provision with respect to
base rates. The 1998 BCAP filing is still required to replace

1991 throughpiit, with a forecasted throughput level for the
purpose of determining éxclusions surcharges. {SoCal] -
proposes that the 1998 BCAP be used to adopt surcharges
and cost-of-gas rates for the remainder of the PBR period,

i.e, from August 1, 1999 to December 31, 2001.” (Exh. 11,

pp- 69-70.)

This in itself establishes the need fora !ﬁid—éourse proceeding, currently anticipated to
be in the form of the 1998 BCAP, to revisit certain of the issues in this PBR.
Notwithstanding explicit language to the ¢ontrary in the

Global setﬂ_emeﬁt, SoCal's PBR proposal i$ premised upon retaining the inter-class cost °
 allocation based on 1991 throughput for the entire PBR period, which extends well
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beyond the August 1, 1999, expiratfonl of the Global Settlement. TURN's witness Florio
testified that this would be particularly harmful to core customers, because the effect of
the SoCal proposal would be to reduce the average year forecast of throughput by 5%,
while at the same timie denying core ratepayers the benefit of the lower throughput

forecast for purposes of cost allocation. (Ex. 55, pp. 16-17.} Consistency must be assured

through the 1998 BCAP or its equivalent.
‘ TURN asserts that there is another reason why cost
allocation issues must bé resolved in the 1998 BCAP. In the current (1996) BCAP, ORA,
and TURN have proposed certain refinements to the Commission’s LRMC
methodology which SoCal clainis to exceed permissible cost allocation chénges as
defined by Section C.5 of the Global Settlemient's Implementation Appendix. In the
current BCAP we may conclude that these changes must aivait the expiration of the
Global Settlement. However, SoCal's PBR proposal would preclude the allocation of
base margin among customer classes from consideration in the 1998 BCAP, because the
rates set in this proc‘eedin'g-(as indexed) will remain in force beyond the Global
Settlement's expiration. Consequently, ORA and TURN svould be foreclosed from
proposing adjustments to the LRMC methodology well beyond the expiration of the
Global Settlement unless there is a mid-course review.

The merger application of Enova Corporation and Pacific
Enterprises, which is currently pending before us, also portends significant changes in
SoCal’s ratemaking environment. Approval of the merger application could result, for
example, in alteration of the base margin, particularly if there are significant
productivity gaiﬂs due to what SoCal has characterized as “synergies” such as the
consolidation of administrative and general office functions of the merged parent
companies. Although we have declined to examine the financial implications of the
pending merger application in this proceeding, we cannot turn a blind eye to the
- probability that the merger may have considerable impact on SoCal, requiring some
adjustment of the PBR.

We have also identified a number of features of SoCal’'s PBR

proposal whlch are simply not appropriate for inclusion. Among these features are
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changes in residential rate design, additional pricing flexibility, and gain on sate. To the
extent that these items were not addressed in SoCal’s current BCAP, thes' should be
addressed in the next BCAP (or its successor proceeding).

Finally, SoCal, ORA, and TURN have agreed to recommend
that a mid-course review be undertaken to examine the status of customer service
quality indicators, including the penetration of the CARE progranmt. The 1998 BCAP (or
its successor) could be utilized as a vehicle for conducting this review.

In recognition of these circumstances, we conclude that there
is a need for a mid-course evaluation of SoCal’s PBR, and that SoCal’s 1998 BCAP (or its
successor) should serve as the forum for that effort. In that proceeding, we will address
the issues of SoCal’s throughput forecast, cost allocation, rate design, and other matters
which may come to light from the interim results of SoCal’s PBR experience.

d) Termination

- Under SoCal’s proposal the PBR would remain in effect at
least five years from its inception. Based upon this minimum term, SoCal proposes that
any party, or the Commission on its own motion, could institute a proceeding to change
or replace the PBR mechanism upon its expiration. ORA and SCUPP/IID object to the
automatic continuation of SoCal’s PBR. ORA proposes that the PBR be formally
evaluated near the conclusion of the five-year PBR term to provide the Commission
with a complete evaluation of the PBR mechanism.

ORA proposes that SoCal be required to notify the
Commission and all parties of record of its intention to file either a general rate case
application or a PBR application 24 months prior to the end of the PBR cycle. If SoCal
indicates that it plans to file a general rate case application rather than a PBR
application, ORA will submit its master data request to SoCal within one month after
SoCal notifies the Commission. Therea fter; the procedural schedule would follow the
rate case plan in accordance with R.87<11-012. Alternatively, ORA proposes that if
SoCal notifies the Commission that it desires to continue with a PBR program, SoCal

should be required to file a PBR application no less than 18 months prior to the end of
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the PBR cycle. In its filing, SoCal should provide both an evaluation of its existing PBR
program and a recommendation as to what modifications should be made to the PBR

mechanism for the future.

ORA witness Bower specifies the issues that, at a minimum,

should be addressed in its filing requesting continuation of PBR. These are:

Was SoCal successful in rﬁeeting or beating the adopted

‘ »be'nchmarks?

What happeried to system average rates over the period
of the PBR? How did this compare to the average national
rate and to the overall raté of inflation?

If SoCal was successful, how were the reductions

-accomplished? What types of éxpenses were reduced?

Were there any side effects of the ekpense reduction?

What was the operating environment of SoCal over the
PBR period? Weré there developments that either made it
easier or more difficult to achieve the established goals? If

s0, what were those developments?

Did the Commiission and SoCal work together effectively
in the process of monitoring and evaluating the PBR? If
not, what parts of the monitoring and evaluation process
did not work? -

Did the CommiSSioﬁiaﬁd SoCal work together effectively
in the event of any interim modifications to the PBR? If
not, how could this process have been improved?

Did the PBR déemonstrate a more or less efficient method
of regulation than the conventional general rateé case
method? What specifi¢ features of the PBR were either
better or worse? '

Were the specific performance indicators in this PBR
adequate to measuré the effectiveness of the PBR? If not,
how should the performance indicators be modified?

Was SoCal successful hi_r‘ﬁ_éhita_iﬁiﬁg a stable credit rating -

over the term of the PBR? What other financial measures

-53-
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should be examined? What was SoCal’s annual ROE and
ROR performance over the PBR, and how-did that
compare to the company’s authorized numbers? How did
this performance compare to SoCal'’s historical record for
periods prior to the PBR?

What other consequences of the PBR were identified, if
any? What was the | 1mpact of those consequences on the
PBR? What was the impact of those consequences on
SoCal, its ratepayers, the environment, and others? Were
the consequences positive or negative?

Considering the results of the PBR, what should be the
next steps? Should the PBR be continued? If so, what

“start up” conditions should prevail? Should those
alternatives include a retum to the general rate case or
attrition process? (Exh. 107, pp. 16-18 - 16-19.)

ORA’s proposal is well considered. Although we have no
disinclination to continue SoCal’s PBR beyond the five-year minimum, there is a need to
insure that the system does not continue indefinitely without being subjected to one
scrutiny, and to insure that it is meeting its intended goals and furthering our
regulatory policy. The procedure for continuing the PBR outlined by ORA is far less
onerous than the requirements for filing a GRC, and is appropriate for evaluationofa
program that has been in force for five years, as contrasted with the three-year life of a
GRC.

We will adopt ORA’s proposal.

Service Quality, Customer Satisfaction, and Safety Incéntives

By its nature, customer satisfaction is difficult to measure and to
quantify. SoCal’s original proposal to measure ongoing customer satisfaction by using
an index figure generated considerable controversy, rés;.llting in a great deal of
discussion among the parties during the course of the hearing. The outcome of these
negotiations was a joint position on behalf of SoCal, ORA, and TURN, which is set forth

in Exh. 210. That exhibit provides a comprehensive joint recommendation for measures
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to ensure that custorner satisfaction, service quality, and employee safety performance
will be maintained in SoCal’s PBR environment.
The four primary features of this comprehensn e planare:

o Individual targets would be established for each of the four key
service attributes, with each service attribute carrying a potential
rate reduction should the performance level for that attribute fall
below its prescribed target and deadband. These four key service

attributes are:

(1) Customer satisfacttén with the télephc‘)ne customer service
representahve (CSR),

(2) Customer sahsfactnon wnth the schedulmg of an
appomtment for a field service call; :

(3) Satisfaction with the field Appliance Servnce Representative
(ASR); and

(4) Percentage of on-time arrival for the service call;

An additional call center “prescriptive” performance standard
would réquire 80% of all telephone calls to be answered within
60 seconds for regular calls, and 90% of all leak and emergency
telephone calls t6 be answered within 20 seconds. SoCal would
be subject to rate reductlon for failure to meet these targets.

In addlhon to rate incentives, SoCal would assume responsibility
 to provide reports to the Commission, on a quarterly basis,
containing monthly data on several service quality indicators, as
follows: level of telephone busy signals, percentage of estimated
meter readings, leak response time, percentage of missed
appointments, and percentage of customer problems resolved on
the first service call.

The Commission will undertake a mid-course review of the
status of the customer service quality indicators.

The program specifies penalties for failure to attain goals below a deadband. Aggregate

penalties of more than $4 million will trigger an investigation by the Commission.
SCE objects that the service program does not provide for rewards
. for altaining levels above the goals This overlooks the purpose of our quality control
efforts, which is to ensure that standards of service are upheld at least at current levels
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despite the adoption of PBR, and particularly that cost cutting will not result in the
degradation of service and safety. \We are concerned that if we provide rewards for the
attainment of higher levels, we will encourage efforts to overdeliver service, thereby
increasing the cost to provide service. The cost of the rewards would be passed along to
customers through higher rates. This would be contrary to our purpose in adoptin'g
PBR. We have already described the terms to which SoCal, ORA, and TURN have
agreed relative to attainment of the employee safety standard. As contrasted with the
customer satisfaction provisions, this part of the agreement provides for both rewards
and penalties.

The program agreed to by SoCal, ORA, and TURN is a rational and
systematic approach to insuring the maintenance of service quality, customer
satisfa;:tion, and safety. We adopt that program as part of our order.” We also adopt the
parties’ recommendation to conduct a midterm review of the operation of these
features. As stated above, we have selected the 1998 BCAP (or its successor) as the
vehicle for conducting this review.

9.  Additional Customer Service Issués

SoCal states that there are two additional unresolved issues which
pertain to the customer satisfaction measure. First, in the event that SoCal is authorized
to implement a late payment charge with respect to its core custoners, TURN proposes
additional service quality measures, with potential monetary penalties, pertaining to
the mailing of customer bills and the posting of customer payments. Second,
SCUPP/IID seeks to increase the amount of the SIC, which SoCal offered to its noncore
customers as part of the Capacity Brokering Settlenient in 1991. SoCal opposes both of
these measures.

SoCal'’s proposal to impose a late payment charge on overdue

balances for both core and noncore customers bears no immediate relationship to its

** The portion of Exh. 210 which sets forth that program is included in our Order as
Appendix A.
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proposal to move to a PBR system of ratemaking. Accordingly, TURN's responsive
proposal to impose standards on the date of bill mailing and payment pbsting, and
penalties in the event that those standards are not met, is equally inunaterial for this
PBR. There is no logical nexus between the economic incentives under PBR, or the
related provisions to insure service quality, and this controversy over administrative
processing of bills. We therefore decline the request for additional service incentives
relating to billing and payment, and defer the matter of instituting a late payment
charge to a more appropriate Commission proceeding.

SCUPP/IID’s request for an increase in the SIC is apparently
intended to proléd noncore customers from service interruptions caused by deferral of
maintenance, replacements, and expansion of fa.ci'lities. The SIC was originally
negotiated as part of the 1991 Capacity Brokering Settlement, which was approved by
the Commission in D.91-11-025, 41 CPUC24 668 (1991). Specific provisions which apply
to SoCalin that settlement allow SoCal to offer a performance guarantee in its tariffs by
prowdmg the customer with a credit equal to $2.50/dth of gas for curtailment episodes,
with a maximum credit of $5 million in any calendar year. SCUPP/IID proposes that
we make this penalty mandatory, adopt a higher $10 million initial penalty, and
increase the penalty cei_ling\ every time the maximum penalty is triggered.

We perceive no reason to adopt this measure as part of the quality
assurance measures for SoCal’s PBR. SoCal states that there have been no curtailments
of intrastate transmission service since the SIC was implemented, and SCUPP/IID has
not demonstrated any change in circumstances which would justify an increase in

SoCal’s penalty exposure. Moréover, for noncore business, SoCal faces significant

competitive threats in the form of interstate pipeline bypass, alternate fuel

consumption, and cheap imported electricity. Thus market forces, rather than penalties,

will provide the impetus for service quality assurance for noncore customers.

10.  Monitoring and Evaluation
Because PBR is intended as a means to reduce the need for periodic

reexamination of a utility’s financial results through the GRC process, its success
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depends upon an effective program of monitoring and evaluation. In order to discharge
our responsibility, we must be in a position to understand and evaluate the
performance of SoCal’s PBR during interim periods belween formal proceedings.

SoCal proposes to file a detailed annual advice letter to implement
the annual PBR rate adjustment and report on the customer service performance
measures, including any rate adjustment associated with customer service measures.
This annual advice letter would be comprehensive in that it would include all elements
of the PBR indexing and adjustment mechanisms, i.e., inflation, productivity, Z factors,
and customer service refunds, if any. SoCal proposes to file this annual advice letter on
October 1 to allow sufficient time for revievs and approval so that the rates can become
effective January 1, and to furnish supporting documentation and workpapers to the
appropriate staff divisions on October 1.

Apart from this advice letter filing, SoCal’s proposal for monitoring
and evaluation consists principally of tecommendations for the discontinuation of
many current reporting requirements in the interest of streamlining the regulatory
process. SoCal proposes to eliminate or inodify approximately ten reports. (See
Exh. 107, Table 16-1.) Four of these réports are required by Commission General Orders
and apply to all energy utilities.

ORA in its comments states that a procedural mechanism is needed
so that SoCal can report its earnings annually. ORA does not object to the annual
October 1 filing proposed by SoCal, but proposes that an additional annual filing be
made to review the performance of the PBR during the previous calendar year. ORA
notes that both telephone and energy utilities which currently operate under adopted
PBR mechanisms are required to make annual filings to report on the performance of
the PBR during the previous year. Telephone utilities are required to file sharable
earnings advice letters evaluating the prior year’s operating results no later than April 1
of each year. (D.§9-10-031, Ordering Paragraph 16.) SDG&E must file a draft of its

performance report by April 15, and a final version of the réport by May 15.
(D.94-08-023, p. 80.) SDG&E’s filing includes a review not only of any sharable

earnings, but also reviews the reliability, safety, customer satisfaction, and price
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performance components of the SDG&E PBR. SCE is required to file an annual .
performance report similar to the SDG&E report by March 31 of each year. (Advice

Letter 1191-E, as adopted by Resolution E-3478.) ORA also requests an extended time

period for the review of the performance report to allow parties more time than the

usual amount for advice letter protests. ORA su ggeSts the following schedule:

April 1 - SoCal provides a draft sharable earnings
advice letter to appropriate Commission
staff, which includes workpapers detailing
operating results for SoCal’s base rates.

July1 - Commission staff can submit a report on its
audit or analysis of SoCal'’s draft sharable
earnings results.

July 10 - SoCal files its final performance advice
letter, with supporting workpapers.

July 31 - Protests in accordance with General
Order 96-A can be filed.

ORA, SCUPP/IID, and SCE object to the modification or
elimination of existing reporting requirements. As ORA witness Bower states:

“If the Commission is to successfully implement a
monitoring and evaluation plan, it must ¢ontinue to receive
these reports. These reports will be essential tools in
evaluating SoCal’s performance under the PBR mechanism.
The Commission will have the opportunity to evaluate the
usefulness of these réports in a PBR environment and
determine whether the reports should be modified,
eliminated, or expanded. Some reports may prove to be
essential while others may prove to be unnecessary. DRA
[now ORA] recommends that SoCal continue to provide
nine of the ten reports it proposes to eliminate.” (Exh. 107,
pp- 10-11.)

We acknowledge that reduction of regulatory paperwork in the
interest of improving efﬁaency is certainly a worthy goal. It is not, however, anintegral
part of PBR. We would like to reduce the volume of reports for all utilities, not just .

SoCal. Particularly for those which are required by a Commission general order, a
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generic proceeding would be required in order to change the requiremtent. We cannot
discriminate in favor of SoCal by eliminating reporting requirements in this proceeding
merely because it would reduce SoCal’s regulatory burden. The proposal to do so bears
no direct relationship to the institution of a PBR system.

We will adopt SoCal’s proposal for an annual PBR advice letter
filing but deny its request to modify or eliminate any current reporting requirement in
the interest of maintaining our ability to monitor and evaluate SoCal’s performance
under PBR for the present.” The existing reporting requirements, plus SoCal’s annual
PBR advice letter filing, will enable the Commission to monitor and evaluate SoCal’s
PBR program, and should remain in place until changed through mid-course review or
other proceeding, as appropriate. We will also require an annual PBR performance

’

report similar in scope to the SDG&E annual performance report, and will adopt ORA’s
suggesfed schedule for review of the filing. The filing should not only review the PBR
performance including a report of any sharable earnings, but should also report on the
service quality, customer satisfaction, and safety incentives which we have adopted.
Finally, any party who wishes to receive a copy of the draft filing to be made on April 1
should make such a request to SoCal, and such requests should be honored by the
Company.
D.  New Products and Services

As we summarized earlier in this decision, SoCal seeks the ability to offer
new products and services, either itself or through an affiliate, without prior
Commission approval. It also asks us to agree that the Commission not regulate the
prices, terms, and conditions for new products and services; that the profits or losses |
from new products and services flow entirely to shareholders; and that existing

products and services that are offered on an unbundled basis in the future be treated in

® Other requirements, such as that which obligates SoCal to obtain our express permission
before closing any branch offices, are also unaffected by this decision. (See D.92-03-038, 15
CPUC2d 301 (1992))
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the same manner as new utility-related products and services. SoCal's proposal is
opposed by ORA, SCE, TURN, and others, on a number of grounds.

On December 9, 1996, Enron Capital and Trade Resources, New Energy
Ventures, Inc., the School Project for Utility Rate Reduction, and the Regional Energy
Management Coalition, TURN, UCAN, and XENERGY, Inc. (collectively, Petitioners)
filed a petition which, for procedural reasons, was accepted as a motion in the electric
restructuring docket. In their ntotion, the Petitioners requested the Commission to issue
an order instituting a rulemaking to establish standards of conduct governing
relationships between natural gas local distribution companies (like SoCal) and electric
utilities and their affiliated, unregulated marketing entities. The Petitioners also
requested that the utilities be required to have their nonregulated activities conducted
by their affiliate companies, rather than the utility itself, subject to the affiliate
standards. The Petitioners stated that the utility providing services within a monopoly
structure should be required to limit its actions to those services, so that equal treatment
among competitors can be ensured. It was pointed out in response to the motion that
the Petitioners’ motion was opposed to the proposal offered here by SoCal. In the
rulemaking drafted for the Commission’s consideration, staff recommended that this
aspect of SoCal’s proposal be consolidated with the rulemaking to assure that SoCal
and its affiliates would not be placed at an unfair advantage vis a vis the other California
energy utilities and their affiliates. -

In the rulemaking and investigation docket (OIR) opened April 9, 1997, in
response to the motion, we provided instead “...that our decision in the PBR docket on
flexibility in introducing new products and services may be interim.” (R.97-04-011,
1.97-04-012.) We also stated that “(e]ntry by the energy utilities and their affiliates into
the unregulated market for energy products and services should be on an equal footing
with respect to regulatory posture.” (Id.)

Although the OIR explicitly preserved the opportunity in this proceeding
to adopt an interim order with respect to SoCal’s proposal for flexibility in‘introduc‘ing
new products and services, we decline to do 56 at this time. Now that we have carefully

reviewed SoCal’s proposal and the opposing pleadihgs, we believe it would be
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premature, at best, to allow SoCal to offer new products and services in competitive

markets on an unregulated basis while requiring SoCal’s competitors, the remaining
energy utilities, to participate in the rulemaking and investigation before allowing them
to offer the same services into the same markets on an unregulated, untariffed basis.

SoCal may choose to make the same proposal, or to modify it, in our
affiliates rulemaking and investigation. A number of questions arise from this proposal
that may need further consideration.

First, SoCal has not clearly specified the types of products or services
which it seeks authority to offer on an unregulated basis. During the course of this
proceeding, SCE and Enron each raised legitimate concerns about the types of sérvices
that SoCal would seek to offer on an unregulated basis, particularly concerning the
unbundling of traditional services. In response, SoCal states that with respect to the
service unbundling of concern to Enron and SCE, SoCal “expects” to file separate
regulatory and ratemaking applications. This pledge leads to two further questions:

(1) If SoCal will not be offering on an unregulated basis the services and products which
are of concern to SCE and Enron, what products and services will it seek to offer? and
(2) Is SoCal’s “expectation” that it will seek further authority before unbundling any
traditional services, a binding pledge not to do so, pending further regulatory
approval?

Second, SoCal has not offered explicit criteria to define the relevant
markets into which SoCal seeks entry on an unregulated basis. What criteria and
process should the Commission utilize in determining the relevant market, the degree
of competition or the extent of SoCal’s market power? For example, SoCal has asked
that it be able to unbundle existing elective after meter services (such as pilot lighting or
appliance inspection) and offer these services on an unregulated basis “where there is
no market power.” (Exh. 144, p. 2.) However, SoCal has not explained how to
determine, or who will determine, that SoCal has no market power with respect to a
particular product or service. -

One particular aspect of SoCal’s proposal which is of concern to us is

SoCal’s assertion that it is considering offering new products and services in “either
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competitive markets which already exist...or are ripe for competition.” (Exh. 7, p. 27.)
As SCE observes, “Plainly, the fact that SoCalGas believes a market is 'ri‘pe for
competition” is a far cry from finding that a market is, in fact competitive...Under this
proposal SoCalGas could conceivably unbundle a regulated monopoly bundled service
into several unregulated monopoly unbundled services and then charge monopoly
prices for them.” (Exh. 50, pp. 17-18)) This issue needs further review.

We also note SoCal’s argument that the Commission should presume that
if SoCal does not curfently offer a service, it cannot have market power with respect to
it, and it is therefore a competitive service. By the very nature of SoCal's monopoly
position in the energy and energy services market, its access to comprehensive
customer records, its access to an established billing system, and its “name brand”
recognition, it may be that SoCal enjoys significant market power with respect to any
new product or service in the energy fi¢ld.

Third, SoCal has not proposed what regulatory tools would be used to
prevent cross-subsidization between the services SoCal would continue to provide on a
monopoly basis and those it would provide as competitive services. In its rebuttal
testimony to ORA, SoCal argues that the opportunity for a utility to cross-subsidize the
launch of competitive services would be virtually eliminated. (Exh. 119, p. 11.) SoCal'’s
argument seems to rest on the premise that because its PBR proposal contains no
sharing mechanism, all profits would accrue to shareholders, and management is
consequently free to distribute all revenues which it derives from the monopoly
enterprise in any manner it sees fit. Elsewhere in this decision we expressly require
SoCal’s PBR to contain a sharing mechanism. But even if the absence of a sharing
mechanism, cross-subsidization cannot be permitted.

SoCal may renew its request along with its competing utilities, properly
defined and detailed, in the newly instituted OIR. The level of detail swhich we would
expect of a proposal to offer new products and services is equivalent to that which we
set forth when we adopted the three categories of services for telecommunication

products and accompanying accounting safeguards. (See D.89-10-031.)
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While we are deferring consideration of SoCal’s proposal regarding new
products and services, we are not changing anything in this decision with regard to
SoCal’s ability to provide services currently offered or to apply to offer new products or
services. SoCal currently offers certain services beyond the provision of natural gas. For
example, SoCal currently provides meter repaif services for SDG&E at its shop.' This
service, and others like it, may continue (subject to our jurisdiction). SoCal may also use
the appropriate application or advice letter process to seek our approval to offer new
products or services. We will consider any such filing in the normal c6urse of reviet,
and we will coordinate any such decision with our conduct 6f the proceeding on
affiliate transactions, R.97-04-011 and 1.97-04-012.

If SoCal expands its current service offerings and/or gains approval for
new products or servlces, SoCal may be able to increase nét revenues. We see this as a
type of productivity improvement that would be consistent with the goals of PBR.
Under the PBR we adopt in this order, réturﬂs above the target arising from either cost
decreases or revenue increases will be shared between ratepaj'ers and shareholders.

E.  Base Margin

1. litroduction
SoCal now proposes that the base rates for 1997 be developed by

applying the PBR index to a starting level of rates based upon SoCal'’s 1996 operating
budget. After SoCal filed its supplémental shdwiﬁg in May 1996, its proposed base
‘ margin was $1,451,981,000, which répréserited a $61;2 million reddctfbn in gas mafgm
as compared to the 1995 authorized level. ORA’s Base Margin Réport (Exh. 106), with
errata filed December 2, 1996, proposed a starting margin of $1,235,376,000. ORA’s
proposal excluded Demand-Side Management (DSM), Research, Demonstration &
Development (RD&D), and Direct Ass15tance Program (DAP) expense from base
margin, but even allowing for this, the gap betwe¢n ORA’s and SoCal's position was
$170 million as the proceeding entered the evndenhary hearing stage. -
As the hearmg nearecl its donclusion, several of the ; partles ﬁled

joint testimony which recommended the resolition of enght base margin and two policy
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issues (Exhs. 200-210). This reduced the difference between ORA’s and SoCal's position
to $71.7 million. We must now consider the recommended resolution of these issues and
resolve those issues as to which there is stillno a greentent.

As is our practice with general rate case orders, we address these
items on an exception basis, We do not address accounts or funding requests which
were not at some point excepted to, or those which do not require our attention in order
to ensure that they comply with the law or Coipmissiorl policy. In such instances we
implicitly find the utility’s pwposai to be reasonable.

2, Nonlabor Escalation Rate

In developing their estimates of reasonable base rates for the
various cost categories, parties used a base year and escalated or deflated it to
correspond to the test year, depending on the base year applied. ORA proposes a
nonlabor escalation rate of 2.23% for such purposes. SoCal proposed a rate of 3.72% but
did not oppose ORA'’s recommended rate. SoCal recommerids, hoivever, that the
Commission use the same value to deflate 1996 dollars 4s it uses t inflate 1995 dollars
in order to make consistent the showings of ORA and SoCal. We adopt ORA’s
propdsed inflation rate as reasonable as well as ORA’s recommendation to use the 1995

numbers in the record.

3. Customer Accounts (Accounts 901, 902, 903, 904,
Sub-Account 184.103)

For customer accounts generally, ORA, TURN, and SoCal
ultimately agreed to a level of expenses for customer accounts. They jointly recommend
a level of $111.77 million for accounts 901, 902, and 903 and sub-account 184.103. They
also recommend a reduction of $0.3 million for account 904 to recognize a reduction in
industrial uncollectibles. The parties’ joint recommendation recognizes $7 million in
estimated benefits derived from SoCal’s implementation of its Customer Information

System (CIS). It also provides that costs for the administration of the CARE program

would be appropriate until and unless a party other than SoCal administers the

program. We adopt these recommendations.
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4, Late Payment Charges
SoCal proposes a late payment charge to be assessed on customers

who do not pay their bills on time. The parties recommend different approaches with

regard to the implementation of a late payment charge and the appropriate late

payment charge rate. As we have already stated, however, the institution of a late

payment charge bears no direct relationship to the PBR proposal, and therefore should

not be a part of this proceeding. We decline to adopt that part of SoCal’s proposal here. -
5.  Gas Storage, Transmission, and Distribution Expenses

SoCal, TURN, and ORA agreed to total expenses of $20.37 rnillion
for gas storage and $25.017 million for gas transmission. SoCal observes that the
anmounts are in 1995 dollars and must be adjusted to account for inflation. We adopt the
stipulated amounts and adjust them consistent with SoCal’s recommendation.

SoCal and ORA do not dispute the estimated expenses for gas
distribution. ORA’s estimate {s somewhat lower than SoCal's as a result of its eslimated
escalation factor, which SoCal does not dispute, and which we have adopted. We
therefore adopt gas distribution expenses of approximately $176 million, which is a
reduction in these accounts of about $35.3 miltion from levels recorded for 1994.

6. Marketing Expenses

ORA, TURN, and SoCal resolved any differences that initially
existed for expenses associated with DSM, other marketing expenses not related to
demand side managément (“non-DSM marketing”), and the DAP, which is designed to
provide conservation measures to low-income customers. The parties recommend DSM
costs of about $27 million be included in a one-way balancing account rather than as
part of base rates. TURN and DGS support this proposal.

The stipulation between ORA and SoCal also recommends that
other marketing costs be reduced from the existing level of $29.14 million to
$24.136 million and that capital costs for the Energy Resource Center would rémain in
base rates. Cbnsistent with the parties’ reCOmmendations, we adopt total base rate

marketing expenses of $24.136 million.
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Funding and administration for DAP was not fully resolved in the
stipulation. SoCal proposes a reduction in direct assistance funding from $18 million to
$12 million. SoCal observes that the program is not cost-effective and that it is having
difficulty finding new DAP customers because of program saturation.

Natural Resources Reference Council (NRDC) proposes retaining
the $18 million funding level, arguing that the cost-¢ffectiveness of the program has
always been marg‘mél and that SoCal has ot justiﬁed'changing’ funding on this basis.
NRDC also observes that only 33% of income eligible households have received DAP
help, ¢contrary to SoCal’s view that the market has been saturated.

We adopt SoCal’s reduced funding levels in féc’ognitién that fewer
customers are available to take advantage of the program as a result of the program’s
 success. We also grant SoCal’s request for increased program flexibility which would
permit it to put the \\‘eéthériiation component of the program out to bid, among other
things. We do not adopt any flexibility which would change SoCal’s discretion to use
the funds for other prograins. - '

7. Administrative and General Accounts

a)  Consultant Fees (Aécbunt 920)

‘Account 920 includes funds for outside consultants. ORA
recommends disallowing $94,000 for a consultant hired for this proceeding because the
consultant’s work appears speculative after the test year. SoCal replies that it requires
the funding for monitoring and evaluation of its PBR mechanisrit. We reject SoCal’s
argument, which éppears to presume regulatory activity will increase as a result of PBR
regulation. We adopt ORA’s adjustment to this account.

b) ° Executive Compensation (Account 920 and 921)

TURN recommends adjusting labor costs by $0606 million
to reflect what it believes to be excessive compensatiOn to executives. TURN observes
that ORA’s compensation study finds executive compensatlon to be almost 13% above
market even though ORA doés not recommend any reduction in SoCal’s labor cost
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request. TURN's adjustment would amount to about 0.19% of SoCal’s total request for
employee compensation. | -

SoCal argues that its executive compensation rates are
comparable to those offered to individuals working in markets from which SoCal
recruits. It does not, however, present any evidence to support its argument. We
therefore adopt TURN's adjustment to executive compensation.

¢) Outside Expénses

(1)  Stock Options Expenses (Account 923)

SoCal offers high level employeés stock options as
part of their compensation plans. ORA recommends that the Commission disallow
expenses associated with stock options for executives, which ORA believes raises
SoCal’s long-term inéénti\'e levels to 21% above market levels. ORA observes that SCEs
and PG&E’s stock options prbgranis are funded entirely by shareholders, and that the
incentives are rewards for financial 'aCCOmpliShments which do not benefit ratepayers.

SoCal responds that ORA has improperly isolated a
single element of SoCal’s total compensation package. SoCal observes that ORA does
not dispute that total compensation at SoCal is not above market levels. Isolating stock
options expenses would therefore reduce the package of total compensation further.

We concur with SoCal that as long as its total
compensation levels are appropriate we will not dictate how SoCal distributes
compensation among various types of employnient benefits.

(2) Lobbying Expenses

Folloiving some initial disagreement regarding
appropriate lobbying experises, SoCal and ORA resolved their differences, proposing to
reduce SoCal’s request by $0.4 million. We adopt their agreement.

(3) | Affiliate Transactions
SoCal pays its parent company for some services

pursuant to direct billings which reflect specific services. ORA recommends a

disallowance of $1.924 million of such affiliate costs sought by SoCal following an audit
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of related expenses. ORA proposes the disallowance on the basis that SoCal had failed
to provide any meaningful docurnentation of $4.02 million worth of services provided
to it by its parent, Pacific Enterprises. It is especially concemned with the lack of
documentation for $3.32 million of law department charges.

SoCal replies that ORA and its auditors are not the
“arbiters of how much documentation is ‘enough.’” It argues that the law department of
Pacific Enterprises could be expected to spend most of its resources on SoCal’s needs
because SoCal is the largest of the Pacific Enterprise Eompanies. Finally, the SoCal level
of funding for legal expenses is an estimate of 1996 expenses, not an accounting of
actual expenses for 1995,

SoCal has the burden to demonstrate the
reasonableness of its requests. In this instance, SoCal failed to prox’ide sufficient
documentation to support its request. However, SoCal submitted sone documentation,
which is adequate and to justify some payment by ratepayers for the services of SoCal's
parent company. We therefore adopt ORA’s recommendation of disallowing
approximately 50% of SoCal’s request, and allowing the rest.

(4)  Multifactor Allocation Formula (Account 920)

SoCal pays its parent company for some services on
the basis of ihdir‘ect allocations to SaCal in cases where direct billings for specific
services are not practical. ORA opposes elements of the formula SoCal uses to allocate
such costs. Specifically, ORA would weigh operating expenses and payroll more
heavily than assets. Applying ORA’s methodology to the relevant costs, ORA
recommends a disallowance of $2.939 million less than SoCal requests.

‘ ORA believes SoCal’s allocation to riew lines of
business - less than two tenths of a percent — is unrealistic. It would increase the
amount to 20%.

SoCal responds with various arguments, among
which are that its formula is used by other utilities and other jurisdictions, and that its

other business units are designed to assist in new ;iroduct development for sister units
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and are not independent of SoCal. SoCal also argues that its affiliates are considerably
smaller than SoCal in terms of employees and assets. .

The record suggests that the purpose of SoCal’s
affiliates is to promote new product development which is not related directly to utility
expenses that would be recoverable here. If that weze not the case, there would be scant |
reason to create such entities, considering the potential inefficiencies of having utility
operations in two separate units. We are not ¢concemed with how other jurisdictions
view SoCal’s allocation methods so much as we are inclined to consider the method on
its merits. We find that ORA’s method is superior to the one proposed by SoCal, and we
adopt that method.

(5) Law Department Rent (Account 923)

SoCal receives its legal services from its parent
company, Pacifi¢ Enterprises, which bills S6Cal for related costs. ORA recommends an
adjustment of $889,669 to reflect _billfngs by Pacific Enterprises for rental of property to
house the Legal Department. The billings are in excess of the actual costs of the Gas
Company Tower lease. SoCal responds that the adjustnient would be unfair because the
rate is nearly identical to that paid at the Gas Company Tower. SoCal believes ORA
should not be able to penalize the con1pah}' for a lease cost that was reasonable at the
time SoCal entered into it, even if prevailing market rates are considerably lower. ‘

We have made adjustments to the Gas Company
Tower lease to reflect unused space, and by implication the éffects of the Law
Department’s remaining at another location. ORA has not demonstrated that the Law
Department’s lease is unreasonable. We therefore adopt SoCal’s request for the costs of

the Law Departnient’s lease.

d)  Insurance Expenses (Account 924)
ORA believes corporate réorganization will cause eight
facilities no longer to be useful. Elimination of these facilities and the costs to insure
~ them, according to ORA, will 6ffset increases in insuring remaining facilities. ORA

recommends a $16,000 reduction over SoCal’s estimate.
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SoCal responds that it is not anticipating a reduction in these
costs in the near future. Although they might decrease at some point as a result of
corporate restructuring, SoCal argues that it has not asked for recovery of cost increases
which might occur at some unspecified point and should therefore not be required to
forgo uncertain decreases. |

We reject ORA’s adjustment in this account on the basis that
ORA has not demonstrated that SoCal will stop using the facilities in question during
the test year.

e)  Injuries and Damages (Aécount 925)
N | Account 925 includes funds for compensating employees for
injuries and damages sustained at the workplace. ORA recommends a $1.9 million

reduction in SoCal’s estimate for Account 925 to recognize employee reductions and

associated reduced costs for this account. SoCal argues ORA inapprOPriatei)' reached its

estimate by applying year end accruals of 'em'ployeé settlements in lawsuits rather than

lookmg to actual cash payments to estimate these revenues.

Consistent with emstmg policy, we adopt SoCal’s
recommended level of funding in this account using actual ¢ash payments as the basis
for eshmatmg net costs.

) Franchise Fees (Account 927)

ORA and SoCal resolved most issues conceming franchise
fees, arguing that this proceeding should not be a foram for changing the franchise fee
meﬂlodology, and that estimates adopted in this proceeding would include
$23.31 million in revenues from miscellaneous services. SoCal and ORA did not agree
on the appropriate rate for franchise fees. We adopt SoCal’s number, because ORA’s is
based on an assumption that the methodology would be changed. ORA stipulated to
retain the méthodology in deriving a level of revenues;‘\}'é therefore apply SoCal’s rate

for consistency.
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and are not independent of SoCal. SoCal also argues that its affiliates are considerably
smaller than SoCal in terms of employees and assets.

The record suggests that the purpose of SoCal'’s
affiliates is to promote new product development which is not related directly to utility
expenses that would be recoverable here. If that were not the case, there would be scant
reason to create such entities, considering the potential inefficiencies of having utility
operations in two separate units. We are not concemned with how other jurisdictions
view SoCal’s allocation methods so much as we are inclined to consider the method on
its merits. We find that ORA’s method is superior to the one proposed by SoCal, and we
adopt that method.

(5) Law Department Rent (Account 923)

SoCal receives its legal services from its parent
company, Pacific Enterprises, which bills SoCal for related costs. ORA recommends an
adjustment of $889,669 to reflect billings by Pacific Enterprises for rental of property to
house the Legal Department. The billings are in excess of the actual costs of the Gas

Company Tower lease. SoCal responds that the adjustment would be unfair because the

rate is nearly identical to that paid at the Gas Company Tower. SoCal believes ORA
should not be able to penalize the company for a lease cost that was reasonable at the
time SoCal entered into it, even if prevailing market rates are considerably lower. A
We have made adjustments to the Gas Company
Tower lease to reflect unused space, and by implication the effects of the Law
Department’s remaining at another location. ORA has not demonstrated that the Law
Department’s lease is unreasonable. We therefore adopt SoCal’s request for the costs of

the Law Department’s lease.

d)  Insurance Expenses (Account 924)
ORA believes corporate réorganization will cause eight

facnhues no longer to be useful. Ehmmahon of theae facilities and the costs to insure
them, according to ORA, will offset inéreases in msunng remaining facilities. ORA

recommends a $16,000 reduction over SoCal’s estimate.
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g)  Regulatory Commission Expenses (Account 928)
Account 928 includes funds for the costs of participating in

regulatory conumission activities. ORA recommends about $26,000 less in this account
than SoCal. ORA uses the 1994 level and adds inflation for 1996. SoCal adds certain
expenses and 1995 inflation to the 1994 level.
We adopt ORA’s adjustment to recognize the likelihood that
regulatory Commission expenses should not be increasing in the foreseeable future.
h)  Rents (Account 931)
(1) Gas Company Tower

ORA recommends a disallowance of $5.384 million to
reflect unused space at the Gas Company Toswer, SoCal’s corporate headquarters.

. ORA’s recomntended disallowance is based on ORA’s assertion that 131,063 square feet
of the site’s 550,000 square feet is vacant.

ORA'’s recommendation is based on the analysis of its
auditor, Overland. In its audit, Overland found that about 25% of the rentable space at
Gas Company Tower was vacant, assuming that 375 employees would be moved to the
Gas Company Tower. Based on SoCal’s records, Overland concludes that SoCal has
conducted "“¢ontinuing review” of excess real estate rather than dispose of it or use it for
company operations. ORA rejects company promises to move more employees to the
Gas Company Tower, because such promises have not been fulfilled in the past.
Specifically, ORA refers to SoCal’s stated intent to move its Law Department to the Gas
Company Tower during SoCal’s last general rate case, which the Commission relied
upon in granting associated funds for the Gas Company Tower.

SoCal responds that it has developed plan to occupy
97% of the Gas Company Tower in 1997. It presents a timeline which it developed
shortly prior to hearing in this proceeding. Its witness asserts that at the time of the
hearing the Gas Company Tower was 89% occupied. SoCal argues that it would not
make sense for it to have sublet the unused space at the Gas_Compahy Tower in the
depressed Los Angeles rental market. SoCal states it attempted to sublease Gas
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Company Tower space but, at a market rental value of $13 to $15 a square foot, the
revenue would have barely covered SoCal’s building operations costs. ‘

SoCal claims that the fact that the Law Department
did not relocate to Gas Company Towet is irrelevant. SoCal states that the relocation
was deferred because of the need to house displaced employees at the Gas Company
Towet, and because of the “extraordinary” cost of relocating the Law Department
tibrary.

ORA responds that the Commission should give no
| weight to the move plan, because the moves have been previously found to be
uneconomic or are for personnel from CIS who are to be terminated. ORA argues that
SoCal’s analysis of future use of the Gas Company Toiwer assumes the conipany
requires 120 workstations for equipment that is appropriately located on employee
desks and 273 spaces for contractors, though only 140 contractors were expected to
work for the company after December 1996. ORA also observes that Overland’s report is
generous because it does not account for 153 employees who have left the company
since the audit was completed.

SoCal leased the space under a 20-year contract
beginning in 1991. We originally reviewed the costs of the Gas Company Tower lease in
.92-11-017. In that order, we disallowed a portion of the excess space at Gas Company
Tower on the basis that SoCal had not demonstrated the reasonableness of the costs.
Subsequently, we reinstated much of the disallowance in D.93-12-043.

We begin by rejecting SoCal’s argument that ORA is
improperly relitigating this matter. As SoCal itself observes, D.93-12-043 permitted a
reconsideration of the findings of that order with a showing of changed circumstances.
ORA is seeking to demonstrate changed circumstances which would justify additional
disallowances.

7 Indeed, circumstances have changed since 1994.
Occupancy in the Gas Company Tower, assuming SoCal's analysis is correct, was 85%
in 1995 and less than 80% in 1996. SoCal’s assertion that the Gas Company Tower was
89% occupied at the time of hearing was refuted by ORA’s auditors after a physical
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inspection of the building in November 1996. SoCal has not argued with Overland’s
findings of that physical inspection. Additionally, SoCal has presented no evidence to
demonstrate that market prices would not permit it to recover operational costs.

SoCal has presented nothing but a promise that the
occupancy rate at Gas Company Tower will increase to 97% in 1997. We have relied on
promises with regard to Gas Cdxupany Tower occupancy in the past. The result is that
ratepayers have paid at least $4 million annually in 1995 and 1996 for space at Gas
Company Tower which is vacant and therefore not “used and useful.”

SoCal must assume some portion of the risk for the

long term lease it signed for its corporate headquarters, just as all businesses must

assume such risks. Rather than make the best use of the Gas Company Tower under
changing circunistances, SoCal appears to have deferred company consolidation and
rejected opportunities to mitigate its losses by subletting portions of the Gas Company
Tower. |

_ ORA and its auditors have presented a reasonable
analysis of the Gas Company Tower occupancy which, as SoCal observes, gives “partial
credit” for the utility’s plan to occupy the Gas Company Tower. We therefore adopt
ORA's position to disallow recovery for 131,063 square feet of vacant space at Gas
Company Tovwer at a cost of $41.08 per square foot, for a total disallowance of $5.384
million.

(2) Other Lease Savings
- ORA proposes to exclude $1.02 million in costs
related to leases for six facilities. ORA states SoCal will not be using these facilities
beginning in 1997. SoCal replies that ORA has improperly violated test year ratemaking
policy by applying 1997 savings to 1996 costs.
We concur with SoCal’s position. The test year is

1996. We therefore will not adjust rates for 1997 cost savings.
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(3) Other Net Savings .
ORA recommends adjusting base rates by

$0.74 million to account for ongoing savings associated with SoCal’s restructuring
efforts. SoCal replies that the amounts, which were referenced in an internal memo, are
mainly for the six facilities which it will no longer use beginning in 1997.

Consistent with our determination above for the six

facilities, we decline to make this ORA adjustment.

i) Malintenance of General Plant (Account 935)
SoCal seeks $6.723 million for plant maintenance in

Account 935, the same amount it recorded in 1995. ORA recommends a reduction for
Account 935 that is $1.296 million less than SoCal’s request. ORA’s adjustments result
from its removal of nonrecurring costs. ORA argues that the Commission’s policy does
not permit such costs in rates. SoCal responds that it has already removed the
nonrecurring costs to which ORA objects, that is, the costs associated with real estate
moves. We are persuaded that SoCal has removed nonrecurring costs fron its estimate

of expenses, and we therefore reject ORA’s adjustment.

1} Employeé Penslon and Benefits (Account 926)

ORA originally proposed disallowances in pension and
benefits funding of $44.39 million for certain costs related to pension and pension
benefits, certain medical benefits and miscellaneous benefits. SoCal and ORA settled
their disagreements in these areas. As a result, the total aniounts for these expenses
would be reduced from SoCal'’s original estimate of $110.267 million to $52.124 million.
The parties also agree that if the pension trust contributions must exceed $12 million
annually, SoCal may entér the additional funding requirement to a memorandum
account and obtain recovery of the amounts in its subsequent PBR filing. We adopt the

provisions of SoCal and ORA’s agreement in this account.

k}  PBOPs Ovércollections During 1992-1995 (Account 926)
- Account 926 includes funds for post-retirement benefits
other than pensions (PBOPs). D.93-12-043 required SoCal to return to ratepayers PBOPs
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revenues collected in excess of amounts required for the account. ORA recommends a
refund of $3.5 million to recognize this requirement. SoCal opposes the ﬁdjustment on
the basis that ORA in its view has improperly adopted an account-specific method for
calculating the amounts, The approach results in the use of a 21% escalation factor,

rather than an 11% escalation factor which is a coniposite rate.

ORA’s method appears consistent with the one we adopted

in D.93-12-043, and its results are consistent with those presented by SoCal’s actuary. It
is appropriate to calculate the overcollection using account-specific information because
the Commission ordered an account-specific refund. We adopt ORA’s adjustment. ORA
states in its comments that the decision should specify a mechanism for accomplishing
the refund associated with PBOPs. ORA suggests crediting the CFCA and NSBA. We
requirve SoCal to adjust the appropriaté entries to the CFCA and NSBA.
)] Capitalization 6f Administrative and Genéral Expenses

ORA recommends removing $7.245 million from
Account 922 for costs which it believes should have been capitalized rather than
expensed. ORA’s auditors believe SoCal’s proposal to capitalize only 2.5% is contrary to
industry norms which are to capitalize more than §% of admiinistrative and general
expenses. ORA proposes that expensing such a large portion of overheads cr‘eafes
intertemporal inequities between today’s ratepayers and tomorrow’s. SoCal responds
that the Commission has historically expensed most utility overhead costs on the basis
that future ratepayers should not be saddled with past costs.

We decline ORA’s proposal to modify our ratemaking
practice in this area at this time. We adopt SoCal’s proposal to expense administrative

and general costs rather than include them in rate base.

8. Clearing Accounts

a)  Call Centéer Communication Expéenses
{Sub-Account 164.003)

The Call Centér handles incoming calls from customers

needing assistance. ORA recommends a reduction of $1.8 million for call center
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expenses on the basis that the average call length is four minutes rather than eight
minutes, as SoCal eslimates. ORA, TURN, and SoCal subsequently reached an
agreement to reduce the funding level for call center expense from $4.06 million to
$3.46 million. We adopt the stipulated figure. .

b)  Communications (Account 184.7)

ORA recommends a reduction 6f $124,000 for nonrecurring
costs associated with past iniprovements to SoCal’s microwave network. Removing this
cost from communications experises, ORA stipulated to an increase for this account of
23%. This is a substaritial increase and provides a cushion for future unanticipated
ekpenses. We adopt the ORA adjustment.

¢)  Calculation Errors
» ORA identified several -calculalion errors in Account 163.0 4_
and Account 184.3 amounting t07$1'5,000. SoCal does not dispute ORA’s associated
adjustments. We will therefore adopt them.
9.  Rate Base
a)  Beginning Plant

Beginning plant refers to plant swhich is to be included in
rate base at the start of the test year. Disputed amount are 'usually related to plant for
which construction was completed prior to the beginning of the test peridd. SoCal seeks
$5.574 billion in rate based plant. ORA recommends $5.528 billion, a difference of about
$46 million. SCUPP/IID and California Manufacturer’s Association/California
Industrial Gi'oup (CMA/CIG) generally concur with ORA’s recommendaticns in this
area. The differénce between ORA’s and SoCal’s estimates is attributable to the parties’
respective recommendations regarding allocation of costs of new gas lines, office space
and noncore customer information systems, addressed below.

() Lines 6902, 325, and 6900

_ In recent years, SoCal has constructed or upgraded
certain gas lines. Based on its independent audit,"(»)‘RA recommends that $29.028 million
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be excluded from rate base for new construction associated with Lines 6902, 325, and
6900. ORA argues these projects were built to serve incremental nencore load. ORA
observes that the Global Settlement permitted SoCal to retain the profits from noncore
load and to assume the risk for fluctuations in throughput. ORA believes that
consistency and faimess demand that SoCal assunie the costs and risks associated with
new plant which will serve noncore load. ORA does not recommend that the plant be
excluded from rate base permanently, but only as long as the ratemaking treatment in
the Global Settlement is in effect.

ORA states that SoCal planning documents refer to
Line 325 as necessary to serve a new hydrogen plant which is a noncore customer and
recommends that 50% of the costs of the plant be included in rate base to reflect the
benefits of the upgrade to core customers. ORA contends that Line 6900 should not be
included in rate base in this case in any event because it was not scheduled for
completion until after the test period iﬁ]ate 1996.

SoCal responds that the Global Settlement specified
only that noncore load building (or marketing), but not capital costs, were to be
assumed by SoCal. It points out that Line 6900 is part of an integrated network
designed to serve growth in the core market. It also argues that ORA’s audit overlooks
the benefits of Line 6902, which was designed to serve core and noncore growth in the
Imperial Valley. With regard to Line 325, SoCal observes that the area in which the line
was constructed had been previously subject to problems because of low pressure, and
the new line eliminated these problems.

D.91-04-088 states simply and clearly that all capital
costs and expenses related to increasing noncore load, and therefore earnings under the
settlement, must be accounted for belos the line. Construction of gas lines to serve
noncore load permits SoCal to recover additional noncore revenues. Therefore,
associated construction costs should not be included in rate base. _

SoCal has not c‘om’_incecl us that Lines 6900, 6902, and

325 were c0nstm¢téd to serve core needs. In each instance, the line appears to have been

constructed for the primary purpose of serving the needs of noncore customers, and
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any benefits they may provide to the core are incidental. ORA has reflected those
benefits in its recommended disatlowances. In any event, SoCal may not include

Line 6900 in 1995 rate base, because the project was not scheduled for completion until
1996. We therefore adopt ORA’s recommendation to exclude costs for construction of
Lines 6200, 6902, and 325 from rate base. We make associated adjustments in the

Construction Work in Progress account for Line 6900.

(2) GasSelect Restructure Project
ORA recommends excluding from rate base

- $2.8 million spent on upgrades to SoCal’s GasSelect Project. The project is an electronic
bulletin board and information system designed to help customers with compétiti\'e
services make decisions regarding their gas purchase and transportation options. SoCal
responds that the GasSelect upgrade will benefit all ¢ustomiers and that it is not, as ORA
seems to asswme, a noncore load-building project.

SoCal's dés‘cﬁption of the GasSelect upgrades clarifies
that the project is designed to permit “customers to nominate transportation and
storage...view daily balance statements...and create customized reports to nieet their
business requirements.” Core customers do not use or require such services or
information. The project is therefore designed to serve noncore customers. D.93-12-043
disallowed associated project expenses on the bases that the GasSelect program offers
“services that are available or potentially available from competitors...customers who
receive these services should therefore pay for them so that SoCal does not have a
competitive advantage.” SoCal has not distinguished the GasSelect upgrades from the
GasSelect project funding which we declined to include in rate base. Consistent with
our previous order, we exclude these costs from rate base.

(3) Gas Energy Management Systems (GEMS)

The GEMS project provides automated meter reading
and related facilities to noncore ¢ustomers. ORA proposes excluding $2.7 million from
rate base for costs associated with the GEMS pioject on the basis that competitive

services to noncore customers should not be included in rate base. SoCal opposes the
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adjustment to rate base on the basis that the GEMS project improves day-to-day
operations which benefit core customers. '

The GEMS project is designed to serve noncore
customers who have competitive options. To the extent improved monitoring and
metering may benefit core customers, it appears that the activity would not be required
but for the activities of noncore customers. SoCal has not demonstrated that core
customers benefit from the facilities, except to the extent noncore customer activity
might otherwise impose planning problems. In SoCal’s last GRC order we ‘rejected
SoCal'’s request to include these costs in rate base and thereby impose them on core
customers. The Global Settlement provided that facilities which may improve service to
nencore customers or increase throughput are the résponéibilil)' of éoCal, not its

general body of ratepayers. We adopt ORA’s recommended adjustment to rate base.

-{4)  Torrance and Mountain View Headquarters
ORA recommends that the costs of the Torrance and

Mountain View Headquarters facilities, about $23.4 million, be removed from rate base.
ORA argues that the facilities are to be sold or leased and are therefore not used and
useful. ORA would defer the issue of gain on sale until and unless the property is sold.
SoCal replies that ratepayers are not entitled to the
gross cost savings associated with the retirements, but only the net savings. Otherwise,
SoCal would not be able to recover prudent costs associated with the restructuring of its
operations. SoCal also states Commiission policy is to adjust rate base for gains and

losses only after they are accrued. _
During the test period, SoCal had not sold the

Torrance and Mountain View Headquarters. Therefore, consistent with our policy to
include those investments made at the time of review in rate base, we will not adjust
rate base to reflect a future sale.

- (6)  Pacer Project
ORA has recommended an inc¢rease of $2.762 million

for capitalization of the Pacer project based on the Overland audit. SoCal is asking for
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an increase of $3.708 million. The difference betiveen ORA and SoCal’s amounts is in .

the inclusion of 1995 costs.

ORA's request takes into account the implementation

schedule of the project, thus allowing 100% of 1994 and 50% of 1995 costs. SoCal
indicates that errors were made regarding certain 1994 and 1995 costs for the Pacer
project, which were against SoCal’s capitalization policy. SoCal notes that certain costs
should have been capitalized rather than expensed. Accordingly, SoCal requests 100%
of 1994 and 100% instead of 50% of 1995 amounts.

We agree with ORA's position re'garding the project
implementation schedule and ORA's treatment of certain costs after the project was

placed in operation. We therefore allow 100% of 1994 and 50% of 1935 amounts.

(6) Overhead Capitalization
ORA recommends an increase of $8.9 million to rate
base, based upon the Overland audit. SoCal has indicated that it acquiesces in ORA’s
position and the recommended adjustment for distribution of clearing accounts costs
between capital and expense. Although SoCal concurs with Overland’s
recommendation, it believes its existing procedures are adequate and reasonable.
We do not find ORA’s recommendation of
capitalization of the overhead costs appropriate. Moreover, we do not find SoCal’s
concurrence with ORA persuasive for adopting this recommendation. We therefore
reject ORA’s and SoCal’s recommendation regarding this issue.
b)  Ventura/Ojai Project
In 1993, SoCal customer appliances were damaged by
nitrous oxides in gas received from certain of SoCal’s producers. SoCal sued the
producers, and the suit settled in 1996. ORA pfoPOSes to offset rate base and
depreciation with the settlement proceeds of $3 million, on the basis that they were
effectively contributions in aid of construction. ORA also recomniends that the
associated légal expenses of $0.8 million be.disallqwed on the basis that they are
nonrecurring costs. ORA argues that SoCal has been 'compensated for related costs,
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because its rate of return has exceeded authorized amounts during the period in

question.

SoCal responds that the costs associated with the project
were never in rates, and any proceeds associated with it should accordingly accrue to
sharcholders. '

ORA's ratemaking theory is contrary to our usual policy. If
SoCal has assumed the risk of the project, it is entitled to associated gains. The fact that
SoCal'’s previous rate of return exceeded our expectétions is not germane to our
disposition of cost recovery going forward. We decline to adopt ORA’s proposed rate
base adjustment. We will, however, reduce SoCal’s legal expenses by $0.8 million for
the sake of consistency. Since SoCal’s revenues are below the line, its rates should not be
increased to permit it to recover associated expenses.

c)  CIS Costs

ORA recommiends three adjustments to CIS costs, all of
which would reduce recovery of expenses and increase capital funding. SoCal concedes
ORA’s recommendation to increase rate base to reflect $719,000 in “conversion” costs
associated with computer software. SoCal opposes ORA’s recommendation to capitalize
$1.45 million in computer training and hardware maintenance costs. We adopt ORA’s
proposal for these costs.

Except for these disputed items, ORA and SoCal reached
agreement on the appropriate level of rate base for CIS of $62.385 million, with a
twenty-year depreciable life. SCUPP/IID oppose the inclusion of 100% of CIS costs in
rates since only 40% of CIS investment is included in the 1996 rate base. SCUPP/IID
observe that the inclusion of all costs in 1996 rates under these circumstances is contrary
to Commission policy.

We adopt SCUPP/IID’s proposal to include only 40% of CIS’
costs in rate base for the test period, consistent with our policy to include only those

investments which have been made at the time of review. If we were to find otherwise,
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we would have to reconsider our decision in other parts of this order which apply this
policy in SoCal’s favor.’ '
d}  Working Cash

Working cash is funding for the cost of money required for
day-to-day operations, upon which the utility earns a rate of retumn. SoCal secks
$35.996 million in working cash. ORA recommends a reduction in revenue requirement
for working cash of §33.021 million. Their specific disagreements are discussed below.

(1)  Deferred Credits

Like many'businesse’s, SoCal sets aside ‘funds in
anticipation of litigation and fegulatory losses. SoCal has set aside $58 miltion for this
_ purpose. ORA would exclude this sum from working cash, and thereby reduce rate
base by the corresponding amount, bécause SoCal has not'deri'lonstra_ted that the
amount is not cost-free capital.

SoCal refused to provide information to ORA and its
auditors about the sourde or purpose of the funds on the basis that the information is
privileged. SoCal also argues that the amounts are not relevant to this proceeding
because they are not requested as part of base rates. ORA responds that the company’s
access to the capital affects the working cash calculation.

7 SoCal has provided evidence which adequately
refutes ORA’s claim that its reserves are cost-free. Therefore, we do not adopt ORA’s

adjustment to the working cash reserve.

(2) Vacation Accrual
Like employees of other companies, SoCal’s
employees ac¢crue vacation time rather than'using it as they receive it. ORA
recommends reducing working cash by $18 million to reflect vacation accrual on the
company’s books. ORA states the vacation accrual represents cost-free capital. SoCal
responds that it has not been reimbursed in rates for vacation acc¢ruals and that

therefore the amounts are consequently not cost-free.
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SoCal receives in rates all of the costs of doing
business, including the costs of offering vacation time to its employees. To the extent
that employees accrue vacation time rather than use it as it becomes available, SoCal
has access to cost-freé capital. This finding is consistent with our treatment of the same
issue for PG&E. We a.d0pt ORA'’s recommended adjustment for this item.

(3) Workers' Compensation Accrual |

SoCal accrues workers’ compensatnon funds which it
pays out as needed for w orkers’ compensation claims. ORA recOmmends an adjustment
to working cash of $21 million to reflect workers’ compensation acéruals. It does $o for
the same reasons it adjusted “'orkmg cash for vacation accruals. SoCal responds by
stating that workers’ compensatu:m is not cost-free capltal and thé amounts have not
been funded by ratepayers ORA observes that SoCal has in fact requested over
$1 million in this proceedmg for workers' compensahon accruals.

For the same reasons we adopted ORA’s ad)ustments '

for vacation accruals, we adopt ORA’s adjustments for workers' compensation accruals. -

(4) Customer Advances for Constructlon
ORA prOposes disallowing $11.6 million from

working cash for unbilled custonier advances. SoCal makes these advances to
developers who are constructing new projects requmng gas service. ORA makea its
recommendation on the basis that SoCal has it recént years delayed its presentation of
bills for customer advances for construction. ORA states the average time for such
billings is required to be no latet than six months, but that SoCal’s average billing
‘period is now twenty months. The average collection time period is 33 months. These
delays represent mismanagement which increase working cash requirements, according
to ORA DGS and TURN concur with ORA’s proposal

SoCal replies that the $11.6 million does not represent

cost-fre¢ capital and must therefore beé included in w0rkmg cash. SoCal states the delays

in bllhng and co]lechbns arein many éases outsnde of its control.
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The periods between project completion and SoCal’s
billings and final collection of amounts owed are excessive. SoCal’s rate;;a)'ers should
not be required to subsidize either the mismanagement of SoCal'’s billing and ¢ollection
system or the delays in remitting of amounts owed by developers. In this proceeding,
SoCal urges the Comimission to adopt a late payment éharge for its gas customers. A
similar charge for late paying developers would reduce SoCal’s liability for these
payments and promote timely payment. The encouragément of such efficieﬁcy is at the
heart of our PBR philosophy, and consistency compels us to adopt ORA’s
recommended adjustment to working cash.

ORA recommends an additional $0.899 million
reduction associated with customer advances for construction. SoCal does not 6ppose

the adjustment. We will adopt ORA’s recommendation.

(5) Customer Deposits _
Sonte of SoCal’s customers provide security deposits

to SoCal as a condition of service. TURN and DGS recommend using customer deposits
to reduce working cash. They observe that SoCal has $29 million in such funds as of the
end of 1995, which constitute a permanent souice of capital. SoCal pays the commercial
paper rate on these funds, about 800 basis poihts below its authorized rate of return.
The difference accrues to SoCal.

SoCal responds that the matter has already been
litigated in cost of capital proceedings and in Commission workshops. It proposes that
the Commission reject the proposal on this basis.

’- DGS and TURN have presented a strong argument
that we should consider customer déeposits as part of working cash. However, because
this issue has been previously deferred b}' the Commission to a workshop, we will not
consider the matter on the merits here. A staff workshop on these issues was held in
May 1996 and a workshop report is pending. We will not prejudge the outcome of the
workshop by ordering an adjustment to working cash at this time. We make this

determination subject to refund; if the Commission ultimately finds that customer
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deposits should be considered part of working cash, we will order DGS and TURN's

adjustment for the PBR period.

(6) Materials and Supplies
ORA proposes a reduction of materials and supplies

costs in rate base of $202,000, reducing SoCal’s request to $14.303 million. SoCal does

not oppose this adjustment. We adopt ORA’s recommendation.

&) 1996 Plant Additions and Retirements
SoCal and ORA’s estimates of 1996 net plant additions differ

by $94.1 million. ORA utilized separate five-year trend analysis of gross plant additions
and retirements to develop its net plant additions estimate for 1996. SoCal'’s
methodology averaged 3 years of net plant additions after retirements had been
removed from rate base. We find ORA’s methodology of incorporating the most recent
recorded data in its estimating methodology appropriate. Therefore, we will adopt
ORA'’s estimate for 1996 net plant additions.

10. Depreciation Expénses
Depreciation expenses are calculated according to amounts

permitted in rate base and are designed to permit the utility to recover its capital
investments over the period during which associated facilities are used and useful.
SoCal seeks $254.79 million in annual depreciation expense. ORA estimates
depreciation expense to be $17.097 million lower than SoCal, mostly on the basis of
recommendations regarding plant which should appropriately be included in rate base,

that we have addressed previously.

a) Plant Balances for 1995 Plant
ORA proposes to reduce 1995 plant balances amount by

$1.755 million assuming that the system average depreciation rate equals 4.4%. SoCal
estimates the average depreciation rate to be 4.41%. The difference between the SoCal
and ORA results from disparities regarding items which should be appropriately

included in rate base. We addressed these items in portions of this order addressing rate
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base and the depreciation expense should be modified to correspond to the rate base

adjustments.

b)  Estimated 1996 Net Plant Additions
SoCal and ORA’s estimates of depreciation for 1996 net plant

additions differ by $7.433 million. The controversy occurs mainly because of a
difference of approach in how to apply the weighting factor used to calculate
'deprecnatlon expense on plant additions. SoCal recommends a 100% weighting factor;
ORA recommends 240.29% w eighting factor. ORA states that SoCal’s use of 100%
ignores the fact that 1996 plant additions are unllkely to reflect actual plant additions in
the subsequent five years because it is not a weighted av erage plant additions occurring
each year. More importantly, ORA clai_fns that SoCal’s method fails to recognize the fact
that future year net planit additions will only have a weighted affect on that particular
year’s depreciation expénse. Thus, additions made in 1997 will only have a partial year
effect on depreciation expense for that year. SoCal’s method assumes that all plant
additions will occur on ]an-uary 1 of each year. »

SoCal responds that the timing of the adjustiments in this
PBR dictates a 100% weighting factor. Because the base rate adjustments will be made
mid-year, a lower weighting factor will not recogmze all of the deprec:atlon expense.
SoCal appears to propose that the net plant additions for every subsequent year be
treated as if they occurred on the first day of each year, thereby giving the company
credit for a full year's expense when in fact plant additions are made throughout the
year. ORA’s methodology might fail to reflect a small portion of the 1996 plant
additions. ORA appears to have adjusted for that effect by recognizing that SoCal’s
plant additions may be higher in 1996 than they are 'lik‘el'y to be in subsequent years.
SoCal has not provided any reasonable alternative to ORA’s proposal. We therefore
adopt ORA's proposal, which is consistent with our usual practice for estimating net
plant and fairly reflects anticipated practice.
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c) Cis
SoCal observes that ORA failed to adjust depreciation in

recognition of ORA’s and SoCal's agreement to capitalize certain training costs. We
adjust depreciation by $36,000 accordingly. SoCal and ORA agree that the test of the
annual depreciation expense associated with CIS is $3.119 million. We adjust this
amount c0nsisfent with our earlier finding that 40% of CIS investment ¢osts should be |
included in rate base, rather than the full amount to which SoCal and ORA have
stipulated . »

d)  Torrance and Mountain View Facllities

ORA .ob'Sér'ves’ that if the Comimission adopts ORA’s

proposal to rétire the Torrance and Mountain View facilities, it should also adjust

depreciation expenses by $0.46 million. SoCal argues thai the amount must remain in

rates until the facilities are sold. ,
We have not adopted ORA'’s recommendations regarding
retirement of these facilities, so we will ot adjust the associated depreciation accounts.
e)  Capitalized Overhéads
ORA's estimate for capitalized overheads is $66,000 lower
than SoCal’s due to its use of a 4.4% depreciation expense rate, compared to SoCal's rate
of 4.41%. We adjust this itent to make it consistent with the expense rate which derives

from allowable plant balances for 1995.

f)  Depreciation Resérve Account
ORA prof)oséd a negéﬁ\'e $50.939 million figure for the
depreciation reserve account, equal to retirements less net salvage. SoCal opPOses
ORA'’s reductions to this account, which derive mainly from differences in 1995 plant
balances discussed elsewhere. We mcorp()rate the findings on these issues in setting the

appropriate lev el for the resen'e acedunt.




R$7-11-012, A 9506-002 ALJ/VDR/icg ¥* *

1. Taxes
SoCal and ORA reached agreement regarding the appropriate tax

rates. We adopt their recommendation to apply a California Corporate Franchise Tax
rate of 8.84%.

SoCal and ORA do not agree to the estimate for ad valorem taxes
associated with construction. ORA recommends reducing the SoCal request for tax
expenses by $1.2 million and including the associated amounts in rate base. SoCal
replies that the Commission has traditionally allowed utilities to recover ad valorem

taxes as expenses rather than rate base.

We are not convinced that capitalizing ad valorem taxes offers any

advantage to ratepayers or shareholders. We reject ORA’s proposal to capitalize

ad valorem taxes.

12,  Research, Development and Demonstration (RD&D)
SoCal and ORA reached agreement with regard to RD&D funds.

They recommend base margin funding of $7.8 million which would not be subject to
prevailing Commissibn policy prohibiting SoCal from shifting RD&D funds between
programs. They also propose $0.5 million for “public goods” RD&D which would be
subject to “one-way” balancing account treatment. Royalties attributable to RD&D
pfojects undenvay or completed prior to the implémentation of PBR would accrue
100% to ratepayers. Royalties from subsequent work would be shared equally between
ratepayers and shareholders.

NRDC opposes the proposal to eliminate the one-way balancing
account for RD&D, believing that shareholders will retain part of the RD&D funding to
accomplish short-term profit objectives at the expense of long-term benefits.

We adopt the recommendations of SoCal and ORA for RD&D
programs and funding, with the eXCéplibn that we will retain the one-way balancing
account as NRDC proposes. S0Cal did not make a compelling case that it would
actually spend the RD&D funds on RD&D efforts.
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Findings of Fact
1. OnJune 1, 1995, SoCal filed an application requesting adoption of PBR for the

portion of its rates that recavers the costs of providing gas ulility service that the
Conunission normally reviews through the GRC process.

2. SoCal filed its recorded data for 1995 results of operations on February 14, 1996,
and a supplemental showing with respect to 1996 estimated results on June 6, 1996. The
parties agreed that this would be used to develop the base margin in this proceeding.

3. OnOctober 14, 1996, Pacific Enterprises, the parent of SoCal, and Enova
Corporation, the parent of SDG&E, announced their intention to merge, and fited an

application for authority to do so with the Commission (A.96-10-038).
4. SoCal’s proposal for PBR is based upon a system of indexing its base rates

annually, using an index of recorded input price inflation less than a productivity

factor. The inflation factor would be trued up annually, but the productivity factor
would remain constant throughout the iminimum period that PBR remains in effect.

5. SoCal proposes a minimum period of five years for its PBR to be in effect.

6. SoCal’sindexing proposal would put its shareholders, rather than its ratepayers,
at risk or reward for any differences between forecast and actual throughput and
customer count.

7. For its inflation measure, SoCal proposes a weighted average of recorded indices
of prices for labor O&M .c‘osts, nonlabor O&M costs, and capital-related costs. SoCal
refers to this as the gas utility input price index, or GUPL.

8. For its productivity factor, SoCal proposes to employ a ¢onstant factor of 1.0%,
based upon a historical gas distribution productivity component of 0.5%, and a “stretch
factor” or “consumer dividend” of 0.5%.

9. Under SoCal’s proposal, only the base rate would be adjusted under PBR. The
base rate is the part of rates reflecting gas margin, and excluding gas costs, pipeline
demand charges, and other specifically identified items. -

10. Under SoCal’s proposal 1997 rates would be set by applying one year’s PBR

index to the reasonable level of expense and rate base for 1996.
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11. Under SoCal’s proposal, costs which are already subject to incentive-type
mechanisms, are beyond SoCal’s control, or are specifically authorized ata given level
under separate governmental proceedings would be excluded from PBR indexes.

12. Under SoCal’s proposal the cost of exogenous and unforeseen events largely
beyond SoCal’s control that have a material impact upon its costs (Z factors) would be
subject to a special process of adjustment that would tend to exclude them from rates.

13. SoCal proposes an adjustment in rates in addition to the PBR index for land sold
at a gain or loss.

14. Under SoCal’s proposal the benchmark for cost of capital would be the DRI
average tate for the calendar year 1997 forecast, as adoﬁte‘d in SoCal’s 1997 cost of
capital proceeding. No changes would be made in PBR indexed rates in response to
changes in cost of capital, unless the 12-mb_nth trailing avérage yield on long-térm
Treasury Bonds increases or decreases nore than 150 basis points from this benchmark
- during the minimum PBR term.

15. SoCal, ORA, and TURN have proposed a recommended plan 16 ensure the
maintenance of standards of service quality, customer satisfaction and safety during the
PBR period.

16. As part of its proposal, SoCal seeks authorization to offer on a COmpétiti\'é and
unregulated basis products and services that it has not previously offered, and to
provide support to its unregulated affiliates in connection with their offering of new
products and services. SoCal proposes that these new products and services be
provided entirely at the risk of shareholders, and not be funded by the rates charged for
utility services.

17. As part of its proposal, SoCal proposes several changes in its rate design,
including residential rate design changes, rate flexibility, and optional rate schedules for
core customers.

18. The Commission’s policy favors PBR for the utilities we regulate, wherever it
would further our regulatory goals and pblicieé. _ : |

19. The features of SoCal’s proposed PBR that would base rates on 1996 adjusted
throughput, extend cost allocations beyond July 30, 1999, alter the definition of a

-9] -

.
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“normal” temperature year, and eliminate the CFCA would violate the terms of the
Global Setttement. ‘

20. The Commission has a strong policy favoring settlements as a means of resolving
issue in its proceedings, and will generally not change the terms of a settlement after it
becomes a Commission order.

21. Certain features of SoCal’s proposal are unrelated to the PBR system of
incentives.

22. The pendency of the merger of Pacific Enterprises and Enova Corporation
increases the likelihood that capital spending will be curtailed and expenses otherwise

forgone before the merger is consummated or disapproved.
23. Itis probable that SoCal will experience systemwide sales growth in the next five

years.

24. Consideration of the pending Enova-Pacifi¢ Enterprises merger requires us to be
able to track savings. Savings with respect to SoCal cannot be tracked if rates, rather
than the revenue requirement, are indeied.

25. SoCal’s rate base has been declining since 1995 as the result of depreciation.

26. SoCal’s proposed indexing mechanism fails to recognize its unique
circumstances, particularly its declining ratebase and the likelihood of increased
throughput. ‘

27. SoCal’s proposed PBR does not include a mechanism for sharing net savings
with ratepayers.

28. In R.97-04-011/1.97-04-012, the Commission pieserved the opportunity to adopt
an interim order with respect to SoCal’s proposal for flexibility in introducing new
products and services. - .

29. It would be unfair to allow one energy utility to operate on an unregulated and
competitive basis while requiring the remaining energy utilities to participate in
R.97-04-011 and 1.97-04-012 before allowing them to offer the same services into the
same market on a detariffed, competitive basis.

30. Hf the Commission considers SoCal’s requests with respect to the introduction of

new products and services, there are a number of questions that would need to be

-92-




R:$7-11-012, A95-06-002 ALJ/VDR/tcg ¥ %%

answered for the Commission to fulfill its regulatory responsibilities under the proposal .
and to ratepayers generally.

31. SoCal and ORA reached agreement on several disputed issues during the course
of the hearing. At the time of submittal, ORA and SoCal had disagreement over
approximately $71.7 million in costs.

32. SoCal proposes that the same rate be used to escalate and deflate the estimates
presented in this proceeding to make them comparable.

33. ORA, TURN and SoCal agreed to a level of expenses for customer accounts of
$111.77 million. They also agreed that costs for administration of the CARE program
should be included in SoCal'’s rates until and unless another party is responsible for the
administration of the program. '

34. SoCal’s proposed late payment charge is not necessary for the establishment of
base margin.

35. SoCal, TURN, and ORA agreed to total expenses of $20.37 million for gas storage
and $25.017 million for gas transmission.

36. SoCal’s request for gas distribution costs is somewhat lowver than ORA’s due to a .
difference in their respective escalation rates.

37. ORA, TURN, DGS, and SoCal agtee to funding for DSM in the amount of
$27 million, to be included in a one-way balancing account.

38. ORA, TURN, and SoCal agree to fund non-DSM marketing at a level of $24.136
million.

39. SoCal proposes a level of $12 million for funding direct assistance programs.
NRDC proposes retaining the existing funding level of $18 million. SoCal’s requested
funding level recognizes that the direct assistance program market is becoming
saturated.

40. SoCal did not denionstrate that its PBR will increase regulatory activity.

41. SoCal did not demonstrate with evidence that its executive compensation rates
are comparable to those offered to individuals working in markets from which SoCal

recruits.
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42. SoCal’s total compensation levels are reasonably close to market levels.

43. SoCal did not present édec]uate documentation to support the reasonableness of
billings from Pacific Enterprises for the work of 50 attorneys.

44. SoCal’s affiliates promote new lines of business that are not directly related to
utility activities or that are not activities for which SoCal may seek funding from
ratepayers.

45. SoCal and ORA reached agreement on issues r‘egarding franchise fees with the

exception of the appropriate rate. :
46. SoCal did not occupy or lease to others 15% of the Gas Company Tower in 1995.

It did not occupy or lease to others 20% of the Gas Company Tower in 1996. SoCal did
not demonstrate that the Gas Company Tower will be 97% occupied in 1997.

47. ORA proposes a disallowance of Gas Company Tower lease costs which
recognizes, in part, SoCal’s plan to increase occupancy.

48. The Commission’s policy in general rate cases is to base revenue requirement
changes on a test year forecast.

49. SoCal appears to have removed non-recurring costs in its forecast of geéneral
plant maintenance costs.

50. ORA and SoCal agreed to an expense level of $82.124 miltion for various pension
~ and benefits costs. The parties also agreed that, if annual pénsion trust contributions
must exceed $12 million ar’uiua]ly, SoCal may enter the additional funding requirement
into a memorandum account and seek recovéry of amounts in a subsequent PBR filing.

51. ORA'’s estimate of PBOP overcollections during 1992 through 1995 appears
consistent with the one the Commission adopted in D.93-12-043 and the method’s
results are consistent with those presented by SoCal’s actuary.

52. SoCal shall adjust the CFCA and NSBA with appropriate entries to reflect the
$3.5 million refund for PBOP for 1992-1995.

53. SoCal’s request for funding of non-recurring costs associated with its microwave
network is excessive. Removing $0.124 million from the account résults in an increase of

21% to Account 184.7.
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S4. ORA made several adjustments in Account 163.0 and Account 184.7 to reflect
calculation errors, which SoCal does not dispute. .

55. The Global Settlement states that all capital costs and expenses related to
increasing noncore load and related carnings are the responsibitity of SoCal.

56. SoCal did not demonstrate that Line 6900, Line 6902 or Line 325 ¢onstnuction
would serve core needs except incidentally.

57. D.93-23-043 determined that the GasSelect project served noncore customers and
should therefore not be included in rate base. SoCal has not distinguis;hed the GasSelect
upgrade in ways which would change this determination.

58. SoCal has not demonstrated that the GEMS project will benefit core customers
except incidentally.

59. SoCal has not used half of the space available at the Torrance and Mountain
View Headquarters and intends to sell or lease the facilities in the near future.

60. SoCal appears to have assumed the risk associated with litigation arising from
nitrous oxides in gas received from certain of its producers. SoCal would include the
costs of litigation in rates but not the settlement proceeds.

61. Only 40% of the CIS investment is included in 1996 rate base. For rate base
calculations, Commission policy provides that rates include only those investments that
are included in rate base during the review period.

62. SoCal provided adequate evidence to refute ORA’s claims that SoCal's deferred
credits for regulatory and litigation losses are cost-free for purposes of calculating
working cash requirements.

63. Vacation accruals represent cost-free capital for purposes of calculating working
cash requirements.

64. Workers’ compensation'accruals represent cost-free capital for purposes of
calculating working cash requirements. -

65. The average time SoCal takes for bilting and collecting customer advances for
construction is 33 months, an amduht that is attributable either to mismanagement or

tolerance of subsidies to developers who are late in remitting payments.
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66. SoCal does not oppose ORA's proposed reduction of $0.899 million in estimates

of customer advances for construction.

67. SoCal has access to about $29 miillion in capital attributable to customer deposits.

63. SoCal does not oppose ORA’s proposed reduction of materials and supplies costs
in rate base in the amount of $0.202 million.

69. SoCal and ORA'’s estimates of some depreciation expenses and plant balances for
1995 differ as a result of their differing estimates of rate base.

70. SoCal’s methodology for calculating 1996 plant additions assuntes that all plant
additions occur on the first day of the year, giving the cofnpan)' credit for rate base
investments that are not made until subsequent periods.

71. ORA's method for estimating 1996 plant additions is consistent with the
Commission’s usual practice and fairly reflects anticipated investments.

72. The Commission has traditionally allowed utilities to recover ad valorem taxes
as expenses rathér than as capital costs.

73. SoCal and ORA agreed to RD&D expense levels of $7.8 million. They also agree
that 100% of royalties attributable to projects underway or completed prior to the
implementation of PBR would accrue to ratepayers and that royalties from subsequent
projects would be shared equally between ratepayers and shareholders.

74. SoCal did not demonstraté that itintended to spend all funds allocated to RD&D
on RD&D projects. .

Conclusions of Law
1. SoCal’s proposed PBR conflicts with existing Commiission decisions and orders,

or with policies we have articulated previously. In order to ensure that SoCal’s PBR
conforms to these principles, we must modify the PBR program before we can adopt it.
2. SoCal's proposal would conflict in certain respects with the terms of the Global
Settlement.
3. The absence of a sharing mechanism in SoCal’s PBR proposal is contrary to
Commission policy, and the adopted PBR program should therefore include a sharing

mechanism.
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4. The Weather Normalization Mechanism and the Energy Efficiency Adjustment
Factor proposed by SoCal would increase, rather than simplify, regulation.

5. Features of SoCal’s proposal which are unrelated to the PBR system of incentives
should not be adopted as part of our order in this proceeding.

6. We should adopt ORA's proposal for price indexing, consisting of a weighting of
labor expense, nonlabor expense, and capital inputs to total costs, that is the average of
gas operations for SoCal, PG&E, and SDG&E.

7. Weshould adopt a Year 5 total productivity factor of 1.5%, consisting of 0.5%
historical productivity and a 1.0% “stretch” factor (or “consumer dividend”) for factors
within the control of utility management. The productivity factor shoutd be "ramped”
up in each of the five years of the PBR, so that year 1 will be 1.1%, Year 2 will be 1.2%,
year 3 will be 1.3%, year 4 will be 1.4%, 4nd year 5 will be 1.5%. Recorded data should
be used to determine the 1996 customer ¢ount.

8. The CFCA should be retained, at least until the expiration of the Global
Settlement, in the PBR program we adopt.

9. The PBR program we adopt for SoCal should index the revenue requirement per
customer rather than rates.

10. Establishment of the base margin for SoCal’s PBR program should not place
SoCal shareholders at risk/reward for variations in throughput at least until the
expiration of the Global Settlement.

11. We should not addpt SoCal’s proposed indexing mechanism.

12. The adopted indexing mechanism should recognize the special circumstances of
SoCal’s declining rate base. In order to conform the proposal to other adopted PBRs,
while at the same time accounting for uncertainty in estimating the impact of this
special circumstance, we should add 1.0 percent each year to the adopted productivity
factor. The adopted “X” factor therefore should be 2.1 percent in year 1; 2.2 percent in
year 2; 2.3 percent in year 3; 2.4 percent in year 4; and 2.5 percent in year 5.

13. SoCal’s PBR program should include a mechanism for sharing net savings with

ratepayers.
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14. We should adopt a sharing mechanism as part of SoCal’s PBR that will increase
in eight steps SoCal’s share of net revenué from 25% to 100% from 25 basis points above

the benchmark rate of return up to 300 basis points above that benchmark, and should
not share the deficit below that benchmark. The benchmark rate of return should be the
current adopted rate of return.

15. We should adopt the cost categories suggested by SoCal for exclusion from PBR.

16. Z factors should be handled outside of the PBR mechanism and separately
adjusted in the manner proposed by SoCal.

17. PBR rates under the adopted program should be implemented at the beginning
of the next calendar year but could, at SoCal's discretion, be implemented as of the

beginning of the ¢urrent calendar year if this program is adopted before the end of the

calendar year.

18. We should adopt ORA’s proposal for a ¢ost of capital triggering mechanisni
during the PBR period, coupled with the “MICAM” mechanism for rate adjustment that
we recently adopted in D.96-06-055.

19. We should adopt ORA’s proposal for a rate of return “offramp,” which would
suspend SoCal’s PBR program before the five-year minimum term if rate of return
deviates by 300 basis points above authorized eamings, or 175 basis points below
authorized earnings, for two consecutive years.

20. We should conduct a midcourse review of SoCal’s PBR program before theend -
of the five-year minimum term. SoCal’s 1998 BCAP (or its successor proceeding) should
serve as the forum for that review.

21. SoCal's PBR should remain in effect for a minimum five-year term, and should
be terminable in the manner proposed by ORA.

22. We should adopt the program for ensuring maintenance of service quality,
customer satisfaction, and safety that is proposed by SoCal, ORA, and TURN, and set
forth in Exhibit 210.

23. We should adopt SoCal's proposal to implement the annual PBR rate adjustment
and report on all aspects of the PBR program through the filing of a detailed annual

advice letter and supporting workpapers on October 1.
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R.87-11-012, A95-06-002 ALJ/VDR/tcg ¥ *

24. We should deny SoCal’s request to eliminate or modify existing reports required
by the Commission at this time and require SoCal to file an annual PBR éerformance
report, similar to that which is now filed by SDG&E.

25. SoCal should be allowed to offer negotiated rates and optional tariffs provided
that the price floor is above class average long-run marginal cost and shareholders are
entirely at risk for revenue shortfalls.

26. SoCal's request for flexibility in introducing new products and services should
be considered in the affiliates rulemaking and investigation (R.97-04-011, 1.97-04-012).

27. The Commission should calculate non-labor cost forecasts by deflating the 1996
dollars using a factor of 3.72%, and inflating them by using a factor of 2.23%.

28. The Commission should adopt all matters resolved by way of stipulation
between SoCat and ORA éx‘(‘ept as provided herein.

- 29. The Commission should adopt ORAs adjustment to account 920 regarding
consultant fees.

30. The Commission should adopt TURN's proposal to reduce Accounts 921 and 920
to reflect excessive executive compensation. . |

31. The Commission should disallow $1.924 rhiiliOn associated with affiliated

transactions.

r

32. The Commission should disallow $2.939 million for costs estimated using SoCal’s
multi-factor allocation formula for calculating the cost of service provided to SoCal by
its affiliates.

33. The Commission should reduce Account 928 by $0.026 million to reflect the
lower costs of regulatory activity.

34. The Commission should disallow $5.384 million attributable to Gas Company
Tower cosls to recognize that substantial portions of the property is not used and
useful.

35. The Commission should calculate the PBOPs overcollection for the period
between 1992 and 1995 using a 21% escalation factor, consistent with D.93-12-043. SoCal
should adjust the CFCA and NSBA with appropriate entries to reflect the $3.5 fillion
refund for PBOPs for 1992-1995.

.
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36. The Commission should reduce funding for Account 184.7 by $0.124 million to
reflect SoCal's inclusion of nonrecurring costs for maintaining its microwave network.

37. The Commission should remove from rate base $29.028 million associated with
construction on Lines 6900, 6902, and 325, and all costs associated with the GEMS
upgrade and the GasSelect project, consistent with Commission determinations that the
costs of serving noncore customers in cOmpetitivé markets should not be allocated to
the general body of ratepayers. In additiom the Commission should remove
$6.18 million associated with Pacer and overheads capitalization.

38. The Commission should not remove $23.4 million from rate base related to the .
Torrance and Mountain View Headquarters.

39. The Commission should reduce Account 920 by $0.8 million to recognize the cost
of litigafing the Ventura/ szii- Project but permit S¢Cal to retain the proceeds of the
settlement reached from associated lawsuits.

40. The Commission should recognize in rate base 40% of CIS costs, rather than 100%
as ORA and SoCal propose.

41. The Commission should not adjust SoCal's estimate of working cash to reflect
$58 million in deferred credits, and $29 million in ¢ustomer deposits.

42. The Commission should adjust SoCal’s estimate of working cash to reflect
$18 million in vacation accruals, $21 million in workers compensation accruals, and
$11.6 million in customer advances for construction.

43. The Comnission should adopt depreciation expenses consistent with its findings
regarding appropriate levels of rate base.

44. The Commission should adjust SoCal'’s estimate of 1996 plant additions by
$7.433 million to reflect a 40.29% weighting factor rather than SoCal's 100% weighting
factor, which assumes all plant additions are made on the first day of the year.

45. The Commission should retain a one-way balancing account for RD&D.
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ORDER
IT IS ORDERED that:

1. The applicalfon of Southern California Gas Company (SoCal) for adoption ofa
system for performance-based ratemaking (PBR), for the portion of SoCal’s rates that
recovers the costs of providing gas utility service which are normally reviewed throu gh
the general rate case (GRC) bro::eSs, is granted with the modifications set forth in the
foregoing opinion, and in the findings of fact, conclusions of law, and appendices to the
Order.

2. Not later than July 23, 1997, SoCal shall file a detailed advice letter which shall

include: _ _
‘a. A revised set of proposed tariffs, constructed in acéordance with paragraph 1

of this Order for the portion of SoCal’s rates that recovers the cost of providing gas
utility service; and |

b. An election of the effective date of the PBR raechanism adopted pursuant to
this Order.

3. Within 30 days after the effective date of this order, SoCal shall file an advice
letter to impleﬁient this PBR. This advice letter will be subject to approval by the
Commission by means of a resolution.

4. The Commission staff shall monitor and evaluate the operation of the adopted
PBR program throughout the period it remains in effect.

5. Midcourse fe'view of all aspects of SoCal’s PBR shall be conducted as part of
SoCal’s 1998 Biennial Cost Allocation Proceeding (BCAP), or the successor proceedmg if
the Commission no longer conducts the proceeding as a BCAP.

6. SoCal shall file an annual PBR performance report as set forth in the opinion, for
processing on the followmg schedule:

a. April 1 - SoCal shall furnish a draft sharable earnings letter to the
Commission’s staff, mcludmg workpapers showing detailed operating results for its

base rates.
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b. July 1- Commission staff shall submit its report on its audit analysis of

SoCal'’s sharable earnings results.
¢. July 10 - SoCal shall file its final perforinance advice letter, with supporting

workpapers.
d. July 31 - Protests may be filed in accordance with General Order 96-A.

7. On October 1 of each year, SoCal shall file an advice letter which will implement
the annual PBR rate adjustment for the foll_owihg year.

8. During the period that SoCal’s PBR program remains in effect, the requirement
for SoCal to file a GRC is suspended, except as specifically provided under the terms of
- the adopted PBR program.

9. SoCal's request for flexibility in introducing new products and services, as
described in Exhibit 7, section B, is denied.

10. The proceeding is closed.
This order is effective today.
Dated July 16, 1997, at San Francisco, California.

P. GREGORY CONLON
President

JESSIE ). KNIGHT, JR.
HENRY M. DUQUE
JOSIAH L. NEEPER
RICHARD A. BILAS

Commissioners

We will file a joint dissent in part.

/s/ HENRY M. DUQUE
Commissioner

/s/ JOSIAH L. NEEPER
Commissioner
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APPENDIX A |

CUSTOMER SATISFACTION,
- EMPLOYEE SAFETY,.

~ AND

* SERVICE QUALITY




Measuring Customer Satisfaction

Annual targets will be established for four service

attributes: (1) customer satisfaction with the telephone Customer

Service Representative (CSR), (2) customer satisfaction with the
scheduling of the appointment for a field service call,
(3) satisfaction with the fieid Appliance Service
Representative (ASR), and (4) the percentage of on-time arrival
for the service call. Customer satisfaction with these four
service attributes is'currently measured by way of question
numbers 9, combined 19 and 28, 23, and 29, respectively, in the
SoCalGas' customer satisfaction telephone survey,

The annual targets will be based 0p0n the average
perfornance for 1994 through 1996 for each of the four service

attributes, measured as the percentage of customers “satisfied”

<2- JOINT TESTIMONY - CUSTOMER |
: SATISFACTIONSERVICE |




\DQQO\U’-&-UNH‘

MMMMNHP’HHHHH)—'HH
bwmwoww-qmmhwwo—-o

with the service provided (.e., responding with an 8, 9, or 10
on a 10 point scale) on lhe first three attributes, and the
percentage of “yes” responses on the on-time arrival attribute,

Each service'attribute carries a potential monetary
penalty. For purposes of determining whetheér a performance
penalty will be imposed upon SoCalGas, the target for each
sexvice attribute will have a one point deadband below the
target.

As long as each pérformance level remains at or above
the one poinf deadbahd,'SoCélGas will not bé penalized. should
performancé decline below the deadband, SoCalGas will be
penzlized $10,000 per 0.1 point decliné for the first point below
the deadband. For any further performance decline, SoCalGas will
be penalized $20,000 per 0.1 point decline.

Based upon the aVerage customer éatisfactiOn telephone
survey results for 1994, 1995, and through November 19386, the
current targets would be as follows:

Target Deadband
CSR Performance (Q9) . %0.7 89.7
Appointment Scheduling (019 & 28) 79.1 78.1
ASR Performance (Q23) 94.3 3.3
On Time Arrival (Q29) 95.2 94,2

The ultimate target amounts will be based on averages
including the entire year’s results for 1996. Table 1 attached
hereto contains the data that forms the basis for the target and
deadband caiculations.

Telepﬁone Respénse Tiﬁe

In addition to the foregoing customer satisfaction

< 3. JOINT TESTIMONY « CUSTOMER
SATISFACTION/SERVICE
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targets, an annual call center performance standard will require
80% of all telephone calls to be answered within 60 seconds for
regular calls, and wilt require 908 &f all leak and émergency
telephone calls to be answered within 20 seconds. SoCalGas will
be penalized $20,000 per 0.1 point decline below each standard
(i.e., 80% and 90%), with no deadband.
Employée Safety Standard
Also, an annual employee safety standard will be
éstablished at 9.3 incidents per 200,000 hours worked, with a
deadband of 1.0 point in each direction. The annual measure for
this standard will be the OSHA Recordable Injury and Illness
Rate (Rate). Penalties would be paid by SoCalGas if the annual
Rate exceeds.lo.é. Rewards would be paid to SoCalGas if the Rate
falls below 8.3. Penalties and rewards will bé assessed at
$20,000 per 0.1 point outside the deadband.
Quarterly Reports
In addition to the foregoing incentive mechanisms,
SoCalGas will provide rebOrts to the Commission, on a quarterly
basis, containing monthly data on the foliowing customer service
qu%lity indicatbrs: '
¢ Level of buSy signals in the call center (number of
Customers receiving a busy signal per each 100 calls)
Estimated meter reads (percentage of total reads that
were estimated)
Leak response time (percentage of leak calls responded to
within 30 minutes Monday through saturday betweéen
7:00 a.m. and 5:00 p.m., and within 45 minutes during
other times)

-4. JOINT TESTIMONY « CUSTOMER
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9
J
7
8
9

10
11
12
13
14
15
16
17
18
19
20

{)

Missed appointmeqts (percentage of appointments missed
due to utility error)
Customer problems resolved on the first service call
(percentage of survey respondénts indicating their
problems were resolved on the first service call)
At this time, no penelties will bé assessed with
respect to these performance indicators.
The busy signals and leak response time report data
would be available to the‘public;, At the timé of the initial
tiling of other reports, SoCalGas may eléct to use Commission
procedures to seek confidential treatment of the remaining report
data, or part thereof. Any party may challenge SoCalGas'
designation of materials as confldential
Review of Customer Sérvice Quality
These parties recomménd that a review be undértaken to #
examine the status of customer service quality indicators,
including the penetration of the CARE ptogram{ This review would
be done eéither in a mid-course review proceeding or forum OII if
the Comnission adopts such proceedings, or alternatively, in
aeether appropriate Commission broceeding.
Penalty/Reward Treatment
Penalties and/or rewards will beé assessed as a part of
the Annual Rate Adjustment Filing. The initial measurement
period will begin on July 1, 1997, or the implementation date of
PBR if it is later. It will end on June 30, 1998. Any rewards

and/or penalties will be reflected as an increase or decrease in‘

rates on January }, 1999,

Table 2, attached hereto, illustrates the penalty

«5- JOINT TESTIMONY « CUSTOMER
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amounts associated with yarious levels of performance on the four
customer servicé attributes and the tw6 telephone response time
indicators, Table 3 illustrates the réward and péhaliy amounts
associated with various levels of performance on the ehployee
saféty standard.

Should the aggregate total of penalties assessed
pursuant to the forgoing mechanism in any one year reach or
exceed $4 miliidn, SoCalGas will refund $4 million to ratepayers
and an invéstigation‘by thé CPUC would be triggered to consider

whether the penélty mechanism is working properly,'andfor whether

appropriate remedies aré in blace'to address service
déterioration. SoCélGas‘could argue that penalties béyond »
$4 million should not be assessed, and other parties could oppose
that request. SoCalGas would be subject to whatever additional
penalties the Commissioﬁrdéterminéd to be appropriate at the
conclusion of its investigation.

With the excéption of the performancé indicators
recommended by TURN that relate to the late payment charge i.e.,
mailing bills and posting payments), the recommendations made
he;ein would be impleménted in lieu of various satisfaction,
service, and safety measures proposed in the prepared testimonies
described above. The performance indicators that relate to the
lafe payment chargé are not a part of this joint settlement
proposal, and will remain subjeCt to a litigated outcome.
Accordingly, the joint recommendation does not include an
aggregate customer satisfaction index; mandatory customer
mOnetary credits for missed appointments, delayed leak responses,

disconnects by reason of utility error, or winter oéutages greater

-6- . JOINT TESTIMONY - CUSTOMER
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than 24 hours; a mandatory customer satisfaction mail Suirvey .
I requirement; or, quarterly reports upon any service qu'ali_ty #
indicators other than those identified herein. '
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Customer Qrvlce Attrlbutes 'able 1
1991-1996

Satisfaction Satlsfaction Satisfaction . OnTime
¥ of Customers CSR .| AptAfrangement ASR Appointment
Answering QY - Q19/Q2s - Q23 - Q29 ,
Question %8-10 : %8-10 %8-10 %YES
1991 11887 88.6% : T 93.2% -
1992 . 24145 89.2% 83Q2 94,.5% 93Q2
1693 25707 80.8% - 81.7% 94.3% 95.7%
1994 26859 89.9% . 18.3% 94,0% . 94.7%
1995 . 20218 90.5% 719.1% 94.3% ' 8954%
1998 YTD Novambet 24913 01.6% - 19.9% 94.6% 95.7% -

3496 average 0.7% T94% T 94.3% T 95.2%

Deadbands , 89.7% 78.1% TTT933% $4.2%

86 Cal Gas Co Confidential




Table3
Example of Reward/Penalty Structure

Employee Safety Standard

Reward* OSHA Récordable Rate Penalty*

10.8 $100,000
10.7 $ 80,000
10.6 $ 60,000
10.5 $ 40,000
10.4 $ 20,000

Deadband 10.3 $ 0
Target $ O 93 $ O
Deadband $ 0 83
$20,000 8.2
$ 40,000 8.1
$ 60,000 8.0
$ 80,000 7.9
$100,000 7.8

*$20,000 penalty/reward pér tenth of point décline in performance

(END OF APPENDIX A)
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Tarke ]

SOUTHERN CALIFORNIA GAS COMPANY

SUMMARY OF EARNINGS

AT PRESENT AND ADOPTED RATES

Test Year 1995
(Thousands of Dollars)

ADOPTED

Exceeds Preszat

Descripbon

PRESENT

ADOPTED

Amount

Percent

[N

(B)

(CBA)

(D-C/A)

Opersting Revenues

Gas Base Margin

1,543,704

L3153

-14.8%

Onher Revenues

33,3897

33,337

(25.363)
0

0.0%

Tolal

1,598,091

{223,363)

-144%

Less: CostofGas

0

1,368,728
0

0

N'A

Net Operating Reverues

1,593,091

1,368,728

(223,353)

-1444%

Openaling Expenses

Reassignments

39.429)

(EXT))

Clearing Acccunts

33,07

33073

Underground Storage

20313

20313

Transmission

75,016

25,016

170,597

170,599

Customer Accounts

105,367

103,367

Uncollectibles

733

6,347

Marketng

23,408

23408

Administrative & General

277483

24

Franchise Raquirements

23,142

19,755

Exec Comp Adjustment

(606)

P & B Adjustmént

(606)
0

0

Suttotal (1555 Dollars)

665,143

661,317

Lator Escalation Amount

10,113

10,115

Noa-Labos Escalation Amount

2,116

7,116

Subtctal (1556 Dollars)

€82,980

678,603

(4,372)

Productivity Adjustment

0

0

0

Depraciatica

291,142

241,147

0

Taxes Othee Than On Income

61,011

61,011

0

CA Corpirstion Franchise Tax

48,5712

28,633

(19559)

Federal Income Tax

187,334

108,637

(78.747)

Tota] Openating Expenses

1,221,095

1,113,087

{5103,008)

Net Operating Revenues

$376,996

£250,641

(5124,333)

Rxfe Base

2,660,734

266011

0

Rate of Return

14.17%

942%

4."5‘;’-

eog-Frr-ticalvig

{Ravissf §/9/97)
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Table 1-A

SOUTHERN CALIFORNIA GAS COMPANY

Comparniséaof

SUMMARY OF EARNINGS AT ADOPTED RATES

Test Year 1996
(Thousands of Dollars)

ADOPTED

SoCalGas

Descriptica

A)

®)

Opcnbng Revenuds

Gas Base Magn

1,3-15,34'1

i 1368275

Othér Revenues

53,387

33,3817

Tolal

$1388,028

0

$1.419,662

0

Less: Costof Gas

Net O;vcnung Revenues

$1,368,128

$1A10.662

Operating Expeasés

Rmﬁmb

GIAD)

(D

Clearing Accounts

33,09

33,291

Stofage

203713

20313

Transmission

- 23016

25017

170,599

120,599

Qustomet Accounts

105367

105,160

Uncolléctibles

6317

6,566

Markeling ]

23,408

‘ B3

Administrativé & Gene

277463

proall)

Franchise Requirémeénts

13,755

Exec Comp Adpustmént

(606)

P & B Adjustmént

Q

£661317

Sobiol (1555 Ddlars)

Tabor Escalatica Amount

10,115

NoorLaboe Escalation Amount

7,116

Subtota] (1996 Dollars)

$678,608

Productivity Adjustment

0

Depreciation ,

231,147

Taxes Othét Than On Income

61,011

61383

CCFT

28,4683

3

Federal Income Tax

108,637

13,19

$1,118,087

$1,15823¢

Tolal Opérating Expenses

$250,641

NESTIWFL

N@cnﬁng Revemues

R.lle"Bjnse 7

2,660,

2755658

Rate of Retumn

9.42%

LY V)

(Fevietd 4/3/37)




Tstie 2
SOUTHERN CALIFQRNIA GAS COMPANY
CLEARING ACOOUNTS SUMMARY

(Thousands Of 1993 Dollars Unless Otherwise [adkcated)
Test Year 1998

Account O .
No. Desciption ADOPIED

A)

Geaeral Senikes

Stotes Expense 4,450
Shop Expense . 3
Tool Expense 5414
Avto & Const. Equipment 27,678
Miscellantous Pipeline Materia) 626
Print Shop 4

Total General Senvices $3290

Communikabons

Communications Expense

Totsl Communicatons

Operations Suppodt

Other Shop Expense-Bldg Opa’s
HQ BMg Expease -

Total Operations Support

TOTAL CLEARING ACOOUNT (19938)

Escalation Amounts, 1995 to 1996
Laboe
Noo-Labot
Othee
Total

TOTAL CLEARING ACCOUNT (19965)

LABOR ADJUSTMENT (19563)

sog-pre-ficalvid Cevised 8/0797)




Tatle3
SOUTHERN CALIFORNIA GAS COMPANY

UNDERGROUND GAS STORAGE EXPENSE
SUMMARY
(l‘bousands of 1995 Dollars Unless Otbenuse Indicated)
Test Year 1996 -

Accoudt :
No. T Deserpbon

—_—

Supenvisica and Engincering

Maps and Records

| Wells expensés

Linés expenses

Compressor Statioa npco.ses

Compressoe Sta. Foel and Power

_ -} Measuring & Regulating Statica E‘xp
| Punification Expénse .

GasLosses .

Orhér Expénses

Storagé Well Roynhts

Rents

o= S| NO] 00] W] O WA L) | N e

-
-

Maitcnance

.| Structures and Improvements
Wells -
Lines -
Compressot Station Eqnpmt
Measuring & Reg Staton Equip.
Punfication Equipmeént
Other Equipment

Total Maintenande expenses

TOTAL UNDERGR. STORAGE (15935)

Eséalation Amounts, 1995 to 1996
Labo -
Non-Labor
Other
Tota!

TOTAL UNDERGR. STORAGE (13965)

TABOR ADJUSTMENT (19968)

#3g-prr-fizalvit _ (Revised §/9)97)




TaNe 4
SOUTHERN CALIFORNIA GAS COMPANY

GA'S TRANSMISSION EXPENSE
SUAMMARY

(Thousands Of 1995 Dollsss Unless Otherwise Indicsted)

Test Year 1996

Atcount i
No. Descripton

Optiation

Supenision and Engneering 1,571
Systenm Coa & Load Dispatching 1,663
Compeessor Station 1,638
Gas Fot Compressor Station Fuel 0
Mains Expenses 1,692
Remova] of Coodensate 0
Messuring & Reg. Station Exp. 1,327
Trans & Comp. of Gas by Others 0
Transmission Maps and Revords e K]
Ouk:er Expenses 2,713
Joint Expenses ) 0]
Rents 3,208

N = D000 wlon el | 0]

s
L

Total Openation $19.812

Maintenance

Supernision and Engineering 0
Stroctures and Impeovements 108
Mains 2205
Compressot Station Equipment 2345
Measuning & Reg Stahoa Equip. 417
Othet Equipment 129

Totd Maintenance $3.204

TOTAL TRANSMISSION (19955) $25,016

Escalation Amounts, 1995 to 1996
Labot¢ 4617
NoaLabor 22
Other - 0

Tota) $688

TOTAL TRANSMISSION (19963) $25.104

LABOR ADJUSTMENT (15963) | )

sog-ple-Licalvid (Ravined €/9/93)
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SOUTHERN CALIFQRNIA GAS COMPANY
GAS DISTRIBUTION, MEASUREMENT, ENGINEERING &
ENVIRONMENTAL EXPENSES SUMMARY
(Thoosands OF 1995 Dollars Unless Otherwise Indicated)
Test Year 1995

Acvount . e !
No. Description ] ADOPTED

—

A)

O;aenﬁon

§700 | Sopervisioa and Engineecing B TN T3

8$790 | Mains and Senvices Expenses )

3750 | Mews & Reg Suboa Bp ' 331

8780 [ Mcter & Bouse regulator expense

§790 | Customer Install Exp.

T80 | Other expenses

28310° |Rents

Total Opération

Maintenance

&Jpéniﬁm and Engintering

Mains

Meas & Reg Sation Equip

Senices

Meters & House Regulatoes

Other Equipment ) l o

Total Maintenance $35.111

TOTAL EXPENSES (15958) . §170,59%

Escalabon Amounts, 1995 to 1996
Laboe - - 4,582
_Non-Laboe . 513
Other L .0
- Tolal ] ' ] $5,075

| TOTAL EXPENSES (19963) ' 3175678

ssg-prr-fitalvid . (2aviee? 69/0))




Table 6
SOUTRHERN CALIFORNIA GAS COMPANY

CUSTOMER ACCOUNTS EXPENSE
SUMMARY
(Thousands of 1993 Dollars Unless Othernise Indicated)
Test Year 1996

Account
No. - Desenpton

010 | Superision

- 902.0 Meter Reading Expenses

3030 | CostRec & Coliee Exp (Co.78)

9040 [ Uncollectible Accts (Pres.Rates)

Misc. Customér Accounts Exp.

TOTAL CUSTOMER ACCI§. (l9§5$) . $112,699

Tota) (Less Unoollecibles) $105,367

Escalation Amounts, 1995 to 1996

Labor

Non-Labor

Ocher

Tota!

TOTAL CUSTOMER ACCTS. (19968) $115.636

Total (Less Uncollectibles) $108,304

LABOR ADJUSTMENT (1936S)

#o3-pre-fazalvig {Revised §/3/37)
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SOUTHERN CALIFORNIA GAS OOMPANY
MARKETING EXPENSES
© SUMMARY
(Vhousands Of 1995 Dallars Unless Othernise lodicated)
. Test Year | 996

Accoﬁ'ni

No. o Dcscﬁpbon

DIRECT EXPENSES

OPERATION

Supenision

$02

Customer ASssance Expenses

~2.603

Toformational Tasted AJs

3933

Lﬁsc():stomct S\t & lni‘o Ex;vcnscs

16,169

0

Supc}%isim

0

Lﬁsc. Sales Expcnsés

[ TOTAL MARKETING EXPENSES(I9958)

$23.408

Escalatios Amoants, 1955 15 1555
Eabot IR

3l

HNoa-Laboe

87

Othér

[}

Total

| TOTAL MARKETING EXPENSES. (19565)

LABOR ADJUSTMENT (19563)

sog-pre-fizalvid - (Revised /340 -
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Tatles 8
SOUTHERN CALIFORNIA GAS COMPANY

ADMINISTRATIVE AND GENERAL EXPENSE
SUMMMARY

(Thousands OF 1995 Dollars Unless Otherwise Indicated)
Test Year 1998

Account

No. o Dcscnpbon

ADOPTED

)

Opeatoa

Administratve & Gen. Salanes

12,218

Office Suppliés and Expénses

32,516

Admin. & Gea. Transfer Ceedit

0

Outside Senxces Employed

58,563

Proptrl)' Insufanie

2,736

Injunies and Damages

20,042

Employee Pensions and Beoefits

§0,332

Feanchise Reqmnts (@ Pres Rates) -

23,142

Regulatory Commission Expenses

269

Misc. Generad Expenses

12,661

- S| 0] 00| w3 OV WA dm| i WD)

Reals

21490 |

—
L]

Tots] Openation

$294,101

—

Maintenance

Maiatenance of General Plant

Total Mainterance

TOTAL ADMIN. & GEN. (19958)

$300,610

Tolal (Less Franchisé Req )

$277.468

Escalation Amounts, 1995 10 1996

Laboe

1,358

Noa-Labote

4,558

Other

0

Total

$£3,956

TOTAL ADMIN. & GEN. (19968)

$£306,566

Total (Less Franchise Req)

$£283,424

TABOR ADJUSTMENT (19963)

$0

(Savined 6/9/97)




Table &
SOUTHERN CALIFORNIA GAS COMPANY
* REASSIGNMENTS
(Thousands Of 1995 Dollars Unless Otherwise Indivated)
» Test Year 1996
ADOPTED L

TABLE . - . ] B
No. |} Deséripion - ADOPTED .

(A)

Clearing Accounts , ' 13,216
Underground Gas Stofage 135
Gas Transmission : R 1,016

SUBTOTAL . : . $15,367

Gas Distnbution-Operabods Expénses 7,302
Gas Distnbution-Measurement Expenses 0
Gas Distibution-Engineéring Expenses 28
- | Environmental & Safety Expenses - 0
Customer Accounts 0
Marketing Expenses 0

Administration & General 15,756

SUBTOTAL $23,087

TOTAL REASSIGNMENTS (i995$) $£38,454

Escalation Amcunts, 1995 t0 1996
Labot 423
Noa-Labot 352
Other - 0

Total §975

REASSIGNMENTS (19968) $39,429

ADJUSTMENT (15958) S0

TOTAL REASSIGNMENTS (19565)

#:g-pre-finalvig (Eavinsd 6/9/37)




Tabke 10 )

SOUTHERN CALIFORNIA GAS COMPANY

DEPRECIATION EXPENSE

Test Year 1995
(Ttousands of 1996 Dollars)

Description

ADOPTED

(A)

Underground Swiaage

18,907

Transmission Plant

20,934

Distnbution Plant

164,617

General Plant

32,801

Subtotal

$232,259

Net Additons

2,211

Adjustmect for Plant Issues

]

Adjustrment for CIS dep'n accrual

1,284

Total Depreciation Expense

241,142

1996 Depeeciation Expense Estimate

240,142

ecg-pre-fivalvia 1Fevieed 6/3/37)




Table 11

SOUTHERN CALIFORNIA GAS COMPANY

DEPRECIATION RESERVE

Test Year 1996
(Thausands of 1994 Dollars)

Descriptioa ADOPIED

(A)
Reserve Balance @ 123155 $3,585090

Depeeciation Accrual 20,107

Retreménts & Net Sahvage — (50.939)

Ciéﬁng Ac-:oi:nt 0

Reserve Balance @ 1253156 2,776,298

Average Depreciation Adcrual 120,574

Average Retrements & Nel Sahvage T (25A7)

Average Clearing Account 0

1996 Total Weighted Avg. Resenve $2,681,154
(Line) +6+7+8)

pig-phr-fizalvil . (Revised 40)37)




Table 12

SOUTHERN CALIFORNIA GAS COMPANY

TAXES OTHER THAN ON INCOME

Test Year 1996
(Thousands of Dollars)

“Descripton | ADOPIED

)

Ad ‘.'L‘Ottm Taxes

Calforma ‘ T 35519

Total Ad Valorem Taxes . 15519

Payroll Taxes -

Fedenl Insurance Contrid. Act -
Federnl Unémploymént Insurasce
State Unemployment Insurance
Exhibit 57 Payroll Tax Changes

Total Payroll Taxes

Othét Taxes

Sales Tax Inccease
Hazardous Sudbstance Tax

Total Other Taxes

Tota! Taxes OTOL . £61,011

asg-prr-tisalvit ) ’ ' (Revieed 6/9/97}




Table 13

SOUTHERN CALIFORNIA GAS COMPANY

INCOME TAX ADJUSTMENT

Test Year 1996
(Thousands of 1996 Dollars)

#23-prr-flzalvid

- <

ADOFIED

Descipioa

—

)

Tax Depremﬁon

209431

0

0

0

Fined Charges Operating.

91.536

Removal Costs

. 6871

Repait Allowance

4,000

0

0

Miscellanecus-Net

(2,198)

-1
2
"3
4
- $
6
7
8
.9
10
n

0

Total CCFT Adjustments

$304,640

-
R

Federal Inoome Tax Adjustments

Tax Depreciation

Fixed Charg’és-Opcr;ting

Remova) Costs

21 scenaneous-Nei

Total FIT Adjustments

(Revined ¢/3]97)




Table 14
SOUTHERN CALIFORNIA GAS COMPANY
TAXES ON INCOME - PRESENT RATES

Test Year 1996
(Thousands of 1956 Dollars)

Descripton ADOPIED

A)

Cahifornia Corporation F}mchise Tax

Operating Reveaues ) $1,598,091

Op<rating Exp (ol peod adjust) 682,959
Taxes Othég Than On Ivome 61,011
Income Tax Adustménts 304,640

Californis Taxable Income $549,459

CCFT Tax Rate 00884

CCFT . $48,572
State Tax Adjustment 0

Subtolal $48,572

Delense Facilites Credit : . 0
Deferred Taxes 0

Totad CCFT

Federal Income Tax

Operating Revenods (3 1,593,091

Opecating Exp (el peod adfust) 682980
Taxes Other Than On Income 61,011
CCFT (Priot Year) 30,364
Income Tax Adpustments 279,348

Federal Taxa¥e Income §$544,388

FIT Tax Rate ) 0335

Federal Income Tax $190,536

Investment Tax Credit (2,867)
0
0
- : ) - ) " i 0
. . Average Raté Axsumption - (285)

Total Federal Income Tax $i87,384

e2g-prr-fizalviy (Revised €/9733)




Table 15
SOUTHERN CALIFORNLIA GAS COMPANY
TAXES ON INCOME - ADOPTFD RATES

Test Year 1996
(Thousands of 1996 Dollars)

Description ADOPIED

(6]

Califormia Corpocation Franchise Tax

Ope<iating Revemacs 31,368,728

Operating Exp (il prod adjust) 618608 |
Taxes Othés Than On Income 61,011
Indome Tax Adpustments 304,640

California Taxable Icome T 323,468

OCFT TixRate 00384

TowlCCFT » ‘ 28683
State Tax Adjustrent )

Subtotal $25,683

Defease Facilites Credit - )
Deferred Taxes 0

Tl CCFT

Federal Income Tax

Opcratmg Revenues $1358728

Operating Exp (incl prod adjust) : 678,608
Taxes Other Than Oa Income 61,011
CCFT : 32364
Income Tax Adjustments 219,348

Federal Taxable Incomé £319397

FIT Tax Raté¢ . 035

Federal Income Tax $111,759

Investment Tax Credit S (2.867)
Capulued I & Prop Txs 0
Supérfund Tax (Line 18%0.0012) )
Capitalized Employee Benefits 0
Average Rate Atsumption i - - (28%)

Total Federal Income Tax $108637

“cg-phr-fizalvia : ) Gevined 4/3/97)




TaNe 16
SOUTHERN CALIFORNIA GAS COMPANY
GAS PLANT IN SERVICE
Test Year 1996
(Thousands of 1996 Dollars)

Descnpton ADOPTED

[E)

1995 BOY GAS PLANT : $35,555,550

1956 HET ADDITIONS:

Gross Additons 163,196

Less Retirements {3%4%4)

Net AddiSons 124,742

1996 WEIGHTED AYG. ADDITIONS:

Weighting Percentage

Weizghted Avg Net Additions

1996 CUSTOMER INFO SYSTEM:

Net Addition

Wid. Avg. Addition

SPECIAL RETIREMENTS:

Plant No Loager Used & Useful

1996 EOY PLANT (1+4+7-9) 3,703,246

1996 WID. AVQ. PLANT (11648-9) 3,630,762

esg-ptr-fizalvid X (Revined §/9/37)




Tite o7
SOUTHERN CALIFORNIA GAS COMPANY
WEIGHTED AVERAGE DEPRECIATED RATE BASE
AT ADOPTED RATES

Test Year 1996
(Thousands of 1996 Dollars)

“Descrpion ADOFIED

&)

Weiglileﬁ Av;t:age Gas Plant v

1

GasPuamt , _ 3.630,762

Total Weightod Average Flant ’ 5.630,763

Working Capital:

Matenials and Supplies ‘ } 14,303
Accum. Def. 1T Contnib £ Ady, 22,249
Work in Progress - © 12,388
Wocking Cash 26,455

Total Working Capital §75,425

Total (Line 247) 3,706,187

Less Adjustments:

f
Cuostomer Advances 53,299
Deferred Rev, Net Of FIT 9,624
Acc. Defeired FIT-Depeéciation 293,237
Aéc. Deferred Taxes 1]
Acc. Deferred ITC 1,344
Ahso Gas Rights 210
Gain On Sales T 6,545

Total Deductions $363.259

Depreciation Resenve 2,681,194

Total Adjustments (Line 16#17) 31,045,453

Tola] Rate Base (Lin¢ 8-18) N : £2,660,7134

s:3-prr-fizalvie (Reviedd 69737}




Table I8
SOUTHERN CALIFORNIA GAS COMPANY

DETERMINATION OF AVERAGE AMOUNTS OF WORKING
CASH CAPITAL SUPPLIED BY INVESTORS

Test Year 1996
(Thousands of Dollars)

D seriptica

Opéntional Cash Requirements

Required Bank Balances Cash 0
Spécial Deposits & Working Funds 160
Oihér Receivables 1,140
Othet Prepayments 2,130
Deferred Deluts 3520

Tota) Operatl Cash Reguirement $17,570

Plus: Working Cash Rqmnt from bigin
Collection of Revenmes 68,122

Less: Amounts Not Supplied By Investoss

Collection of state regulatocy fees 370
Collection of vtility userstax 69
Collection of transport tax before paymént [Eh))
Collectfn of municipal surcheg befoce paymnt 25820
Employees withholding 1,280
Purchase of capitalized items 4620
Purchase of materials and supplies 210
Qurrent and accrued habilies 28234
Available Cash Balance Adjustment 0
Deferred Credit Adjustments-Overland 21013

Total deductions $£59207

Working Cash Capitsl (Line 6+7) 385,692

Plus: Average Amount Required

LesdLag @ ADOPTED Rates (Lin¢ 7) 63122

Working Cash Capital Supphied by Investors
Calulated @ ADOPTED rate (Lint 6 + 20 - I 26485

. Use @ ADOPTED rate $26,485

scg-ptr-Tinalwit (Reviesd 8/9/97)




Tatle 19

SOUTHERN CALIPORRIA GAS COMPANY

DEVELOPMENT OF AVERAGE LAG IN PAYMENT OF EXPENSES

Test Year 1996
(Trousands of Dollars)

Descrpioa —Fgeas
Ay

Federal Income Tax - . 108,637
FIT: SIT Ded. Timing Ady. 1 : [+]
FIT: SIT Ded. Timing Ady. #2 0
State Income Tax - - . 28,683
Deferred Indomé Taxes : 0
Franchise Requirements 37,963
Natura] Gss Purchased . : 1,209,335
} Company Labor 337404
Pension Expénsé 4]
Disability Plaa o 4,412
Retirerent Saving Plan . 6,829
Life Insurance - 1,392
Medrcal & Déntal 22,811
Health Maint. Organizations : R W X I3
Goods and Seivices 22,068
Matenals From Storercom : 1,058
Depreciation 241,147
AS Vakvem Tax« CA 35,519
FICA Tax 24,34
Unemployment Tax - Fedenal - 358
Unsémploymént Tax - Cahifornia : 730 |
Real Estaie Rental Fayments - 24,239
Equipmént 1 ease Payments . 16,185
Amort. Of Insurancé Premiums . 6,887
Workers Comp. - 12,985
Benefits Fees & Senices .. 350

Of 00| w| ] A | o | o]

TOTAL ' 2150904

Expense Lag Days = (C)TA) = 3339
Revenne Lag Days 4735

Workiag Cash From Lead Lag 88,122

Rate Rase At ADOPTED Rates ~ 2,660,731 |

Rate of Retorn , . ' 947%

eog-ptr-fizalvig Rasieed €303




Table 20
SOUTHERN CALIFORNIA GAS COMPANY

Development of the Net To Gross Multipher

Test Year 1996

Descripbon (C=AxB)

Gross Operating Revenues - 1.000000

Less: Uncollectities 0007776 | 1.000000 | - 0003776

0.995224

Less: Franchise Requirements 0014828 | 0.595224 0.014757

0.980467

Tess: Soperfund Tax [ 0000000

0.980467

Less: State Income Tax 0.086673

0.893794

Less: Federal Income Tax 0.980457 0343163

Net Operating Revenues 0.550630

Net To Gross Muloplier (AB) . 1.816100

(RO OF APPENDIX B)

sig-pdr-ticalwit (Xevieed 6/3/37)
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COMMISSIONER HENRY M. DUQUE, DISSENTING IN PART:

Throughout my deliberations on the proposed decision and the altemate pages, 1
have been supportive of simplifying the indexing formula. However, in examining ways
to simplify the indexing formula, most proposed approaches focused on increasing the
productivity factor to achieve a similar revenue requirement result as the TURN/DGS
formula. This is the approach that President Conlon's altemate took and is the approach
adopted in this decision. 1reviewed President Conlon’s alternate pages with great
interest, given my preference for a simple formula. However, I ultimately ¢oncluded that
if we believe that the results of the TURN/DGS methodology are sound, and by adjusting
the productivity factor we were simply tr)'iﬁg to emulate those results using a different
formula, that we should adopt the TURN/DGS methodology. The complexity in the
formulaisinits devek‘)pmeht. not in its implementation, as it relies on the same inputs as
the more simple formula. Ibelieve that the proposed decision prepared by the ALJ
accurately reflected produclivity. in the productivity factor, and accurately reflected the
declining rate base in the indexing formula. In my opinion, the altemate approach

adopted in this decision masks the declining rate base issue in the productivity factor and

this is why the adopted productivity factor in the proposed decision was so different from

that in the alternate pages.

For these reasons, I file this partial dissent regarding the indexing formula.

/ss HENRY M. DUQUE

Henry M. Duque
Commissioner

I concur with Commissioner Duque’s partial dissent.

/s/ JOSIAH L. NEEPER

Josiah L. Neeper
Commissioner

San Francisco, California
July 16, 1997
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COMMISSIONER HENRY M. DUQUE, DISSENTING IN PART:

Throughout my deliberations on the proposed decision and the alternate pages, |
have been supportive of simplifying the indexing formuta. However, in examining ways
to simplify the indexing formula, most proposed approaches focused on increasing the
productivity factor to achieve a similar revenue requirenient result as the TURN/DGS
formula. This is the approach that President Conlon’s altemate took and is the approach
adopted in this decision. [ teviewed President Conlon®s altemate pages with great
interest, given my preference for a simple formula. However, l'uItiniately concluded that
if we believe that the results of the TURN/DGS methodology are sound, and by adjusting
the productivity factor we were simply trying to emulate those results using a different
formula, that we should adopt the TURN/DGS meethodology. The complexity in the
formula is in its development, not in its implementation, as it relies on the same inputs as
the more simple formula. I believe that the proposed decision prepared by the ALJ
accurately reflected productivity in the productivily factor, and accurately reflected the
declining rate base in the indexing formuta. In my opinion, the altemate approach
adopted in this decision masks the declining rate base issue in the productivity factor and
this is why the adopted productivity factor in the proposed decision was so different from
that in the alternate pages.

For these reasons, I file this partial dissent regarding the indexing formula.

- HenMN M. Duque
Comimnissioner

I concur with Commissioner Duque’s partial dissent.
,Z '

“siah L. Neeper
Commissioner

. . San Francisco, Califoria
July 16, 1997
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BEFORE THE PUBLIC UTILITIES COMMISSION OF THE STATE OF CALIFORNIA

. Order Instituting Rulemaking to Review
the Time Schedules for the Rate Case
Plan and Fuel Offset Proceedings.

In the Matter of the Application of
SOUTHERN CALIFORNIA GAS
COMPANY to Adopt Performarice
Based Regulation (“PBR") for Base Rates
to be Effective January 1, 1997.
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OPINION

Summary of Decision
In this decision we consider a proposal by Southern California Gas Company

(SoCal or applicant) for adoption of performance-based ratemaking (PBR) for the
portion of SoCal ‘s rates that recovers the costs of providing gas utility service that the
Commission has reviewed in the past through the General Rate Case (GRC) process.!

Our decision today adopts a PBR system for SoCal which differs in several
respects from the proposal advanced by SoCal. Most significantly, we adopt a system
which requires SoCal to share with ratepayers the savings produced by the indexing
method. We also adopt an indexing method, adjustments and exclusions, provisions to
insure that high standards of service quality and safety are maintained, and a base
margin to which the indexing will be applied.

Our decision is effective immediately. The rates based upon our adopted base
margin revisions shall become effective August 1, 1997. The PBR mechanism shall
become effective January 1, 1998, unless SoCal elects to operate under the mechanism
effective as of January 1, 1997,

. Background of Application
A. Description of Applicant
SoCal is an investor-owned utility subject to the jurisdiction of this
Comunission. It is engaged in the transmission, storage, and distribution of natural gas.
SoCal is the principal subsidiary of Pacific Enterprises.
B. Procedural History
SoCal filed its application on ]uné 1, 1995. Filing of the formal application
was preceded by a series of workshops held by SoCal in December 1994 and January

' SoCal uses the term “regulation” rather than “ratemaking” to characterize its proposal,but
the rubric refers to a method for adjusting ratés annually without prior Commission approval
of the adjustment. The Commission has used the term “performance-based ratemaking” in
similar proceedings previously, and does so here for the sake of consistency.
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1995, in which SoCal met with interested parties to present the contemplated proposal.
SoCal’s application includes some changes from its original proposed concept, which
were made after the workshops.

Before filing the application SQCal also requested a'suspension of the
requirement to file a test year (TY) 1997 GRC. SoCal's last GRC had been for TY 1994,
and its TY 1997 GRC was due to be filed under the Commission’s rate case plan. The
reason given by SoCal for its request was that it was actively pursuing a PBR system to
becone effective February 1, 1997, éliminah‘ﬁg the requirement for a TY 1997 GRC. In
Decision (D.) 95-04-072 in Rulefnélﬁing (R) 87-11-012, the Commission granted the
suspension, subject to conditions designed to protect ratepayers feom the risks created
by that suspension. The order also directed the Commission’s staff to conduct an audit,
as required at least every three years under Public Utilities (PU) Code 314.5, in
connection with the PBR proceeding. The Conmission later extended the order,
suspending the requirement to file a TY 1998 GRC because the PBR application was
being processed in a timely manner.

The assigned administrative law judge (ALJ) held prehearing conferences
(PHCs) on September 25, 1995, and January 29, 1996. In response to a joint motion filed
January 4, 1996 to request a specified procedural schedule, the ALJ ruled that SoCal
must serve its recorded data for 1995 on February 14, 1996, and make a supplemental
showing with respect to 1996 estimated expenses on June 6, 1996. This is the showing
used by the parties, by agreement, to develop the base margin figures and other
features of the PBR prograin considered here.

On October 14, 1996, Pacific Enterprises and Enova Corporation, the
parent ¢ompany of San Diego Gas & Electric Company (SDG&E), announced that they
proposed to merge, and filed an application for approval by the Conimission
(Application (A.) 96-10-038). The Southern California Utility Power Pool and the

? Conceptually, the most significant of these was a change from the Consumer Price Index
(CPI) t6 an industry-specifi¢ index in the indexing formula.
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productivity through sales. On the base margin side, SoCal criticizes the resolution of a
number of individual items on the grounds of legal or factual error.

ORA generally supports the PD as a whole, but in its comments offers a
series of recommendations which would make the decision clearer and conceptually
tighter, consistent with the adopted resolution of major issues. ORA also suggests

corrections to a number of i gures based on inadvertent factual errors.

SCE also generally supports the PD, but suggests certain clarifications and -

corrections.

SDG&K’s comments are critical of the adopted indexing methodology and |

the PD’s description of other PBR decisions, and of two of the items in the base margin
section, the treatment of the -Torra'hce and Mountain View facilities and the removal of
Line 6900 from rate base.

SCUPP/IID reiterates concerns e\pressed by other parties about an
amblgulty in the effective date of the deasmn, and about the discussion of exclusion of
costs for Lines 6900 and 6902 from rate base.

CEC’s brief comments are genetally supportive of the PD but suggests
two changes: thatenergy efﬁcxency funds be transferred to the Energy Efﬁcnency
Board, and that $5 mllllon of SoCal’s energy efficiency budget be allocated for market
transformation efforts.

~ Enron and the Insulatidn Contractors Association filed comments that are
directed specificéily at the issue of unregulated new products and services, but are fully
supportive of the PD. Certain of the other comments contain discussions of the new
products and services issue. _

Reply comments were filed by SoCal, ORA, SCE, DGS, NRDC, TURN,
Enron, and the PIurhbihg-Heatiﬁg-Cobling Contractors.

Revisions to the PD made in response to the comments and replies are

reflected in this final decision. Additional revisions were made to correct or clarify the

text. All areas changed are indicated on the margin.
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Imperial Irrigation District (SCUPP/IID) and Southern California Edison Company
(SCE) moved to suspend the procedural schedule in this proceeding in contemplation of
these merger plans, but the ALJ denied that request by ruling dated October 23, 1996.
The assigned commissioner denied reconsideration of that request on November 14,
1996.

The formal evidentiary hearing commenced December 2, 1996, and
concluded December 19, 1996. Two rounds of briefs were filed, and the proceeding was
submitte_d on February 14, 1997.

C.  Proposed Décislon

The Proposed Decision of ALJ Ryerson (PD) was filed on April 21, 1997,

pursuant to § 311(d) of the Public Utilities (PU) Code and Rule 77.1 of the Commission’s

Rules of Practice and Procedure (Rules).?

D. Comments on Proposed Decision
Comments on the PD were filed by SoCal, ORA, SCE, SDG&E,
SCUPP/IID, CEC, Enron, and Insulation Contractors Association. The Commission also
received a letter from TURN indicating that it would not file comments, but would

reserve the option to file replies to the comments of other parties.

SoCal’s comments are critical of several aspects of the PD’s treatment of

both policy issues (i.e., the PBR mechanism) and the base margin. Specifically, SoCal
criticizes the TURN/DGS formula adopted by the decision as being company-specific in
nature, contrary to our policy of using external industry yardsticks; the stretch factor as
being too rigorous in light of SoCal’s recent history of productivity gains; the absence of
pricing flexibility; the adoption of revenue indexing rather than rate indexing; and the

absence of “tools” (particularly pricing flexibility) to enable it to attain greater

> The PDwas issued before the expiration of the 90-day statutory tinte limit following
submission at the request of the applicant and the Commission, in order 1o facilitate
coordination with A.96-10-038. -
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E. Description of SoCal’s Proposal
The application proposes a new method for revising SoCal's rates
annually by applying an index, based upon a measure of recorded input price inflation
less a productivity factor, to its rates. The productivity factor would be fixed at this
time, and would not be revised during the mininium five-year term that the new
ratemaking system is proposed to be in effect, but adjustments to certain aspects of the
rates would be made by annual rate revision filed by SoCal. In this section we describe

the specific features of the PBR methodology SoCal has proposed.'

1. Rate Indexing
SoCal proposes to index core and noncore base rates and certain

miscellaneous charges, as opposed to indexing total authorized margin or authorized
margin per customer, i.e,, revenue requirement. This means that rates would be indexed
directly to inflation less the pfe4sét productivity factor. SoCal claims that its proposal
for rate indexing “fixes the throughput forecast used to set rates over the PBR period
and puts utility shareholders at risk/reward for any differences between forecast and
actual throughput and customer count.” (SoCal Opening Brief, p. 44.) SoCal asserts that
its ratepayers will benefit, because the level of rates, in real terms, is guaranteed to
decline over the period that this iechanism is in effect, by reason of enforced
productivity gains over the period. SoCal supports this contention with a ten-year
backcast analysis demonstrating that PBR would have resulted in rates 13% lower than

under traditional “cost-plus” ratemaking.

a) Core Demand Forécast
The methodology chosen by SoCal is rate indexing, which

depends upon fixing a specific throughput forecast for calculating the rate level at the

* The details of SoCal’s proposal are contained in prepared testimony and exhibits that were

initially filed as part of the application. A number of modifications were made since the initial

proposal, and the details of the current proposal, along with the supporting testimony, are

_ contained in SoCal’s direct testimony (Exh. 1-Exh. 33) and the jointly sponsored testimony
(Exh. 200-Bxh. 210) received at the evidentiary hearing.
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outset. For core rates SoCal proposes that we adopt its recorded 1996 custonier count
and core throughput, normalized to average temperature conditions, in .eslablishing the
starting point for incié‘xing. Also, because the current core rates are based upon
throughput which uses a “normal” temperature measure that is set too low in relation
to updated temperature averages, SoCal proposes to change this measure in
estatiiishing this starting point.

, Under current ratemaking, a balancing account called the
Core Fixed Cost Account (CFCA) operates to insure that SoCal over time will recover in
rates exactly the amount of Comniissién-authorized margin, regardless of the actual
level of customer demand (i.e., core throughput). Howéver, if throughput is
foreordained as part of the base margin, this balancing account cannot function. Core
demand (throughput) will in fact \'ai'y because of variations in average temperatures
from year to year, but rates cannot be adjusted because the throughput figure is set
beforehand. As part of its proposal, SoCal therefore would eliminate the CFCA and
substitute two other devicés, the Weather Normalization Mechanism (WWNM) and the
Energy Efficiency Adjustment Factor (EEAF), to adjust rates in its place.

The WNM would adjust core rates to reflect differences in
throughput due to differences between recorded and normal témperature conditions.
The WNM would be used to adjust the bill of each customer at the time the bill is issued
for variations from normal temperature conditions in the period for which the bill is
rendered.’ SoCal contends that this is appropﬁate because temperature conditions are
wholly beyond the control of its management, and temperature variations could create
large variations in core revenues relative to its authorized return on equity.

The EEAF would adjust rates for the effect on revenues from
core throughput lost each year due to gas conservation and energy efficiency measures

actually implemented by SoCal’s customers. Under SoCal’s proposal, the first 0.3% of

* The WNM would apply only to core customers, and would exclude core gas engine and air-
conditioning customers, because their load is basically not sensitive to heating requirements.
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rate impact would not be adjusted for, on the presumption that the PBR index already
reflects that impact. SoCal also proposes to ¢ap the amount of EEAF acljt.lslment at 1.0%
annually. SoCal argues that implementing the EEAF as part of its proposal would be
justified, because it eliminates SoCal’s incentive to discourage conservation, as the PBR
mechanism rewards the utility for selling more gas. SoCal also argues that the EEAF
would eliminate the reduction in its earnings that would be caused by goveriment-
mandated or subsidized conservation measures.
b)  Noncore Demand Forecast and Rates

The methodology proposed for fixing noncore rates for PBR
indexing is entirely different, principally because of the effect of an agreement, the
Global Settlement, that has been adopted by the Commission. The Global Settlement
provides that, from August 1, 1994 through July 31, 1999; SoCal will calculate noncore
rates based upon 1991 actual throughput. SoCal therefore proposes to use two sets of
noncore rates for PBR indexing. The first is based upon 1996 adjusted base margin and
-allocation, but uses 1991 throughput. The second is based upon 1996 base margin and
1996 throughput, calculated in the same manner as the first set, but not effective until
August 1, 1999. In its proposal, SoCal refers to these as “shadow rates.” Both sets of
rates rely, however, upon the use of a fixed throughput figure for establishing the base
rate for PBR indexing. ‘

2. Index to be Applied
a) Inflation Measure

The inflation measure proposed by SoCal is a weighted
average of recorded indices of prices for labor operating and maintenance (O&M) costs,
nonlabor O&M costs, and capital-related costs.* In the price index, the measure for labor

O&M is the index of average hourly earnings of workers in gas production and

distribution as reported by the U.S. Bureau of Labor Statistics. The measure for _

* SoCal refers to this measure as the gas utility input price index, or GUPL.
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nonlabor O&M is the Data Resources, Inc. (DRI)/McGraw Hill nonlabor O&M index for .
gas utilities. The inflation measure for capital-related costs is based upori the

DRI/McGraw Hill indices for capital service prices and for the price of gas distribution
capital goods. These measures would be weighted according to the average of
expenditures in each category by SoCal for the past five years. Although a forecast of
inflation would be used, the forecast would be trued up to recorded inflation at the next
annual PBR rate adjustment. Rates for a year would be set using the latest available
forecast for the price index elements for that forthcoming year, and the following year’s
rate filing would include an adjustment to true up any difference the forecast and actual
price index.

b)  Productivity Factor

SoCal pfopoées to employ a constant productivity factor of
1.0% per year as the second element of the PBR adjustment mechanism. SoCal’s
selection of this figure is based upon two components: historical gas distribution
average productivity of 0.5%, plus a factor of 0.5% as an incentive to improve .
productivity over past performance.” SoCal asserts that this 1% total productivity factor,
which would be applied for the entire period that PBR rates are in effect, affords an
adequate incentive for the company to strive for greater efficiency.

In support of the component percentages, SoCal offers a
study of 49 gas utilities nationwide as evidence that the 0.5% productivity increase is
close to the national average.' The additional 0.5% “stretch factor” is essentially based
upon the company’s judgment of productivity gains that can reasonably be anticipated.
SoCal asserts that this figure is consistent with Commission precedent and policy, and

argues that a higher percentage would be unreasonable or unattainable in light of the

7 SoCat refers to this element of the productivity factor as a “stretch factor” or “consunier
dividend.”

* This was a multifactor productivity study of the gas local distribution service delivery
industry conducted by Christensen Associates, which found the historic range to be 0.4% to
0.5%. (Exh. 5.)




R87-11-012, A 95-06-002 AL}/VDR/teg®

cost forecasts and cost relationships upon which higher factors proposed by other
parties rely. .

c)  Starting Rate Level

-SoCal proposes that its level of base rates for 1997 would be

determined by applying the PBR index to a starting level of rates and to the existing
tevel of miscellaneous charges.” Establishment of the starting level is based upon a “test
year” showing and analysis resembling that for a GRC. The basis selected for analysis is
SoCal’s calendar year 1996 internal operating budget. The approach to setting base
margin in 1997 under PBR is to take the figure representing the reasonable level of
expense and rate base for SoCal in 1996, and to adjust that révenue requirement for one
year with the PBR‘index adopted by the Commission in this proceeding. This will
produce rates to be in effect when a PBR decision goes into effect in 1997.

d)  Ex¢lusions
Certain costs would not be recovered through the portion of

rates that would be subject to the PBR index. These would remain subject to recovery
through other existing ratemaking mechanisms. In general, the principle behind these
exclusions from PBR is that the costs are already subject to incentive-type mechanisms,
that they are beyond SoCal’s control, or that the level of expenditure is specifically

-authorized by this Commission or by the Federal Energy Regulatory Commission
(FERC) in separate proceedings. The Specific costs proposed to be excluded are

discussed later in this decision.

> The “base rate” is the part of rates reflecting gas iargin, and excluding gas costs, pipeline
demand charges, and other specifically identified items; it is only the base rate thatis
guaranteed to be reduced under PBR. Final rates measured in constant dollars will décline
undess increases in gas ¢osts and excluded items more than offset the reduction in the indexed

portion of the rate. (Exh. 1, p. 13)
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e) “Z" Factor Adjustments
A “Z” faclor, as recognized by this C0n1n1issi6n, isan
exogenous and unforeseen event largely beyond the utility’s control that has a material
impact upon the utility’s costs. Examples of Z factors include accounting rule changes
adopted by governing boards and agencies, state and federal tax law changes, and new
government mandates.
SoCal proposes that its rates be adjusted, either upward or

dmmward by the amount of change in its costs exceeding a one-time $5 million
“deductible” amount per qu:ahfymg Z factor. The amount 6f change in SoCal’s costs
subject to Z factor treatment would be reduced by the amount by which SoCal would
already be mmpensated by the inflation factor in the PBR index formula. SoCal also

proposes a specific procedure for handling each Z factor eveént.
f) Adjustments for Galn or Loss on Sale
SoCal proposes an adjustment in rates in addition to the PBR
index if the company sellsata gam or loss land that was vaUII'ed and held in rate base
before the implementation of PBR. SoCal proposes to credit its customers with one-half
of the gain, but SoCal could féquest, on a case-by-case-basis, that the Commission

authorize a smaller sharing of gain from the sale and replacement of a particular parcel

of land, when the ben_efit from the sale and réplac‘e‘ment t6 SoCal is less than the 50% of -

gain that it would otherwvise have to refund in rates. Sales of all or a portion of a
distribution system quahfymg for allocation to shareholders under the holding of
Decision (D.) $9-07-016 (City of Redding 1), 32 CPUC2d 233 (1989), would not produce
any reduction in rates under PBR. There would be no adjustment in rates for purchase

or sale of land acquired after implementation of PBR.

g) Cost of Capital
SoCal does not propose to make any changes in PBR

indexed rates in response to changes in costs of capltal  except in the event that the
12-month trallmg average yleld on long-term Treasury Bonds increases or decreases
radically, i.e, more than 250 basis points from the DRI average rate for the calendar year

-11-
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1997 forecast, as adopted in SoCal’s1997 cost of capital proceeding.® During at least the
minimum five-year term of PBR, SoCal proposes not to file annual cost of capital
applications, and rates would not be adjusted for changes in the cost of debt, preferred
or common equity capital, or changes in capital structure, unless variation exceeded the
250 basis point “trigger.”

In the event that the trigger is exceeded by an increase in
interest rates, SoCal proposes to have the option to file a cost of capital application; in-
the event of a 250 basis point decrease, SoCal would be réQuiréd to file a cost of capital
application. In either event the Commission would determine whether any change in

rates was appropriate in light of all factors affecting the cost of capital. Any rate change,

whether an increase or decrease, would be prospective only from the effective date of a

Commission decision.
h)  Effective Date and Term of PBR Rates

SoCal initially proposed that its PBR mechanism would
beconie effective on January 1, 1997, and would continue for a minimum term of five
years, through year-end 2001. However, the lime required to process the application
has not permitted implementation of a PBR by the original target date, necessitating an
adjustment of the proposed implementation schedule. Under the revised schedule
SoCal continues to propose a five-year minimum term for PBR, and thus the original
dates for all events would be extended to dates corresponding to the additional time
involved in concluding the proceeding. Assuming the Commission issues a decision
placing PBR rates in effect on July 1, 1997, the minimum term of the PBR would expire
on June 30, 2002.

SoCal proposes that no change be made in PBR indexing
during the five-year minimum term of the proposed mechanism, except to the extent
such express features as Z factor adjustments and cost of capital revisions require. SoCal

therefore asks that we forgo provision for any formal midterm review process,

¥ See D.96-11-060.
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continuous “forum” proceeding, or “off-ramp” that would permit or require
suspension of the PBR during the initial five-year term. .

SoCal proposes that the PBR continue automatically beyond
the minimum period, unless changed at the behest of a patty or the Commission. At any
time after June 30, 2000, any party, or the Commission on its own motion, could
institute a proceeding to change or replace the PBR mechanism effective on or after the
expiration date.

i) Maintenance of Service Quality

In order to insure that SoCal’s focus on increased
productivity through cost reductions does not have a deleterious effect upon the quality
of service, SoCal proposes a mechanism to ensure the maintenance of service quality
during the period when the PBR rates are in effect. Originally, SoCal proposed a service
quality guarantee for core customers based upon random customer telephone survey
responses to questions concerning custoner satisfaction with SoCal’s call center
response time; call center employee performance; field service employee response time;
and field service employee performance. SoCal proposed the adoption of a benchmark
for its performance, namely, the average recorded level of customer satisfaction for July
1993 through June 1996 in random Suweys on these four service dimensions. A
“deadband” below this benchmark would allow for some sampting error, but below the
deadband the company would be required to reduce rates in increments of $1 million
per year up to a maximum of $4 million per year for failure to meet the criterion. No
incentive was proposed for exceeding the benchmark for customer satisfaction. SoCal
proposed to retain its existing Service Interruption Credit (SIC) mechanism for service
to noncore customers, but did not propose any other service guarantees for noncore
customers in recognition that competition provides an incentive for SoCal to assure
adequate, efficient, just, and reasonable service to noncore customer.

Subsequent negotiations among the parties produced a

proposal for a somewhat different customer satisfaction measure. The concept of this

proposal is essentially the same as that of the one it replaces in the original application.

-13-
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). Employee Safely

Originally, SoCat did not propose any specifi;c safety
performance measures for public, customer, or employee safety, on the assumption that
existing federal and state safety laws and regulations mandate standards with which
SoCal must comply. However, SoCal, TURN, and ORA have agreed to propose an
annual employee safety standard which would be used to adjust rates if SoCal's
performance fell below or above the standard by a material margin.

The proposed standard is 9.3 incidents per 200,000 hours
worked, with a deadband of 1.0 incidents in each direction, measured annually from the
Occupational Safety and Health Administration (OSHA) Recordable Injury and Iliness
Rate. Should the annual rate exceed 10.3 incidents, customers would receive a rate
reduction through the annual rate adjustment filing process. Conversely, SoCal would
receive a reward through the annual rate adjustment filing process if its performance
were better than an annual rate of 8.3 incidents. The customer rate adjustment would be

based upon $20,000 for each 0.1 point above or below the deadband.

k) New Products and Services
In its application SoCal seeks authorization to offeron a

competitive and unregulated basis preducts and services that it has not previously
offered. SoCal also seeks the authorization to provide support to its non-regulated
affiliates in connection with their offering of new products and services. SoCal states

that these new products and services would be provided entirely at shareholder risk,

and would not be funded by the rates charged for utility services.

l) Rate Désign Changes
SoCal proposes to include several changes in rate design in

its program for PBR. These include changes in residential rate design, and a proposal
for flexibility to negotiate rate discount agreements and offer optional rate schedules for

certain core customers.
Currently, the company’s monthly residential customer

charge, which went into effect in 1996, is $5.00. Effective with PBR implementation,
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- SoCal proposes to charge single-family and master meter residential customers a .
monthly customer charge of $7.11, and multifamily customers $5.47 per month. By
January 1, 2001, SoCal proposes to charge a single-family and master meter residential
customers a monthly custorner charge of $13.57 and multifamily customers $10.35 per
month (stated in 1996 dollars). Customet charges upon PBR impiementation, and on
each January 1 thereafter through 2001, would be increased by 1/5 of the difference
between the 1996 customer charge of $5 and the aforementioned 2001 charges."
Corresponding reductions would be made in residential volumetri¢ rates.
Upon implementation of PBR, SoCal also pr0pose’s-’to reduce

 the differential between residential volumetric Tier T and Tier II rates from the current

35% to 10%, and to maintain this relationship at least through the end of the minimum -
PBR penod SoCal claims that these proposed résidential design changes are neééss’a’ty
to bring rates more into line with costs, as fixed residential customer-related costs are

~ currently understated, and that the increased customer charges and decreased
volumetsic rates will reflect the true long-run marginal cost of gas service"

SoCal proposes to be granted authority td_ ﬁegdtiate rate
discount agreemments with indiﬂfidual core customers, and to offer core rate schedules
that custom_eré meeting the applicability requirements would have the option to select.
The proposed di'scoun’h‘ng flexibility would apply only to the “base rate” element of |
core bundled rates. Under SoCal’s proposal, negotiated agreements of less than five

years' duration would not require Commission approval prior to becoming effective.

" SoCal recommends that these customer charge rate level adjustments be made on January 1
of each year in order to coincide with the other annual rate changes under the PBR index
formula.

" SoCal préposes certain other changes in rate design in addition to these basic changes. SoCal
propdses to update the submetering credit for master meter customers, and to index that credit;
to reduce baseline allowances in climate zone 1 from the current 50 therms t6 46 therms in
winter and from the current 15 therms t6 14 therms in summier, with similar reductions in
climate zones 2 and 3; and t6 modify non-residential core rate design.




R87-11-012, A 95-06-002 ALJ/VDR/tcg ¥

Optional core rate schedules would become effective upon filing
with the Commission without the requirenient of prior Commission approval, and
could be withdrawn by SoCal upon 30 days' notice to the Commission, unless
otherwise specified by the terms of the schedule. SoCal’s authorized rates would be the
default rates for qualified customers who do not want to avail themselves of the
optional schedules.

m)  Storage Costs

SoCal proposes to apply the PBR rate index to the base rate
elements that recover the cost of storage which is currently bundled in core and noncore

rates. This request was not in the original application, but was later included in its

request in response to a proposal by ORA to eliminate the Noncore Storage Balancing
Account (NSBA) and put SoCal wholly at risk for market demand for the costs allocated

to unbundled noncore storage service when the PBR rates become effective. SoCal
asserts that its request is consistent with the overall concept that PBR substitutes for a
general rate case, in which the revenue requirement for bundled storage costs would
othenwise have been adopted by the Commission. SoCal states that because it is
proposing to be at risk for throughput under PBR, it would also be at risk for the

recovery of the portion of storage costs that is bundled in transmission rates.

n)  Monitoring and Evaluation
SoCal states that it recognizes the need for the Commission

to monitor the functioning of the PBR mechanism and to be prepared to evaluate the
program at the conclusion of the minimum term. Nevertheless, SoCal urges the
elimination of a significant number of existing reporting and recordkeeping
requirements, and advocates the avoidance of new reporting requirements insofar as
possible, in the interest of simplifying and streamlining regulation.

0) Base Margin

SoCal initially proposed a starting base margin which

represented a $61.2 million reduction as compared to its 1995 authorized level.

Following several revisions in response to discussions with ORA, SoCal's final position

-16-
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is a $110 million reduction in margin compared to the 1995 authorized level. SoCal and
ORA have agreed upon a variety of base margin items, and the individual items are

described, along with our resolution, in the discussion below.

.  Discussion
A. Introduction: Performance-based Ratemaking

In general, performance-based ratemaking refers to any of a variety of
ratemaking mechanisms designed to improve utility performance and also return
financial benefits to the utility’s ratepayers. Its purpose is to break the direct link
between costs and rates by inserting “an independent and explicit incentive [for the
utility] to increase efficiency through lowering costs,” so that ratepayers will not have to
bear the risk of inefficient utility operation. (D.96-09-092, mimeo., p. 14, September 20,
1996.) The mechanism itself is intended to emulate an unregulated market.

The basic PBR concept involves two basic steps:

“First, the PBR regulator sets an initial price based on the utility's

observed and projected costs. Next, the regulator provides the

utility with incentives to reduce these costs and pass some of the

resulting savings onto the consuier. To assure that the utility does

not achieve costs savings simply by cutting safety, reliability or

quality, the PBR system must also include a quality-control

mechanism.” Navarro, “The Simple Analytics of Performance-based

Rotemaking: A Guide for the PBR Regulator” (Yale Journal or
Regulation 13:1 (Winter 1996), p. 107.) :

The hallmarks of the PBR system under the previous practice of this Commission are an
incentive device to encourage cost reduction and revenue enhancement, and a device to
ensure sharing of the savings produced thereby with customers.

We first replaced traditional rate case regulation with PBR in D.§9-10-031,
which placed the two major California local exchange telecommunications companies
under an incentive form of regulation. The mechanism we adopted is often called
“CPL-X" regulation. As we explained in our most recent PBR decision, D.96-09-092,
which adopted PBR regulation for SCE:
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. “This form of PBR regulation adopts starting rates based on an
analysis of utility costs with these rates then updated in each
subsequent year by a rule which includes expected changes in
input prices, CPL and productivity, X.. .. [W]e refer to this price
less productivity adjustment, or CPI-X, as the update rule.

“To make this update of utility rates independent of the utility’s
costs, the price and productivity values should come from national
or industry measures and not from the utility itself. The 7
indépendence of the update rule from the utility’s own costs allows
PBR regulation to resemble the unregulated market where the firm
faces market prices which develop independently of its own cost
and productivity. In contrast, traditional regulation often updates
rates through a review of the utility’s own costs and productivity.
The form of this PBR update rule of “price less productivity” or
CPI-X arises from the unregulated market where, independent of
demand response, a firm's output price will change to reflect
changes in its input prices less its change in productivity, where
productivity is simply the change in the firm’s outputs less its
change ininputs, both value weighted.

“Finding a measure for the price term in the update rule requires a
choice between a general price index such as the well-known CPI1
or an industry specific index. The former choice involves less
controversy but uses a general approximation to industry specific
prices, and this approximation can work reasonably well during
periods of generally low inflation. While the latter choice clearly
tracks industry costs more closely, it does engender more
controversy because often it requires construction of a new
industry specific price index to track industry price changes closely.
Complexity readily arises in the construction of price indices; for
example, an accurate current price index for labor requires a
weighted average wage for...many different classifications of
workers from clerks to system engineers.

“The productivity measure should come from a forecast of
industry-specific productivity. However, such studies are not
common and most published econometric studies not only assume
efficient operation but also use historical data. In D.§9-10-031, we
relied on a study of AT&T’s historical productivity arid expert
judgment in setting the productivity value for the local exchange
utilities. Realizing that technological change in telecommunications
offered the opportunity for substantial productivity and wanting to

-18-
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encourage increased efficiency in utility operations, we added a
“stretch” factor to set the productivity value or X. )

“We note that improved efficiency can arise froni three sources:
adopting more efficient technology in meeting current demand,
realizing econoniies of scale when expanding the operation, or
reducing existing inefficiencies in the current operation. ...
[Plarticularly in the distribution business, the first source of
productivity may contribute only selectively toward greater
efficiency and lower rates. The incentives of this PBR should
discover the opportunities to increase the efficiency of the current
operation and thereby lower rates. -

“In D.89-10-031, we also adopted a net revenue sharing rule which
allows the utility to keep some of the increased net revenue which

- occurs if the utility can reduce its costs. Adoption of this rule
should increase the utility’s incentive to reduce costs. Allowing the

utility to retain some of the net revenue from cost reduction efforts
also resembles the competitive market where a firm can increase its
profits by lowering its costs. Combined with the use of
independent prices, the use of a net revenue sharing rule emulates
the outcome of a competitive market.

"Thus, we see PBR as emulating the conmpetitive process to
encourage utility management to make decisions which resemble
an efficient or competitive outcome. An efficient utility will control
rates which benefits ratepayers. However, we want to ensure
faimness to ratepayers, employees, and shareholders in the PBR
process. This requires balancing potentially conflicting interests.
The utility can increase short run profits through reducing variable
costs, but without revenue sharing such cost reductions will not
lower rates. Moreover, such reductions not only can affect staff
immediately but the service quality impact may only appear much
later.” (D.96-09-092, mimeo., pp- 14-16)

We have already expressed our preference for replacing traditional cost-
of-service regulation with performance-based regulation in those areas of the electric
services industry which exhibit natural monopoly attributes. See Order Instituting
Rulemaking and Order Instifutin'g Investigation in R. 94-04-031 and 1.94-04-032 (“Blue
Book"”). Our p'ci)lic'y- favoring that deployment of PBR reflects our successful experience
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with it in the field of teleconimunications. Certainly, we are favorably disposed to using
PBR wherever it would further our regulatory goals and policies.

At the commencement of 1.94-04-003, the SCE procecding, supra, we
stated our goals for undertaking the development of PBR. These included:

 Improving the efficiency and performance of the utility;
Improving incentives and removing disincentives for utility cost
reductions;
Simplifying and streamlining the regulatory process;

Moving rates for all customer classes, in real dollars, steadily
down the national average for investor-owned utilities;

Maintaining a reasonable opportunity for the utility to earn a
fair rate of return; and

. Maintaining and improving quality of service.

We still regard these as our general goals in evaluating any PBR proposal, and as the
policy yardstick for measuring SoCal’s proposal in the present instance.

We have embraced PBR in concept with the clear recognition of our
“fundamental and enduring duty to protect California’s consumers of [energy],” a duty
which we have pledged not to change during the transition to a streamlined and more
efficient regulatory approach. (Blue Book, p. 34.) This means that, despite our
preference for PBR, we will not approve any PBR proposal just because it encourages
efficiency on the part of the utility. The other part of the equation, protection of

ratepayer interests, must also be satisfied.

B.  The SoCal PBR Proposal Must bé Modified to be Acceptable, but
Much of SoCal’s PBR Proposal Is Consistent with our Stated Goals
for PBRs

We have examined SoCal’s proposal on the threshold question of whether
elements of the proposed mechanism conflict with existing Commission decisions and

orders, or with the policies we have articulated above. Consistent with the parties
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testimony, we conclude that in several respects it does. We must therefore modify

SoCal’s PBR to conform to these overriding principles.

1. The SoCal PBR Propoésal Viotates the Terms of
the Global Settlement '

Both the Commission’s Office of Ratepayer Advocates (ORA) and

~ The Utility Reform Network (TURN) criticize SoCal’s proposal as being inconsistent
with the Global Settlement. That agreement was adopted in final form by the
Commission in D.94-07-064, 55 CPUC2d 452 (1994), and governs a number of aspects of
ratemaking for SoCal's gas utilit-jr operations for the period from August 1, 1994,
through July 31, 1999, when it expires.

TURN asserts that there are five inconsistencies between SoCal’s

PBR proposal and the Global Settlement which preclude adoption of SoCal’s proposal
in its present form. First, TURN states that SoCal’s proposal to base rates upon 1996
adjusted throughput violates a provision of the Global Settlement that requires rates
instead to be based upon 1991 throughput. Second, TURN argues that SoCal’s proposal
to extend the cost allocations adopted by the Global Settlement beyond the term of that
agreenent would violate a provision requiring cost allocations to be determined in the
1998 Biennial Cost Allocation Proceeding (BCAP). Third, TURN alleges that the
proposal to use one definition of a “normal” temperature year for setting rates, and
another for allocating costs betwveen classes, to the detriment of the core class, also
violates the Global Settlement. Fourth, TURN claims that SoCal's proposal to index

rates, thus doing away with the authorized revenue requirement allocated by the
Global Settlement, violates the settlement. Fifth, TURN argues that the proposal to
eliminate the CFCA violates the Global Settlement, because the continued operation of
that account was a basic assumption underpinning the settlement. We conclude that
SoCal's PBR proposal conflicts with the Global Settlement at least in some of these
respects, and that the proposal will have to be modified to avoid these conflicts.

_Section 11, paragraph 1, of the Globa) Settlement states:

“SoCal shall calculate rates based on 1991 actual throughput,
with [specified adjustments) for the five-year period
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commencing upon the date that this [settlement] becomes
effective.” (55 CPUC2d 458.)

Notwithstanding this language, SoCal proposes to use 1996 customer count and core
throughput, normalized for average temperature conditions, to set throughput because
it would be “fair and reasonable” to do so. This would vary the express language of the
Global Settlement. Moreover, it would not be consistent with the table of specified
average year volumes and customer counts for basing cost allocation and calculating
rates during the period covered by the Global Settlement. See Global Settlement
Implementation Appendix, Section C.1, paragraph 2 (55 CPUC2d at 469).

As justification for this variance, SoCal argues that its proposal
would also eliminate the CFCA, and that use of the Clobal Settlement throughputs
would impose upon it a $39 million annual revenue penalty because of the resultant
undertollettion; We d6 not find SoCal'’s position to be persuasive. The Commission has
a strong policy favoring settlements as a means of resolving issues in its proceedings,
and we will not undermine that poli¢y by changing the terms of a settlement after it
becomes a Commission order.

In addition to expressly providing that cost allocation and rates
during the five-year term of the Global Settlement would utilize specific throughput
volumes based upon adjusted 1991 data, the Global Settlement also reflects the parties’
intent that the cost allocation be terminated by the 1998 BCAP. Under the PBR, by
contrast, the cost allocation would continue for the entire PBR period, some two and
one half years beyond the term of the Global Settlement. The significance, as explained
by TURN witness Florio, is that SoCal’s approach would harm core custoners because
of the underlying temperature assumption used to develop the throughput for the’
purposes of calculating core rates. The company now uses 1506 annual heating degree
days (HDDs) to define an average temperature year under the Global Settlement.
SoCal’s suggested reduction would reduce the average year forecast of throughput by

5%. The lower measure of HDDs suggested by SoCal for use in designing core rates
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would deny ratepayers the benefit of the lower throughput forecast for purposes of cost .
allocation.” .

The Global Setilement contemplates that there will be a specific .
allocation of costs to customer classes during its five-year termy. Section II, paragraph 3,
sets up a memorandum account to track the variance between costs allocated to noncore
and wholesale markets and SoCal’s actual noncore and wholesale revenues. By contrast,
the PBR would not have explicit costs allocated to noncore and wholesale markets, or
an annual cost used to develop the effective rates for noncore transportation service. As
explained by witnesé Florio, the Global Setllement,

“plainly contemplated that there would be an authorized

revenue requirement that was allocated behween the core

and noncore markets during the entire term of the

settlement. The fact that SoCal would now like to shift to a

program of rate indexing canrot overcome the deal that the

7 conipany made.” (Ex. 55, p. 20,1. 11-16)) -
Consequently, we cannot accept this feature of the PBR proposal.

TURN argues that the Global Settlemient mechanism implies that
revenue variations are to be passed onto core ratepayers through the CFCA, and that
elimination of the CFCA would therefore violate the intent of the Global Settlement. We
agree. The Global Settlement would be unworkable without the CFCA, and SoCal’s
proposal would therefore violate the terms of that agreement.

2. The Absence of a Sharing Mechanism Is

Inconsistent with Commission Policy

In most respects, SoCal’s proposal fits our model of PBR. However,
the proposal omits any mechanism for sharing the savings between shareholders and
ratepayers. Instead, SoCal argues that the productivity factor (or “X” factor) utilized in
adjusting rates annually, and particularly the “stretch” component incorporated into

that productivity facter, should be considered an “upfront” device that will adequately

" SoCal is now willing to accept the figure of 1330 HDDs in place of the 1316 HDDs it
originally proposed, but the result is essentially the same.
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compensate for lack of an after-the-fact mechanism to allocate savings, because it
creates a downivard pressure on costs and, therefore, rates. We disagree:

In previous PBR proceedings we have rejected substitution of a
productivity factor for a sharing mechanism for SDG&E and for SCE. There are several
reasons for this. First, PU Code § 728 impbses upon us a duty to insure that utility rates
are maintained at a level that is just and reasonable. This can only be assured if the
overall level of profits is effectively controlled by pla’cing a practical limit on how far the
utility is willing to go to earn a share of the mé'}ginal profit. The consequence is that
profits, and therefore rates, are maintained at reasonable levels.

A sharing mechanism is the ultimate “safety net” for ratepayers, as
it corrects for the possible adoption‘(;f a productivity factor that turns out to be overly
conservative, understating the 7prodi1c’t‘iif_ity increases which the htil_ity is actually able to

achieve. With a sharing mechanism, if the utility attains productivity increases that

exceed the adopted productivity factor, the resultant profits must be shared with the

ratepayers rather than going solely to the utility. SoCal argues that this would “dilute”
its incentives to achieve greater productivity goals, but we see 110 reason why we
should fix a productivity index based upon imperfect forecasting techniques, and -
permit it to remain undisturbed for a five-year period, based upon speculation that this
mechanism will adequafely benefit the ratepayers. If the utility is actually able to reap
berefits above the level reflected by the adopted productivity factor, it would not be
“just and reasonable” to require ratepayers to be satisfied with only the share of savings
based upon attaining the productivity estimate made at the outset of the program.
SoCal admits that the reduction in its rate base alone will result in
an increase in its rate of return of 87 basis points. This is simply a ¢onsequence of
depreciation of its rate base rather than cost-cutting. A sharing mechanism would
insure that the ratepayers will receive their fair share of the rewards of improved
productivity, however those rewards are achieved. Because a PBR with a sharing
mechanism simultaneously allows higher profits than at present, and lower rates due to
increased productivity, a sharing mechanism creates the potential for a “win-win”

situation.
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3.  The SoCal PBR Must be Modified Because
it Does not Simplify Regulation

Certain features of SoCal’s PBR proposai would also be contrary to
the Commission’s goal of simplifying regulation under performance-based ratemaking,
Rather than eliminating balancing accounts and reducing the degree of Commission
oversight, SoCal’s proposal introduces altogether new concepts, the WNM and the
EEAF, to reduce its level of risk. Monitoring the operation of these new devices will add
to, rather than lessen, the Commnss&on s regulatory tasks representing a movement
away from the Comntission’ s goal of lessening the regulatory burden that is ultlmately

bome by ratepayers

4. Certain Features of the Proposal are not Related to
Performance-based Ratemakmg, and Should not be Adopted
by the Commisslon as an Aspect of SoCal's PBR Proposal

SoCal’s proposal includes some features that are extrancous to a
scheme which encourages efficiency on the part of the utility fhrOugh a system of
incentives. Instead, tli_eSe additional features appear to have been included by SoCal as
a “sish list” of items which, if authorized, would enharice t'he;pote'ntiéll profi»tability of
SoCal without rewarding ratepayers in kind. Specific examples include the proposals
for major changes in residential rate design, and gain on sale exceptions, which appear
to be designed only to enhance SoCal’s profitability without any relation to ratepayers’
interests. Residential rate design issues were addressed by the decision in SoCal’s
BCAP, adopted on April 23, 1997.

We are also ntindful that we should not make any major changes in
general industry policy in a proceeding which involves a single utility, such as this one.
Questions of new products and services and gain on sale are broad ones which
potentially apply to an entire class of utilities, and any major changes should be
adoptéd in a generic proceeding to insure that they will apply evenhandedly to all

utilities in the class. We niust therefore refrain from addressing such proposals in this -

proceeding.
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5. Concluslon: The SoCal PBR Methodology must
_be Modified for Adoption by the Commlission -

In recognition of these conceptual problems, we cannot adopt the
PBR proposal advanced by SoCal. Doing so would contradict important Commission
policies and orders, and would represent an abdication of our responsibility to
ratepayers. Although we favor performance-based ratemaking as a tool for regulating
utilities in the current regulatory environment, we must in some respects replace
SoCal’s propesal witha program which more accurately advances our regulatory goals.
C. The Commission’s Adoptéd PBR

In this section we enumerate the essential features of our adopted PBR for
SoCal. This PBR will become effective immediately. Insofar as possible it retains the
elements of the SoCal proposal, but it includes changes that bring it into conformance
with other decisions, goals, and policies of the Commission.

The features we adopt are: (1) the productivity index (inflation less
productivity); (2) the quantity indexed; (3) exclusions and adjustments; (4) offramps and
termination provisions; (5) service quality, customer satisfaction, and safety incentives;
and (6) monitoring and evaluation provisions. We also establish the amount of the base
margin for indexing.

1. Indéxing Method

As earlier explained, we must first select the overall index (price
index minus “X”) to be applied to the indexed quantity in order to obtain the
subsequent years’ base rates.

a) Inflation Measure

SoCal is proposing an inflation measure (the GUPI) based
upon a weighted average of the recorded indices of labor O&M, nonlabor O&M, and
capital-related costs. In the GUPI, the measure for labor O&M is the index of average

hourly earnings of workers in gas production and distribution as reported by the US.

Bureau of Labor Statisﬁcs. The measure for nonlabor O&M is the DRI/McGraw Hill

nonlabor O&M index for gas utilities. The inflation measure for capital-related costs
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would be based on the DR1/McGraw Hill indices for capital service prio:f:s and for the
price of gas distribution capital goods. These measures would be weighted according to
the average of expenditures in each category for the past five years.

SoCal proposes that rates for a year would be set using the
latest available forecasts for the GUPI elements for that forthcoming year at the time
that SoCal makes its annual PBR rate formula rate filing, but that the next year’s rate
filing would include an adjustment to “true up” any difference between the forecast
and actual GUPL |

SoCal originally proposed to use a weighting of input price
inflation based on SoCal’s own historical ratio of labor expense, nonlabor expense and
capital inputs to total costs. ORA proposed using a weighting that was the average of
gas operations for SoCal, Pacific Gas and Electric Company (PG&E), and SDG&E. The
rationale for ORA’s recommendation was that it would make it easier for the
Commission to administer PBRs for the three major gas utilities it regulates. In any
event, a broader-based price index is consistent with the Commission’s disinclination to
use company-specific indexes." SoCal has accepted ORA’s alternative.

We adopt the approach to price indexing proposed by ORA.

b)  Productivity Factor

As explained earlier, the productivity or “X” factor consists
of two parts. The first component is a historic measure of industry productivity. The
second component represents an additional productivity target, or aspiration measure,
which is based upon potential incremental productivity improvement that the utility
can expect to achieve over and above the historical average. SoCal refers to this as the
“stretch” factor, or “consumer dividend,” because it creates downward pressure on

costs and, by extension, on rates.

" SCUPP/IID propose a weighting based on five to ten western U.S. gas utilities. This proposal
is vagué and undefined; the exact companies are not identified and there is no basis for
comparing it to other parties’ positions. It would not simplify the Commission’s administration
of PBR, and we will not adopt it.
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(1)  Industry Productivity Measure
SoCal proposes using a historical indtfstr)'
productivily measure of 0.5%. This figure was developed from the Christensen
Associates study, and elicited little criticism from the parties. We adopt the 0.5%
historical industry productivity figure.
(2)  “Stretch” Factor
The second component, the “stretch” factor, is ntore
problematic. SoCal proposes that this component also be fixed at 0.5%, and claims that
this is a liberal figure in relation to the productivity gains it expects to be able to achieve
beyond the historical average.
ORA advocates a 1% stretch factor, double that
proposed by SoCal. This would produce a total productivity factor of 1.5%.
TURN/Department of General Services (DGS) supports ORA’s estimate as reasonable

in the long run, but believes that the pendency of the Enova-Pacific Enterprises merger

will cause an increase in productivity. This is based upon the experience of witness
Marcus, who testified that during the period of the SCE-SDG&E merger proposal,

(1) staff members sought jobs outside the company because of organizational
uncertainty and were not all replaced because of the possibility of postmerger job
consolidations, and (2) capital spending was curtailed. Thus, TURN/DGS recommends
adoption of a 1.5% stretch factor while the merger application is pending.

Although the subject of merger savings is not a part
of our consideration here, we believe that the pendency of the merger proceeding
distinguishes this period of time from that which was examined in developing SoCal's
productivity and stretch factors. Given the nature of management’s motivation, it is
indeed iikely that capital spending will be curtailed and expensés othenvise forgone
before the merger'is consummated or disapproved. We therefore believe that the stretch
factor proposed by SoCal is likely to be conservative.

SoCal's objéétic)n to the adc‘ip’tion'of a stretch factor

greater than 0.5% is based primarily on the number of multiples of historical
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productivity that each figure represents. Thus, SoCal states that ORA’s suggestion of a
1.5% total productivity factor would be three times the historical averagé, and
TURN/DGS's 2.5% figure would be five times the historical average. SoCal argues that
this would not be reasonable.

We find that ORA's suggestion comes as close to the
mark as any, particularly in view of the likelihood that disproportionately large
productivity gains may be on the near-term horizon. It is appropriate to "set the bar
high" in the expectation that SoCal will, indeed, stretch to maximize productivity. Were
we to set too low a goal, SoCal's benefit could come at the expense of the ratepayers,
even allowing for a sharing mechanism. There would be no advantage to adopting such
a PBR over traditional ratemaking methodology. Nevertheless, we recognize that
productivity improvements are not likely to occur all at once. Both cost reductions and
revenue enhancements may take several years to come to fruition. We recognized this
in D.9-09-092 in SCE’s PBR when we adopted an “X” factor, including a stretch factor,
which ramped up from 1.2% to 1.6% over the life of the PBR. We believe it is
appropriate to take a similar approach here.

We will adopt a stretch factor that increases
incrementally over the initial five-year PBR timetable resulting in an X factor of 1.1% in
Year 1, 1.2% in Year 2, 1.3% in Year 3, 1.4% in Year 4, and 1.5% in Year 5.

c) Quantity Indéexed

SoCal proposes to index rates directly, rather than indexing
total authorized margin or authorized margin per customer, for several reasons. First,
SoCal contends that this nrechanism will put it at risk for the level of customer demand
(throughput), and that this is the direction in which the Commission wants to move;
SoCal points to the Commission’s recent adoption of rate indexing for SCE to support
this contention. SoCal also argues that this mechanism will best prepare .it for the
transition to a competitive marketplace, and will éhange’ its corporate culture. SoCal
claims that rate indéxmg will allow the elimination of a major balancing account, the

CFCA, and thus simplify regulation. Finally, SoCal argues that this approach is
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consistent with the direction the Commission has already taken by putting SoCal at risk
for a spexific throughput for most noncore customers under the Global Setilement.

We do not find SoCal’s arguments persuasive in relation to
its unique circumstances. First, the probability of risk to the shareholders is far lower
than SoCal suggests, because realistic throughput forecasts indicate a growing core
market.” In addilion, SoCal’s president, Mr. Mitchell, acknowledged on crass-
examination that the company continues to seek new throughput opportunities, such as
business ventures in Mexico. Under traditional regulation, a portion of the cost of these
ventures would be allocated to the resultant new loads, reducing rates for existing |
customers. This would not be true under PBR. In light of these realities, we prefer not to
give SoCal carte blanche to increase its throughput and apply what will almost surely
be a positive index each year (reflecting inflation in excess of productivity) to actual
throughput.

. Preservation of the CFCA, at least through the period
covered by the Global Settlement, is central to this indexing method. The Global
Settlement estabﬁshes throughput based on the 1991 level. SoCal has agreed to this
through the term of the agreement. Although the Global Settlement does not
specifically tefer to the CFCA, as SoCal says, once throughput is fixed in this fashion,
the CFCA handles overcollection or undercollection from sales variations. Retention of
CFCA is therefore implicit in the Global Setilement, as the mechanism will not work
properly without it.

As we have already explained, retention of the CFCA in
connection with throughput variations requires the use of revenue indexing. This is
required by the Global Settlement. Other provisions of the Global Settlement also
require the existence of a revenue requirement. These include "a memorandum account

to track the variance between the costs allocated to the noncore and wholesale markets

'* See, for e'xamplé, Exh. 624, Attachment 7, p. 25: SoCal projects systemwide sales growth of
- 3.4% between the years 1996 and 2000, principally in'the high-margin residential sector.
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and [SoCal's]) actual noncore and wholesale mechanisms,” which is calcu}ated using "a
debit entry equal to one twelfth (1/12) of the authorized annual cost used to develop
the effective rates for noncore transportation service including EOR [Enhanced Oil
Recovery)." (TURN /DGS Opening Brief, p. 9, quoting Global Settlement, Section 11,
para. 3 and Implementation Appendix, p. 21.) These features preclude rate indexing,
and must be retained until expiration of that agreement. |

Another circumstance unique to SoCal compels us to addpt
indexing of the revenue requirement, rather than rates. Specifically, the proposed
Enova-Pacific Enterprises merger will create a need 1o track savings, which cannot be
accOmPlished with rate indexing. Although the mei‘ger appiicatiOn is not directly
relevant to the SoCal PBlll’pmprosal, we take notice that if we approve the merger, we
will have to determine the amount of merger savings in that proceeding. Those savings
are expressed in the same terms as the total revenue rec;uim‘meﬁt. Indexing the total
revenue requirement will enable that sum to be deducted from the pre-merger totals.

On the other hand, if rates are indexed where throughput forecasts are no longer
calculated, then savings cannot be passed back to customers. This means that if we were
to adopt rate indexing now, we would have to revisit the subject in the merger
proceeding and translate the PBR results in order to insure consistency after the merger
takes place, if it is approved.

Finally, we conclude that revenue rather than rates must be
indexed because SoCal’s rate base is declining at the time the PBR is to go into effect.
SoCal’s proposal to index rates, which would fix SoCal’s rate base at the 1996 level and
index it for at least five years thereafter, fails to recognize this fact. Rate indexing would
benefit SoCal’s shareholder because its capital spending is declining. This is an

important fact, as SoCal’s earnings will co uently increase by 87 basis points more
po g nseq ¥ Y po

than its currently authorized rate of return as the sole result of depreciation.”

" SCUPP/IID eonisiders this fact sufficient to justify teténtion of traditional ratemaking for
SoCal rather than moving to a PBR system at this time. That course would be contrary to our
policy of favoring PBR, and we believe it is too extreme. Alternatively, SCUPP/IID proposes a

-31-




R:87-11-012, A95-06-002 ALJ/VDR/icg * ¥

~The operation of depreciation is best understood in relation

to the level of a utility’s capital expenditures. If a utility’s plant additions increase more

than its plant is depreciated, rate bas¢ and associated taxes will grow. On the other
hand, if the utility’s plant additions are lower than its depreciation expense, the level of
depreciated plant, and hence rate base, will decline. SoCal’s additional capital
expenditures are less than depreciation, thus significantly reducing rate base as well as
the amount of return and of associated taxes. This is because SoCal is experiencing low
customer growth (Exh. 52, pp. 4-5). The low customer growth rate is reducing
investment requirements to a level lower than its depreciation expense, and its rate base
is declining.

As explained by SCUPP/IID witness Yap, SoCal’s 1995-1999
Financial Plan sets out the Company’s projection of the decline in its average rate base.
The table and chart on page 8-5 of the Financial Plan shows a decline beginning in 1995,
acknowledging the trend: “Depreciation exceeds capital expenditures in traditional
markets beginning in 1995.” See Exh. 52, p. 5 (SCUPP/IID - Yap). This projection is
consistent with SoCal’s 1995 10-K report to the Securities Exchange Commission (SEC),
which reflects a 3.4% decrease in rate base for 1995. The 10-K report projects 1996 capital
expenditures of $224 million, while SoCal’s Summary of Earnings Table for 1996 filed in
this proceeding projects $255 million in depreciation (Exh. 24, Table 12-A). When
compared to the $231 miillion capital expenditure level and $237 million depreciation
level that accompanied the 3.4% reported decline in rate base during 1995, it is clear that
the decline in rate base is accelerating. (Exh. 52, p. 5 (SCUPP/IID - Yap.))

Under traditional ratemaking, declining rate base tends to

reduce rates. Declining rate base results in lower depreciation expense, return, and

methodology which would separately index the O&M portion and the capital portion of the
base margin rate. This would corréct for the declining rate base, but would provide an incentive
for SoCal’s management to substitute capital for O&M expenses wherever possible, thus -
perpetuating one of the disadvantages of traditional ratemaking.
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associated taxes, which are reflected in lower rates. But if rate base is "frozen and rates
are indexed, they will rise despite the fact that rate base is declining.
d)  Adopted Indexing Formula
~ Forthe reasons we have described, it is necessary to index
SoCal’s revenes, rather than rates. SoCal’s rate indexing proposal, however, is easily
adapted into an equivalent revenue-indexing mechanism. SoCal’s rate indexing
proposal is ,
PBR rates (year 2) = PBR rates (year 1) x(1 + lnﬂation - productivity)

This is a standard price cap formula, in its basic form
identical to the ones we have adopted for Pacific Bell and GTEC, and for Southern
- California Edison."” Récognizing that by definition SoCal’s revenues are the product of
rates and the quantity of gas sold or transported (throughput), this formula can be

translated into an equivalent revenue setting mechanisni:

PBR revenue requirement (year 2) = PBRrevenue réquirement {year 1)
x{1 + inflation - productivity + growth
in throughput)

Since throu ghput by definition is average throughput per
customer times the number of customers, the last term—growth in throughput—can be
decomposed further into the sum of customer growthand growthin throughput per
custormner. Making this substitution in the revenue indexing formula results in SoCal’s

proposal for rates translated into its equivalent for indexing revenues:

PBR rev. req. (year 2) = PBR rev. req. (year 1) x[1 + inflation - productivity
+ custonter growth
+ growth in throughput
per customer)

Typrcally such formulas include as well a term for so-called "Z factors.” The Z-factor term is
ignéred in the above discussion just to keep things simnple.
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Finally, this formula can be converted into its equivalent for
revenue requirement per customer ' by deleting the customer growth term on the right

hand side:

PBR rév. req. per customer (year 2} = PBR rev. req. per customer (year 1) x
[1+inflation « productivity
+ growth in throughput per customer)

Like SoCal, ORA proposes to index rates using the same,

standard inflation minus productivity format. Its proposal, translated into the

equivalent revenue per customér indexing formula, therefore looks exactly the same as
SoCal's depicted above. The only difference—as described earlier--is that ORA proposes
a 1.5 percent productivity factor, while SoCal’s is 1.0 percent.

Unlike SoCal and ORA, TURN/DGS proposes to index
revenues directly. Like the two other parties’ proposals, its indexing mechanism is
driven by inflation, productivity and customer growth. However, because the proposal
is not based on indexing rates, it does not reward the utility with additional revenues
from increasing throughput per customer. Additionally, it includes a minus 1.41%
constant term in the formula® that is missing from the other two. Perhaps most
importantly, it does not give the same wvight to the common factors it shares with the
SoCal and ORA proposals—inflation, productivity and customer growth. TURN/DGS's
indexing mechanism assigns less weight to inflation and the productivity offset, and
more weight to customer growth, in determining the utility’s revenue requirement.

TURN/DGS'’s revenue indexing proposal for revenue per customer is:™

** Actual customers are used to calculate customer growth and convert revenue per customer
into total revenues.

" This number, because it is negative, could be interpreted as an additional productivity offset.

® TURN/DGS provide formulas both for indexing total revenues and revenues per ¢ustomer.
The differences in the parameters, however, are insignificant. TURN/DGS argues that a long-
run PBR indexing mechanism should index revenues per customer. Se¢ Exh. 63, p. 20
(TURN/DGS - Marcus).




R.87-11-012, A.95-06-002 COM/PGC/les

PBR rev. req. per cust. {year 2) = PBR rev. req. per cust. (year 1) 7
x {1 + 0,610 xIntlation - 0.610 X productivity
+ 0,605 x cust. growth - 1.41%)

Although the TURN/DGS formula relies upon essentially

the same set of factors as SoCal’s and ORA’s the difference in results is not insignificant.

With the throughput per customer term dropped in the SoCal and ORA proposals for
directness of comparison, the results for a 1.0 percent customer growth rate and

inflation of 3 petcent are:™

SoCal - ,
PBR Rev. Req. percust. (year2) = (1 + .03 - .01) x PBR Rev. Req. pér cust. (year 1)
= 102% of PBR year 1 Rev. Req. pér customer

ORA L X
PBR Rev. Req. per cust. (year 2) = (1 + .03 < .015) x PBR Rev.Req. per cusl. (ysar 1)
= 101.5% of PBR year 1 Rev. Req. per customer

TURN/DGS ,
PBR Rev. Réq. per cust. (year 2) . _
= [1+ 0.610 x(.03 - .015) + 0.605 x .01 - 0141} x PBR Rev. Req. pét cus\. (yeart)
= 100.11% of PBR yeart Rev. Req. per customer

A PBR mechanism provides an incentive to utilities to cut

costs by disconnecting their rates from their actual costs. Traditional ratemaking sets
rates and revenues on the basis of utilities’ actual costs. The poor cost-cutting
incentives provided by such ratemaking are too well known to repeat here. A PBR
mechanism, on the other hand, sets a limit for revenues or rates—independent of the
utilities subsequent actual cost performance—based on the general factors that drive
costs: inflation, customer and output growth, with an offset for productivity gains.
This does not mean, however, that we cannot ignore special

circumstances that may affect a specific utility’s costs. We agree with TURN/DGS that

* The omission of the average throughput per customer factor is not trivial. SoCal Gas'
forecast of throughput growth is 2 percent per year; for customers, 1 percent growth. The
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an indexing method should be chosen which, among other things, would leave
ratepayers at least as well off under PBR as they would have been under traditional
ratemaking. Without some assurance to that effect, lhere is no real “consumer
dividend” for ratepayers from adopting PBR.

In this context, SoCal (and ORA’s) approach fails to take into
account its specific circumstances, and therefore omits an iniportant consideration that
needs to be taken into account in setting its indexing formula. As noted in the previous
section, SoCal's projected p]ént expenditures are less than projected depreciation, thus
significantly reducing future rate base and the associated amount of return and taxes.
The low customer growth rate SoCal is experiencing is reducing investment
requirements to alevel lower than its depreciation expense, and its rate base is
declining.

Two utilities could face the same inflation and have the same

level of productivity (X), but could have very different trajectories in revenue

requirements if one was growing more rapidly and had an increasing rate base and the
other was growing more slowly and faced decﬁning rate base. A simple inflation minus
X indexing formula—for revenue per customer—would give the same revenue incréase
to both utilities, 'pbssiﬁly yielding a windfall for one and a loss for the other.

Thus, if one is constructing a single “X” factor, it may not be
sufficient to construct that factor from a historical factor productivity study plus a
stretch, as SoCal and ORA have proposed. Neither SCE nor SDG&E claimed that they
would face rate base declines, as SoCal forecasts that it will. TURN/DGS’s
methodology attempts to take into account SoCal’s current investment plans over the
next five years. However, while we agree with the basic logic of the TURN/ DGS
approach, we are unwilling to go so far as to adopt its proposed formula. The formula
relies on a complex regression analysis, underlying which is a set of assumptions and

variables. One important assumption is that the projected rate base decline will occur as

implied growthin thf0ughput per customer therefore is 1 percent. When this effect is included
in the SoCal and ORA proposals, the respective escalation factors become 103% and 102.5%.
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SoCal has projected in its 1996-2000 financial plan. SoCal’s future investment plans may
well vary due to a variety of factors, including the rate of customer growth and the
incentives afforded By this PBR decision. The TURN/DGS approach assumes that
SoCal's management will have no control over the extent of future capital investments.
While we agree that the general trend is likely to be as presented in the 1996-2000

financial plan, we cannot rely on the exact numbers in that plan as the mathematical

basis for the indexing formula.

As noted earlier, the indexing formula is intended to give
utility management the incentive to improve productivity through reasonable
management of ¢osts and practices that are within its contro). Thus, the prdductivity
factor takes into account expected gains on an industry-wide level, and adds a stretch

factor to provide a “consumer dividend” and account for the fact that implementation

of the PBR neceséarily will require increased productivity if the utility is to receive a fair -

benefit from the new system. We also adjust the base margin to ensure that the utility is
starting from a reasonable ‘sta'rting point, just as we would under traditional
ratemaking. TURN/DGS makes the case that the same concept should be applied to
rate base. If raié base is'falling due to factors extrinsic to the PBR, returns will increase
unless an adjustment is made, and vice versa. While this issue was not introduced in
other PBR cases, it is a legitimate consideration.

We would prefer to adopt a method to take rate base
changes into account outside of the indexing formula. A methodology such as a direct
revenue offset or adjustment of the benchmark rate of return could accomplish this.
However, no party has proposed such a method, and we must rely upon the indexing
methodology, in which rate base factors are effectively translated into productivity.
SoCal estimates in its comments on the Proposed Decision (p. 4) that the impact of the
TURN/DGS formula may result in an effective productivity factor as high as
2.9 percent, which is 1.4 percent above the 1.5 percent final stretch “X” factor. This
suggests that it may be possible to translate directly the TURN/DGS formula into a
straight productivity ﬁgure and thus roughly reconcile the TURN/DGS concept with
the indexing methodologies adopted in other PBRs.

-37-
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Since some of the capital spending decisions i in the future are
presumed to be under SoCal management’s contro), we find it reasonable to adopt a
lower effective X factor than the 2.9 percent imputed from the TURN/DGS
methodology. Accordingly, we will adopt a 1.0 percentage point increase to the
ramped stretch productivity factor. Our final adopted productivity “X” factor will be

2.1 percent in year 1; 2.2 percent in year 2; 2.3 percent in year 3; 2.4 percent in year 4;

and 2.5 percent in year 5. ‘
The PBR indexing formula therefore that we adopt is:

PBR rev. req. per customer (yéar 2) = PBR rév. réq. per ¢ustomer (year 1) x
- {t+infiation - X},

with our adopted “X” factors described in the previous paragraph.
2. Sharing Mechanism

SoCal proposes that there be no adjustment in rates during the
minimum five-year PBR penod to share with ratepayers any difference between its
recorded rate of return and a benchmark rate of return. We reject this aspect of SoCal'’s
proposal, and require a sharing mechanism as part of the PBR for SoCal.

ORA, SCUPP/IID, SCE, and TURN/DGS adveocate the inclusion of
a sharing mechanism as an integral feature of SoCal's PBR, and two specific proposals
have been advanced for our consideration. ORA's proposal would allow SoCal to rétain
all profits up to the level of 75 basis points above authorized rate of retuin (ROR), and
- 0% of any profits earned above that benchmark level. ORA states that earnings at the
75 basis point benchmark level will enable SoCal to keep $37.5 million of its revenues as
a reward for its efforts, and above this level SoCal would net additionat rewards, albeit
at a proportionately lower rate. By c¢ontrast, TURN/DGS urges us to adopt a
mechanism which shares cost savings with ratepayers on a progressive basis. This
approach affords better insurance for ratepayers in the event that the productivity

factor turns out to be unrealistically low, and profits therefore to be excessive.




R.87-11-012, A.95-06-002 ALJ/VDR/tcg NN

TURN/DGS recommends as our basic model the PBR we adopted
for SCE in D.96-09-092. That mechanism shares both profits and losses within "bands"
above and below the benchmark return on equity (ROE). Under this approach,
shareholders receive all of the gains and losses up to 50 basis points above and below
the benchmark rate of return, which we termed the inner band. Our intent in so doing
was to assign shareholders the responsibility for the gains and losses associated with
routine operation. (Id., mimeo., p. 42.) Beyond the inner band, from 50 to 300 basis
points, the shareholder share of gains rises COnﬁnuOusly from 25'4'th16ugh 100%, while
the ratepayer share mrtespondingl); declines from 75 to 0%. This we defined as the
middle band. The shareholders receive all gains 300 basis points above the benchmark
and remain responsible for all losses more than 300 basis points below the benchmark.

TURN/DGS proposes one alteration to this mechanism. In
recoguition of the fact that SoCal will not be éxposed to revenue fluctuations due to
short-run temperature based sales fluctuations if we retain the CFCA, TURN/DGS
recommends that the level of the inner band should be reduced to no more than 25 basis
points, or be eliminated altogether. We agree. The allowance of the inner band for SCE
was partially to account for weather-based sales fluctuations that were beyond the
discretion of utility management. For SoCal we will retain the CECA as part of the PBR
and limit the inner band to 25 basis points to account for minor fluctuations in
operations. Thus shareholders will receive 100% up to the level of 25 basis points above
the benchmark ROR, and an increasing percentage in steps from 25 up to 300 basis
points, above which level they will receive 100%. We refer to a mechanism of this type,
where the utility share of net revenue increases as its eamed return becomes greater
than the benchmark return (and the ratepayer share correspondingly decreases), as
progressive sharing. |

Between 25 basis points above the benchmark ROR and 300 basis
points above the benchmark, we will éd0pt 8 bands. The more bands that exist, the
greater the potential to move into a new band and for shareholders to collect an
increaéing margiﬁal share of the higher pr'ofits.' The first band will be from 25 to 50 basis

points above the benchmark. In this band, shareholders will receive 25% of the marginal
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revenues in the band and ratepayers 75%. Fach successive band will see an increase of
10% in the incremental share allocated to sharcholders and a decrease of 10% in the
ratepayers share. The sixth band will fall between 150 and 200 basis points above the
benchmark, with shareholders receiving 75% and ratepayers 25%. The seventh band
will be between 200 and 250 basis points above the benchmark, and shareholders will
receive 85% and ratép&jrer‘s 15%. The eighth'band will be between 250 and 300 basis
points above the benchmark; shareholders will receive 95% and ratepayers 5%.

Under this system, shareholders may gain up to 68% of the &
inczement up to 300 basis points above the benchmark. However, as shareholders may
keep all of the increment above 300 basis p(’)i'r'\tsrébové the benchmark (subject to the
offramp discussed below), it is possible for shareholders to gain significantly more than
68% of the increment. For example, if returns are 400 basis points above the benchinark,
shareholders would retain 76% of the increment. This system gives an excellent and
increasing incentive to shareholders, and is fair to ratepayers who receive both the
“consumer dividend” in the productivity formula and a larger share of early (and
presumably easier) productivity gains.

| We do not perc’eivé aneed to impose any sharing below the ROR
benchmark, except for the offramp provisions discussed below. Even under traditional
cost-of-service ratemaking, we have never guaranteed the utility its authorized ROR.
Our PBR mechanism is designed to gllow SoCal to “stretch” for higher levels of
revenue, and to keep a progressively greater amount of what it is able to eam. By
setting the proper ROR benchmark, we will calibrate the mechanism so that it 1ewards
improvements which exceed that baseline, and accomplishes the efficiency gains that
we intend for the benefit of the ratepayers by providing for progressive sharing above
the benchmark. We will set the ROR benchmark at the current ROR.
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We have focused on the question of how cost changes are
dealt with in a rate PBR versus revenue PBR. Our decision to adopt a revenue PBR has
much to do with our view of the appropriate treatment of ¢ost reductions. We now tum
to the treatment of revenue increases (also called revenue enhancements) in this PBR.
SoCal may be able to increase net revenues in several ways. As discussed elsewhere in
this order, SoCal may be able to expand current service offerings unrelated to the
provision of natural gas (such as meter repair), or offer new products or services. SoCal
may increase revenues through pricing flexibility approved in this order. SoCal may
also experience customer growth or increases in usage per customer.

With the exception of throughput increases, SoCal can
benefit from each of the methods of revenue enhancement discussed above. Revenue

enhancement increases productivity, and improved productivity is one of the primary

goals of performance-based regula(ion. We believe the adoption of this PBR will

encourage SoCal to séek out both cost reductions and revenue increases. If revenue

- increases occur, they will be factored along with associated costs into the total rate of
return calculation that is a part of the revenue PBR. If any revenue increases push SoCal
into the sharing range, or further into the sharing range (as discussed below), both

SoCal shareholdets and ratepayers will benefit from the productivity increases.

3. Exclusions
SoCal proposes that several cost categories handled by existing
regulatory mechanisms be excluded from the PBR. These would be preserved, and
would maintain their separate existence for adjudication by the Commission. The
proposed exclusions are as follows:

e Catastrophi¢c Event Memorandum A¢count (CEMA). The
Commission authorized all utilities to establish this ac¢ount
under Resolution no. E-3238 (July 24, 1991) as a reaction to the
1989 Loma Prieta earthquake to record the costs of restoring
utility service to customers; repairing, replacing, or restoring
damaged utility facilities; and complying with government
agency orders resulting from declared disasters. It was designed
to expedite and facilitate prompt response by utilities in
restoring services disrupted by declared disasters. SoCal
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proposed to exclude CEMA from PBR so that it will fulfill its .
intended purpose, ORA initially recommended that CEMA

expenses be reviewed using Z-factor criteria to determine

potential recovery (Exh. 107, p. 63), but subsequently stipulated

that CEMA be treated as an exclusion.

Hazardous Substance Cost Recovery Account (HSCRA), This
mechanism is a long-term performance-based cost recovery
mechanisi for hazardous substance and insurancé litigation
costs related to hazardous substance sites identified by the utility
for cost recovery from third partles, insurance carriers and
ratepayers. ‘ '

* Low Emission Vehicle (LEV) Program. In D.93-07-054,
50CPUC2d 452, the Comniission ordered that all funding for
utility LBV programs wvas to be established separate from the
normal general rate case proceedings, and required all energy
utilities to file separate applications for funding of six-year LEV

‘programs under specified guidelines established in that decision.
SoCal complied with that requirement. In D.95-11-035,

~ CPUC2d - (1995), the Commission allowed continued
ratepayer funding of LEV fleet expenses subject to a one-way
balancing account, and specified the treatment of the costs of
customer-site stations. SoCal proposés that capi tal-related costs
for utility LEV and customer-site stations remain in the PBR Base
Margin showirng, and that all expenses covered under the
one-way balancing account be excluded from PBR and continue
as a separate regulatory funding mechanism.

Regulatory Transition Costs. S6Cal proposes that all regulatory
transition costs whose regulatory treatiment is in the process of
being determined at the federal and local levels to be excluded
from the PBR to be separately resolved by the Commission.
These matters are not subject to reasonable estimation, and SoCal
describes them as both significant and potentially volatile.
Transition costs identified by SoCal consist of Take-or-Pay (TOP)
costs, Minimum Purchase Obligation (MPO) Transition costs,
PITCO/POPCO” Transition costs, and the Interstate Transition
Cost Surcharges (ITCS). , '

2 These acronyins, fespécﬁ\*ély, refer to Pacific Intérstate Transmission Company and Pacific
Offshore Pipeline Company, both of which are SoCal affiliates. ' .
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- Wheeler Riégelnterccmnection Costs and Revehues,
D.95-04-078, - CPUC2d - (1995), in SoCal's 1994 BCAP, sets
forth the adopted incremental ratemaking treatment for the
Wheeler Ridge facilities. SoCal states that implementation
requires that Wheeler Ridgei mterconnechon costs and revenues
be excluded from PBR.

Mandated Somal Pro;@ms SoCal proposes that mandated
social programs such as California Alternate Rates for Energy
' (CARE) and the low-indone Diréct Assistance Program (DAP)
should bé exclided from PBR because they are created by -
legislative or administrative mandate, and are not wuhm SoCal’s

- COntrol

Gas Costs and Pmelme Demand Chaggg, Gas ¢Osts and plpehne f

- demand charges for core salés customers ate fo:ecasted and
recovered through rates adopted in BCAPs. SoCal proposes to
exclude these charges from PBRto maintain the existing BCAP
cost recovery system.

Costs Imyosed by the' COmmxssmn SoCal prOposes that certain
<osts 1mposed by the Commission; such as intervenor -
compeénsation fees and costs related to Commission'staff - =
supervised management of financial costs should be excluded
from PBR because they are subject to separaté cost recovery
treatment.

There is no longer any serious dlSpute concemmg exc111510n of

these items. All of them appear to be appropnate for e:xcluswn from the PBR
mechanism, because they are beyond the control of SoCal’s ihanagement, of are subject
to recovery through other existing ratemaking mechanisms. We will apprOi*e these
proposed exclusions.
4. “Z" Factors

We agree with SoCal that events which quahfy as Z factors should
be handled outside of the PBR mech&msm We also agree that the adopted procedure
must insure that there is no double-counting of Z factor events in the mﬂatmn index.
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We will adopt the following procedure proposed by SoCal to handle Z factors under
PBR. '

When a potential Z factor event occurs, SoCal will promptly advise
the Commission of its occurrence and establish a memorandum account for the event.
The notification of the event will provide all relevant information about the event, such
as a description, the amount involved, and the timing, and will advise of the
establishment of the memorandum acéount. This nohficatlon willbe followed by a
supplement to the annual rate adjustment procedure for Comn‘us«lon review.

For each event, SoCal’s shareholders will absorb the first $5 million
per event of otherwise compensable Z factor ad]ustmentb This will be accomplished
through the operation of a “deductible.” The deductible is camulative for each Z factor
event from yéar to )'ear; and is exhausted when the cumulative Z factor ¢osts exceed the
deductible amount. The deductible is separately applicable to each Z factor event.

To implenient the adjustment, we adopt SoCal’s proposal for use of
a formula based on the ]e.\_'el of integratipﬁ with the GUPI to a\?qid double—cdunting the
Z factor event in the inflation index. This formula is based upon the extent to which the
Z factor impact is captured in the GUPI, and excludes that amount. SoCal will have the
burden of proof in a Z factor proceeding to démonstrate both the total cost of the
Z factor event, and the percentage of such cost estimated to be captured within the
GUPL

ORA initially recommended that CEMA become a Z factor.
However, ORA and SoCal have agreed to recommend that CEMA be treated a an
exclusion rather than a Z factor. As part of the a greement SoCal will maintain
commercial insurance for earthquake and other disaster coverage unless major adverse

changes to premium levels occur in the future. We will adopt the agreement between

ORA and SoCal.

5. ~ Core Pricing Flexibility -
SoCal has proposed that it be gwen the ﬂex:blhty to offer ophonal

tariffed rates and to negotiate discounted rates with core customers. Any discounts
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would be applied to the base rate portion of the default PBR rate (i.e., gas costs would
not be discounted). With its proposed elimination of the CFCA, SoCal’s shareholders
would be at risk for any discounts provided to customers. SoCal proposes that optional
tariffs and discounted rates be priced no lower than short-run marginal cost and go into
effect on the date of filing.

ORA supports SoCal’s request to be able to offer discounted rates
provided that shareholders bear 100% of the risk associated with revenue shortfalls and
that the price floor for contracts is long-run marginal ¢ost. ORA also supports the
concept of optional tariffs for the core but opposes authorizing them at this time,

‘because SoCal has provided insufficient information. Therefore, ORA recommends that
SoCal either submit an application that would allow for consideration of specific
optional tariffs, as occurred for SCE, or to approve optional tariffs on a case by case
basis.

Allowing for negotiated rates and optional tariffs will provide
SoCal with opportunities to increase utilization of its system, which benefits ratepayers.
Under our adopted sharing mechanism, incremental revenues translate into benefits for
both ratepayers and shareholders, providing SoCal with the incentive to more
efficiently operate the system. Therefore, allowing SoCal to enter into negotiated
contracts and offer optional tariffs is consistent with our PBR goals.

We would prefer to authorize optional tariff offerings with more
details than SoCal has provided in its application. However, because shareholders will
be entirely at risk for the revenue shortfalls, we will allow SoCal to negotiate discounts
and offer optional tariffs, provided that the price floor is above class average long-run
marginal ¢ost (LRMC) and allosw the tariffs to be effective upon 20 days after filing
unless protested on the basis that the price floor is below class average LRMC.® If

protested, the optional tariff filing will proceed through the normal advice letter

® Nothing in this decision is intended to prevent parties from protesting such filings or any
other basis, as well.
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process. The optional tariffs nwust be available to all similarly situated customers that

meet the eligibility criteria. If SoCal wishes to offer rates that are customer specific or

targeted at some subset of a class and therefore below the class average LRMC, then
additional information must be submitted, consistent with information required for
long-term contracts under the Expedited Application Docket (EAD), and the contract or
tariffs will be subject to Commission approval through the EAD process. Contracts with
terms of five years or longer must be approved by the Commission. Consistent with
allowing SoCal to offer core customers discounts, we will also allow SoCal to offer firm
noncore customers negotiated discounts of less than five years’ duration. Negotiated
contracts must be filed with the Commission, but the confidentiality provisions in place
for noncore contracts will also apply for core contracts.

Electric utilities who retain the Electric Revenue Adjustment
Mechanism (ERAM) and offer discounted rates for which shareholders are at risk must
currently include an adjustment to ERAM to ensure that ratepayers are not at risk for
any revenue shortfall associated with discounted rates. Because we have retained the
CFCA, we direct SoCal to develop an adjustment mechanism to the CFCA to ensure
that ratepayers are isolated from any risk of revenue shortfall associated with

discounted core rates or optional tariff offerings.

6. Implementation Date
The rates based upon 6ur adopted base margin shall become

effective July 1, 1997. We recognize that changing objectives as a result of implementing
PBR mid-year may create implementation problems and therefore the PBR mechanism
shall become effective as of January 1, 1998, unless SoCal clects to operate under the

mechanism effective as of January 1, 1997.

7. “Oftramp” Provisions
SoCal proposes that the Commission not terminate or modify the

PBR mechanism before its minimum term, even if SoCal’s recorded rate of retum falls
below or rises above any particular level during that period, and proposes to take full

risk for the level of its earnings under PBR for at least the proposed minimum duration
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of the PBR mechanism. For the protection of both SoCal and its ratepayers, we conclude

that this should not be the case.

a) Cost of Capital Trigger
Although SoCal proposes not to make any changes in PBR

indexed rates for changes in cost of capital, it proposes an exception in the event that
the 12-month trailing average yield on long-term Treasury Bond increases or decreases
more than 250 basis points from the forecast average rate for calendar year 1997, as
adopted in D.96-11-060 in SoCal’s 1997 cost of capital application. Thus, SoCal
acknowledges the need for an escape valve, or offramp of sorts, in the event of a
dramatic change in the cost of capital.

Under the proposed mechanism, SoCal would have the
option to file a cost of capital application in the event that the 250 basis point “trigger”
were exceeded. In the event of a 250 basis point decrease, SoCal would be required to
file a cost of capital application. In either event, the Commission would determine |
whether any- change in rates was appropriate in light of all factors affecting the cost of
capital. Any rate change, whether an increase or decrease, would be prospective from
the effective date of a Commission decision.

ORA generally supports the trigger mechanism concept, but
proposes a SOmewhaf different approach to cost of capital. The principal differences
between SoCal’s proposal and ORA’s proposal are that: (1) ORA’s mechanism would
not be triggered unless actual interest rates changed by more than 150 basis points and
the then-current DRI forecast was for interest rates to continue to be at least 150 basis
points different from the benchmark interest rate under PBR; and (2) if ORA’s threshold
were triggered, there would be an automatic adjustment of rates according to a
pre-established formula. SCUPP/IID also supports the basic concept of using a
triggering mechanism with a single-index PBR, and prefers ORA’s proposal over
SoCal'’s.

We prefer ORA’s approach over that proposed by SoCal for

two reasons. First, that approach is more sensitive to a realistic level of interest-rate
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savings. Secondly, it is a system which will not involve as great a level of regulatory
burden on the Cofnmi'ssion, because a cost of capital application would not have tobe
filed when the trigger level was reached.

We adopt for SoCal the ORA triggering mechanism for
changes in cost of capital during the PBR period, coupled with the “MICAM”
mechanism for rate adjustment that we recently adopted for SDG&E in D.96-06-055.

b)  Rate of Return Offramp

SoCal opposes any offramp which would have the effect of
allowing or requiring suspension or modification of the PBR mechanism before the
expiration of the five-year minimum term in the event that SoCal earns a specified
amount more or less than the benchrnark rate of return. SoCal argues that this would
result in dilution of the penalties for poor performance and rewards for superior
performance, and tend to defeat or impair the incentive provided by the mechanism for
the utility to operate efficiently.

o As part of its proposal for a sharing mechanism, ORA
advocates an offramp mechanism to protect both ratepayers and SoCal from significant
deviations from anticipated earnings under this new and untested PBR system. For
upside deviation, ORA proposes an offramp trigger set at 300 basis points above
authorized earnings for two consecutive years. For downside deviation, ORA proposes
an offramp at 175 basis points below authorized eamings for two consecutive years.
This proposal conforms well to the sharing mechanism we adopt and is very similar to
the approach we have taken with SDG&E. We also prefer an offramp “trigger” device
to the adoption of an interim PBR with a shorter duration, which is the approach
espoused by TURN.

We will adopt ORA's rate of return offramp proposal. The
PBR mechanism will be subject to a motion for voiunta_ry suspension if SoCal reports
two consecutive years of net operating income that is at least 175 basis points below its
authorized rate of return. Either SoCal of ORA may file this motion seeking suspension
of the PBR mechanism. If the motion is granted, susperision of the PBR would be

..




R 87-11-012, A95-06-002 ALJ/VDR/tcg ¥*%

required, If SoCal reports return of 300 or more basis points above its authorized rate of
“retum for two consecutwe years, the PBR mechanism will automatically be suspended

and we will conduct a formal regulatory review to determine what, if any, changes in

the ratemaking mechanism are required.
¢)  Mid-course Réview |
Although SoCal opposes any regulatory change to the PBR
system pnor to e)(plratlon of the S-year mlmmum tenn (except for the cOst of capltal
' tngger), the expenmental nature of the PBR and SoCal s own umque cnrcurﬂstanceb |
compel us to conclude that thereis a need for reexammahon of the program before ﬁve
years elapse, ' ' '
, Flrst, accOrdmg to the Global Settlement the explrahon of
that agreement on ]uly 3l 1999 will alter SoCal's ratemakmg envnronment and requn'e ‘
the institution of a BCAP As SoCal’s witness Van Llerop acknowledges ‘ 'l

" “The Global Settlement tequires that [SoCal] file 2 BCAP )
. application in October of 1998 with rates to become effectivé’
on August 1, 1999. The key purpose of this BCAP filing isto -~
terminate the provision in the Global Settlement that rates
and cost allocation be based on 1991 throughput o [SoCal}

pr0poses that “shadow rates” - adopted in this proceeding - =~

g0 into effect as actual basé rates on August 1, 1999, which.
will terminate the 1951 throughput proviston with respect to -
base rates. The 1998 BCAP filing is still required to replace

- 1991 throughput, ; with a forecasted thioughput level for the
purpose of determining éxclusions suicharges. [SoCal} .
proposes that the 1998 BCAP be used to adopt surcharges
and cost-of-gas rateés for the remainder of the PBR period,
i.e., from August 1, 1999 to December 31, 2001.” (Exh. 11,

pp- 69-70)

This in 1tself establlshes the need fOr a mld—course proceedlng, currently anhcnpated to
be in the form of the 1998 BCAP to remsnt oertam of the issues in this PBR -
' Nol*w;thstandmg e)q:-hcnt language to the contrary in the
- Global Settlement, SoCal s PBR proposal 1s premxsed upon retammg the intér-class cht ',
B allocahon based on 1991 th:oughput for the entire PBR penod which extends well
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beyond the August 1, 1999, expiration of the Global Settlement. TURN's witness Florio

testified that this would be particularly harmful to core customers, because the effect of
the SeCal proposal would be to reduce the average year forecast of throughput by 5%,

while at the same time denying core ratepayers the benefit of the lower throughput

forecast for purposes of cost allocation. (Ex. 55, pp- 16-17.) Consistency must be assured

through the 1998 BCAP or its equivalent.

_ TURN asserts that there is another reason why cost
allocation issues must be resolved in the 1998 BCAP. In the current (1996) BCAP, ORA,
and TURN have proposed certain refinements to the Cpmmi$ion's LRMC
methodology which SoCal claims to exceed permissible cost allocation changes as
defined by Section C.5 of the Global Settlement's Implementation Appendix. In the ‘
current BCAP we may c0nclude that these changes must await the expiration of the
Global Settlement However, SoCal's PBR proposal would preclude the allocation of
base margm among customer dlasses from conmderatlon in the 1998 BCAP, because the
rates set in this proceedmg (as indexed) will remain in force beyond the Global
Settlement's expiration. Consequeritly, ORA and TURN would be foreclosed from
proposing Va_djustmeﬁt_-s to the LRMC methodology well beyond the expiration of the
Global Settlement unless there is a niid-cdt_irse review.

The merger application of Enova Cérpbration and Pacific
Enterprises, which is cufrehtly pending before us, also portends significant changes in
SoCal's ratemaking environment. Approval of the merger application could result, for
example, in alteratton of the basé margin, partlcularly if there are significant
productivity gams due to what SoCal has characterized as * synergles "such as the
consolidation of administrative and general office functions of the merged parent
companies. Although we have declined to examine the financial implications of the
pending merger application in this proceeding, we cannot turn a blind eye to the
. probability that the merger may have considerable impact on SoCal, requiring some

adjustment of the PBR.

proposal which are simply not appropriate for inclusion. Among these features are

-51-
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R.87-11-012, A.95-06-002 ALJ/VDR/tcg ** %

changes in residential rate design, additional pricing flexibility, and gain on sale. To the
extent that these items were not addressed in SoCal’s current BCAP, t‘ne;' should be
addressed in the next BCAP (or its successor proceeding).

Finally, SoCal, ORA, and TURN have agreed to recommend
that a mid-course review be undertaken to examine the status of customer service
quality indicators, including the penetration of the CARE program. The 1998 BCAP (or
its successor) could be utilized as a vehicle for conducting this review.

In recognition of these citcumstances,)we conclude that there
is a need for a mid-course evaluation of SoCal’s PBR, and that SoCal’s 1998 BCAP (or its
successor) should serve as the forum for that effort. In that proceeding, we will address
the issues of SoCal’s throughput forecast, cost allocation, rate design, and other matters
which may come to light from the interin results of SoCal’s PBR experience.

d})  Termination
" Under SoCal's proposal, the PBR would remain in effect at

least five years from its inception. Based upon this minimum term, SoCal proposes that

any party, or the Commission on its own motion, could institute a proceeding to change
or replace the PBR mechanism upon its expiration. ORA and SCUPP/IID obj'éct to the
automatic continuation of SoCal’s PBR. ORA proposes that the PBR be formally
evaluated near the conclusion of the five-year PBR term to provide the Commission
with a complete evaluation of the PBR miechanism.

ORA proposes that SoCal be required to notify the
Commission and all parties of record of its intention to file either a general rate case
application or a PBR application 24 months prior to the end of the PBR cycle. If SoCal
indicates that it plans to file a general rate case application rather than a PBR
application, ORA will submit its master data request to SoCal within one month after
SoCal notifies the Commission. Thereafter, the procedural schedule would follow the
rate case plan in accordance with R.87-11-012. Alternatively, ORA proposes that if
SoCal notifies the Commission that it desires to contimie with a PBR program, SoCal
should be required to file a PBR application no less than 18 months prior to the end of
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the PBR cycle. Iniits filing, SoCal should provide both an evaluation of its existing PBR
program and a rtecommendation as to what modifications should be made to the PBR

mechanism for the future.

ORA witness Bower specifies the issues that, at a minimum,

should be addressed in its filing requesting continuation of PBR. These are:

L]

Was SoCal successful in meeting or beating the adopted

‘ benchr’narks? -

What happened to system average rates over the period
of the PBR? How did this comparé to the average national
raté and to the ov erall rate of mﬂatlon?

If SoCal was successful how were the reductlons :
acc0mphshed7 What types of éxpenses were reduced?
Were there any side effects of the expense reduction?

What was the operatmg environment of SoCal over the
PBR period? Werie there developments that either made it
easier or more difficult to achieve the established goals? If
so, what were those developments?

Did the Commission and SoCal work together effectively
in the process of monitoring and evaluating the PBR? If
not, what parts of the monitoring and evaluation process
did not work? :

Did the Comm1$smn and SoCal work together effech\’ely
in the event of any interim modifications to the PBR? If
not, how could this process have been improved?

Did the PBR demonstrate a more or less efficient method
of regulation than the conventional genéral rate case
method? What specifi¢ features of the PBR were either
better or worse?

Were the specific performance indicators in this PBR
adequate to measure the effectiveness of the PBR? If not,
how should the performance indicators be mod:ﬁed?
Was SoCal successful in mamtammg a stable credit rating
over the term of the PBR? What other financial measures
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should be examined? What was SoCal’s annual ROE and
ROR performance over the PBR, and how did that
compare to the company’s authorized numbers? How did
this performance compare to SoCal’s historical record for
periods prior to the PBR?

\What other consequences of the PBR were identified, if
any? What was the impact of those consequences on the
PBR? What was the impact of those ¢onsequences on
SoCal, its ratepayers, the environment, and others? Were
the consequences positive or negative?

Considering the results of the PBR, what should be the
“next steps? Should the PBR be continued? If so, what
~ “start up” conditions should prevail? Should those
alternatives include a retumn to the general rate case or
attrition process? (Exh. 107, pp. 16-18 - 16-19.)

ORA'’s proposal is well ¢onsidered. Although we have no
disinclination to continue SoCal’s PBR beyond the five-year minimum, there is a need to
insure that the system does not continue indefinitely without being subjected to one
scrutiny, and to insure that it is meeting its intended goals and furthering our
regulatory policy. The pfbcedure for continuing the PBR outlined by ORA is far less
onerous than the requirements for fiiing aGRC, and is appropriate for evaluationof a
program that has been in force for five years, as contrasted with the three-year life of a
GRC.

We will adopt ORA’s proposal.

Service Quality, Customer Satisfaction, and Safety Incentives
_ By its nature, customer satisfaction is difficult to measure and to
quantify. SoCal’s original proposal to measure ongoing customer satisfaction by using
an index figure generated considerable controversy, res;llting in a great dea! of

discussion among the parties during the course of the hearing. The outcome of these

ﬁegotiatio_r\s was a joint position on behalf of SoCal, 'ORA; and TURN, which is set forth

in Exh. 210. That exhibit provides a comprehensive joint recommendation for measures
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to ensure that customer satisfaction, service quality, and employee safety performance .
will be maintained in SoCal’s PBR environment. .
The four primary features of this comprehensive plan are:

¢ Individual targets would be established for each of the four key
service attributes, with each service attribute carrying a potential
rate reduction should the performance level for that attribute fall
below its prescribed target and deadband. These four key sérvice
attributes are:

(1) Custoniéi' _satis_fat_;tioii wwith the telephone customer service
representative (CSR);
(2) Customer satisfaction with the scheduling of an
‘appointment for a field service call;
(3) Satisfaction with the field Appliance Service Representative
. (ASR); and - ' ‘
“4) Perceﬁtagé of on-time arrival for the sérvice call;
An additional call center “prescriptive” performance standard
would require 80% of all telephone calls to be answered within_
60 seconds for regular calls, and 90% of all leak and emergency
telephone calls to be answered within 20 seconds. SoCal would
be subject to rate reduction for failure to meet these targets.

In addition to rate incentives, SoCat would assume responsibility
to provide reports to the Commission, on a quarterly basis,
containing monthly data on seveéral service quality indicators, as
follows: level of telephone busy signals, percentage of estimated
meter readings, leak response time, percentage of missed
appointments, and percentage of customer problems resolved on
the first service call.

The Commission will undertake a mid-course review of the
status of the customer service quality indicators.
The program specifies penalties for failure to attain goals below a deadband. Aggregate
penalties of more than $4 million will tﬁﬁger an investigation by ihe Commission.

SCE objects that the service program does not provide for rewards

. for aftahiing levels above the goals.A"'ﬁiis' ov‘erlboks the purpose of our quality control

efforts, which is to ensure that standards of service are upheld at least at current levels
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despite the adoption of PBR, and particularly that cost cutting will not result in the
degradation of service and safety. We are concerned that if we provide rewards for the
attainment of higher levels, we will encourage efforts to overdeliver service, thereby
increasing the cost to provide service. The cost of the rewards would be passed along to
customers through higher rates. This would be contrary to our purpose in adopting
PBR. We have already described the terms to which SoCal, ORA, and TURN have
agreed relative to attainment of the employee safety standard. As contrasted with the
customer satisfaction provisions, this part of the agreement provides for both rewards
and penalties.

The program agreed to by SoCal, ORA, and TURN is a rational and
systematic approach to insuring the maintenance of servicé quality, customer
satisfaction, and safety. We adopt that prograni as part of our order.” We also adopt the
parties’ recommendation to conduct a inidterm review of the operation of these
features. As stated above, we have selected the 1998 BCAP (or its suécessor) as the

vehicle for conducting this review.

9.  Additional Customer Service Issués
SoCal states that there are two additional unresolved issues which

pertain to the customer satisfaction nieasure. Eirst, in the event that SoCal is authorized
to implement a late payment charge with respect to its core customers, TURN proposes
additional service quality measures, with poténtial monetary penalties, pertaining to
the mailing of customer bills and the posting of customer payments. Second,
SCUPP/1ID seeks to increase the amount of the SIC, which SoCal offered to its noncore

customers as part of the Capacity Brokering Settlement in 1991. SoCal opposes both of

these measures.
SoCal’s proposal to impose a late payment charge on overdue

balances for both core and noncore customers bears no immediate relationship to its

* The portion of Exh. 210 which sets forth that program is included in our Order as
Appendix A.
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proposal to move to a PBR system of ratemaking. Accordingly, TURN's responsive

proposal to impose standards on the date of bill mailing and payment p;)sting, and
penalties in the event that those standards are not met, is equally immaterial for this
PBR. There is no logical nexus between the economic incentives under PBR, or the
related prrovisions to insure service quality, and this controversy over administrative
processing of bills. We therefore decline the request for additional service incentives
relating to billing and payment, and defer the matter of instituting a late payment
charge to a more appfopriate Commission proceeding.

SCUPP/IID’s request for an increase in the SIC is apparently
intended to proted noncore customers from service interruptions caused by deferral of
maintenance, replacements, and expansion of fe;cilities. The SIC was originally
negotiated as part of the 1991 Capacity Brokefiﬁg Settlement, which was approved by
the Commission in D.91-11-025, 41 CPUC2d 668 (1991). Specific provisions which apply
to SoCal in that settlement allow SoCal to offer a performance guarantee in its tariffs by
provndmg the customer with a credit equal to $2.50/dth of gas for curtailment episodes,
with a maxinium credit of $5 million in any calendar year. sCupp/ 1D proposes that
we make this penalty mandatory, adopt a higher $10 mnlhon_mmal penalty, and
increase the penalty ceiling every time the maximum penalty is triggered.

We perceive no reason to adopt this measure as part of the quality
assurance measures for SoCal’s PBR. SoCal states that there have been no curtailments
of intrastate transmission service since the SIC was implemented, and SCUPP/IID has
not demonstrated any change in circumstances which would justify an increase in
SoCal’s penalty exposure. Moreover, for noncore business, SoCal faces significant
competitive threats in the form of interstate pipeline bypass, alternate fuel
consumption, and cheap imported electricity. Thus market forces, rather than penalties,

will provide the impetus for service quality assurance for noncore customers.

10. Monitoring and Evaluation
Because PBR is intended as a means to reduce the need for periodic

reexamination of a utility’s financial results through the GRC process, its success
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depends upon an effective program of monitoring and evaluation. In order to discharge
our responsibility, we must be in a position to understand and evaluate the
performance of SoCal’s PBR during interim periods between formal proceedings.

SoCal proposes to file a detailed annual advice letter to implement
the annual PBR rate adjustment and report on the customer service performance
measures, including any rate adjustment associated with ¢ustomer service measures.
This annual advice letter would be comprehensive in that it would include all elements
of the PBR indexing and adjustment niechanisms, i.e., inflation, productivity, Z factors,
and customer service refunds, if any. SoCal proposes to file this annual advice letter on
October 1 to allow sufficient time for review and approval so that the rates can become
effective January 1, and to fumish supporting documentation and workpapers to the
appropriate staff divisions on October 1.

Apart from this advice letter filing, SoCal’s proposal for monitoring
and evaluation consists principally of recommendations for the discontinuation of
many current reporting requirements in the interest of streamlining the regulatory
process. SoCal proposes to eliminate or modify approximately ten reports. (See
Exh. 107, Table 16~1.). Four of these reports are required by Commission General Orders
and apply to all energy utilities.

ORA in its comments states that a proc‘edural mechanism is needed
so that SoCal can report its earnings annually. ORA does not object to the annual
October 1 filing proposed by SoCal, but.pr'époses that an additional annual filing be
made to review the performance of the PBR during the previous calendar year. ORA
notes that both telephone and energy utilities which currently operate under adopted
PBR mechanisms are required to make annual filings to report on the performance of
the PBR during the previous year. Telephone utilities are required to file sharable
earnings advice letters evaluating the prior year's operating results no later than April 1
of each year. (D.89-10-031, Ordering Paragraph 16.) SDG&E must file a draft of its
performance réport by April 15, and a final version of the report By May 15.
(D.94-08-023, p. 80.) SDG&E's filing includes a review not only of any sharable

earnings, but also reviews the reliability, safety, customer satisfaction, and price
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performance components of the SDG&E PBR. SCE is required to file an annual
performance report similar to the SDG&E report by March 31 of each year, (Advice
Letter 1191-E, as adopted by Resolution E-3478.) ORA also requests an extended time
period for the review of the performance report to allow parties more time than the
usual amount for advice letter protests. ORA suggests the following schedule:

April 1 - SoCal provides a draft sharable earnings
advice letter to appropriate Commission
staff, which includes workpapers detailing
operating results for SoCal’s base rates.

" July 1 - Commission staff can subniit a report on its
audit or analysis of SoCal’s draft sharable -
earnings results.

July 10 - SoCal files its final performance advice
letter, with supporting workpapers.

July 31 - Protests in accordance with General
Order 96-A can be filed.

ORA, SCUPP/IID, and SCE object to the modification or

elimination of existing reporting requirements. As ORA witness Bower states:
“If the Commission is to successfully implement a
monitoring and evaluation plan, it must continue to receive
these reports. These reports will be essential tools in
evaluating SoCal’s performance under the PBR mechanisni.
The Commission will have the opportunity to evaluate the
usefulness of these reports in a PBR eavironment and
determine whether the reports should be modified,
eliminated, or expanded. Some reports may prove to be
essential while others may prove to be unnecessary. DRA
[now ORA] recommends that SoCal continue to provide
nine of the ten reports it proposes to eliminate.” (Exh. 107,
pp- 10-11.)

We acknowledge that reduction of regulatory paperwork in the

interest of improving efficiency is certainly a worthy goal. It is not, however, an integral

part of PBR. We would like to reduce the volume of reports for all utilities, not just

SoCal. Particularly for those which are required by a Commission general order, a
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generic proceeding would be required in order to change the requirement. We cannot
discriminate in favor of SoCal by eliminating reporting requirements in this proceeding
merely because it would reduce SoCal’s regulatory burden. The proposal to do so bears
no direct relationship to the institution of a PBR system.

We will adopt SoCal’s proposal for an annual PBR advice letter
filing but deny its request to modify or eliminate any current reporting requirement in
the intetest of maintaining our ability to monitor and evaluate SoCal’s performance
under PBR for the present.” The existing reporting requirenients, plus SoCal’s annual
PBR advice letter filing, will enable the Commission to monitor and evaluate SoCal’s
PBR program, and should remain in place until changed through mid-course review or

other proceeding, as appropriate. We will also require an annual PBR performance

report similar in scope to the SDG&E arnual performance report, and will adopt ORA’s

su ggested schedule for review of the filing. The filing should riot only review the PBR
performance including a report of any sharable eamings, but should also report on the
service quality, customer satisfaction, and safety incentives which we have adopted.
Finally, any party who iwishes to receive a copy of the draft filing to be made on April 1
should make such a request to SoCal, and such requests should be honored by the
Company.
D.  New Products and Services

“As we summarized earlier in this decision, SoCal seeks the ability to offer
new products and services, either itself or through an affiliate, without prior
Commission approval. It also asks us to agtee that the Commission not regulate the
prices, terms, and conditions for new products and services; that the profits or losses
from new products and services flow entirely to shareholders; and that existing

products and services that are offered on an unbundled basis in the future be treated in

® Other requirements, such as that which obligates SoCal to 6btain our expréss permission
before closing any branch offices, are also unaffected by this decision. (See D.92-08-038, 15
CPUC2d 301 (1992).)
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the same manner as new utility-related products and services. SoCal’s proposalis
opposed by ORA, SCE, TURN, and others, on a number of grounds.

On December 9, 1996, Enron Capital and Trade Resources, New Energy
Ventures, Inc., the School Project for Utility Rate Reduction, and the Reglonal Energy
Management Coalition, TURN, UCAN, and XENERGY, Inc. (collectively, Petitioners)
fited a petition which, for procedural reasons, was accepted as a motion in the electric
restructuring docket. In their motion, the Petitioners requested the Commission to issue
an order institﬁting a rulemaking to establish standards of conduct goveming
relationships between natural gas local distribution companies (like SoCal) and electric
utilities and their affiliated, unregulated marketing entities. The Petitioners also
requested that the utilities be required to have their nonregulated activities conducted
by their affiliate companies, rather than the utility itself, subject to the affiliate
standards. The Petitioners stated that the utility providing services within a monopoly
structure should be required to limit its actions to those services, so that equal treatment
among competitors can be ensured. It was pointed out in response to the motion that
the Petitioners’” motion was opposed to the proposal offered here by SoCal. In the
rulemaking drafted for the Commission’s consideration, staff recommended that this
aspect of SoCal’s proposal be consolidated with the rulemaking to assure that SoCal
and its affiliates would not be placed at an unfair advantage vis a vis the other California

energy utilities and their affiliates.

In the rulemaking and investigation docket (OIR) opened April 9, 1997, in

response to the motion, we provided instead “...that our decision in the PBR docket on
flexibility in introducing new products and services may be interim.” (R97-04-011,
1.97-04-012.) We also stated that “{e]ntry by the energy utilities and their affiliates into
the unregulated market for energy products and services should be on an equal footing
with respect to regulatory posture.” (Id.)

Although the OIR explicitly preserved the opportunity in this proceeding
to adopt an interim order with respect to SoCal’s proposal for flexibility in introducing
new prdducts and services, we decline to do so at this time. Now that we have carefully

reviewed SoCal’s proposal and the opposing pleadings, we believe it would be
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premature, at best, to allow SoCal to offer new products and services in competitive
markets on an unregulated basis while requiring SoCal’s competitors, the remaining
energy utilities, to participate in the rulemaking and investigation before allowing them
to offer the same services into the same markets on an unregulated, untariffed basis.

SoCal may choose to make the same proposal, or to modify it, in our
affiliates rulemaking and investigation. A number of questions arise from this proposal
that may need further consideration.

First, SoCal has not clearly specified the types of products or services
which it seeks authority to offer on an unregulated basis. During the course of this
proceeding, SCE and Enton each raised legitimate concerns about the types of services
that SoCal would seek to offer on an unregulated basis, particularly concerning the
unbundling of traditional services. In response, SoCal states that with respect to the
service unbundling of concemn to Enron and SCB, SoCal “expects” to file séparate
regulatory and ratemaking applications. This pledge leads to two further questions:

(1) If SoCal will not be offering on an unregulated basis the services and products which
are of concern to SC E and Enron, what products and services will it se¢k to offer? and
(2) Is SoCal’s “expectation” that it will seek further authority before unbundling any
traditional services, a binding pledge not to do so, pending further regulatory
approval?

Second, SoCat has not offered explicit criteria to define the relevant
markets into which SoCal seeks entry on an unregulated basis. What criteria and
process should the Commission utilize in determining the relevant market, the degree
of competition or the extent of SoCal’s market power? For example, SoCal has asked
that it be able to unbundle existing elective after meter services (such as pilot lighting or
appliance inspection) and offer these services on an unregulated basis “where there is

no market power.” (Exh. 144, p. 2.) However, SoCal has not explained how to

determine, or who will determine, that SoCal has no market power with respecttoa

particular product or service.
One particular aspect of SoCal’s proposal which is of concern to us is

SoCal's assertion that it is considering offering new products and services in “either
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competlitive markets which already exist...or are ripe for competition.” (Exh. 7, p. 27.)
As SCE observes, “Plainly, the fact that SoCalGas believes a market is ‘ri‘pc for
competition’ is a far cry from finding that a market is, in fact competitive...Under this
proposal SoCalGas could conceivably unbundle a regulated monopoly bundled service
into several unregulated monopoly unbundled services and then charge monopoly
prices for them.” (Exh. 50, pp. 17-18.) This issue needs further review.

We also note SoCal’s argument that the Conimission should presume that
if SoCal does not currently offer a service, it cannot have market power with respect to
it,and itis therefore a competitive service. By the very nature of SoCal’s monopoly
position in the energy and energy services marke, its access to comprehensive
customer records, its access to an established billing system, and its “name brand”
recognition, it may be that SoCal enjoys significant market power with respect to any
new product or service in the energy field.

Third, SoCal has not proposed what regulatory tools would be used to
prevent cross-subsidization between the services SoCal would ¢ontinue to provideona
monopoly basis and those it would provide as competitive services. In its rebuttal
testimony to ORA, SoCal argues that the opportunity for a utility to cross-subsidize the
launch of competitive services would be virtually eliminated. (Exh. 119, p- 11.) SoCal'’s
argument seems to rest on the premise that because its PBR proposal contains no
sharing mechanism, all profits would accrue to shareholders, and management is
consequently free to distribute all revenues which it derives from the monopoly
enterprise in any manner it sees fit. Elsewhere in this decision we expressly require
SoCal’s PBR to contain a sharing mechanism. But even if the absence of a sharing
mechanism, cross-subsidization cannot be permitted.

SoCal may renew its request along with its competing utilities, properly
defined and detailed, in the newly instituted OIR. The level of detail which we would
expect of a proposal to offer new products and services is equivalent to that which we
set forth when we adopted the three categories of services for telecommunication

pr’odticts and accompanying accounting safeguards. (See D.89-10-031.)
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While we are deferring consideration of SoCal’s proposal regarding new
products and services, we are not changing anything in this decision with regard to
~ SoCal's ability t6 provide se.n'ices currently offered or to apply to offer new products or
services. SoCal currently offers certain services beyond the provision of natural gas. For
example, SoCal currently provides meter repair services for SDG&E at its shop. This
service, and others like it, may continue (subject to our jurisdiction). SoCal may also use

the appropriate application or advice letter process to seek our approval to offer aew
products or services. We will consider any such filing in the normal course of review,

and we will coordinate at‘iy such decision with our conduct of the proceeding on
affiliate transachons, R. 97—04»011 and 1.97-04-012. ,

~If SoCal expands its current service offerings and/or galm approval for
new products or services, SoCal may be able to increase net revenues. We see thisasa
type of produchvnty 1mprovement that w ould be consistent with the goals of PBR.
Under the PBR we adopt in this order, relums above the target arising from either cost
decreases or revenue increases will be shared between ratepayers and shareholders.

- E.  Base Mér‘gin' ' ,
1. lntroduction
SoCal now proposes that the base rates for 1997 be developed by
applying the PBR index to a starting level of ratés based upon SoCal's 1996 operating
budget After SoCal filed its supplemental showmg in May 1996, its proposed base
margin was $1,451 981,000, which repreoented a$61.2 million reduction i in gas margin
as compared to the 1995 authorized level. ORA‘s Base Margm Report (Exh. 106), with
errata filed December 2, 1996, proposed a starhng margin of $1,235,376,000. ORA’s
proposal excluded Demand-Slde Management (DS\!), Research, Dermonstration &
Development (RD&D), and Dxrect Ass:stance Program (DAP) expense from base
margin, but even allowmg for this, the g gap behw een ORA’s and SoCal's posmon was
$170 million as the proceedmg entered the ewdenhary hearing stage.
7 " Asthe hearmg fieared {ts concluswn, several of the parues filed

jomt testimony which recommended the resolution of eight base margin and two policy
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issues (Exhs. 200-210). This reduced the difference betwween ORA’s and SoCal’s position
to $71.7 million. We must now consider the recommended resolution of these issues and
resolve those issues as to which there is still no a greement.

As is our practice with general rate case orders, we address these
items on an exception basis. We do not address accounts or funding requests which
were not at some point excepted to, or those which do not require our attention in order
to ensure that they comply with the law or Commission policy. In such instances we
implicitly find the utility’s proposal to be reasonable.

2. Nonlabor Escalation Rate

In dé\;eloping thei_f estimates of reasonable base rates for the
various cost categories, parties used a l.)ase'j'ear and escalated or deflated it to
c'ofr‘esp()nd to the test year, depending on the base year appliéd. ORA proposes a
nonlabor escalation rate of 2.23% for such purposes. SoeCal proposed a rate of 3.72% but
did not oppose QRA’s recommended rate. SoCal recommends, however, that the
Commission use the same value to deflate 1996 dollars as it uses to inflate 1995 dollars
in order to make consistent the showings of ORA and SoCal. We adopt ORA's
pr0pdsed inflation rate as reasonable as well as ORA’s recommendation to use the 1995
numbers in the record.

3. Customer Accounts (Accounts 901, 902, 903, 904,
- Sub-Account 184.103)
~ For customer accounts generally, ORA, TURN, and SoCal
ultimately agreed to a level ofrexpenses for customer accounts. They jointly recommend
a level of $111.77 million for accounts 901, 902, and 903 and sub-account 184.103. They
also recommend a reduction of $0.3 million for account 904 to recognize a reduction in
industrial uncollectibles. The parties’ joint recommendation recognizes $7 million in
estimated benefits derived from SoCal's implementation of its Customer Information

System (CIS). It also provides that costs for the adniinistration of the CARE program

would be appropriate until and unless 4 party other than SoCal administers the

- program. We adopt these recommendations.

-
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4. Late Payment Charges
SoCal proposes a late payment charge to be assessed on customers

who do not pay their bills on time. The parties recommend different approaches with
regard to the implementation of a late payment charge and the appropriate late
payment charge rate. As we have already stated, however, the institution of a late
-payment charge bears no direct relationship to the PBR proposal, and therefore should
not be a part of this proceeding. We decline to adopt that part of SoCal’s proposal here. ‘
5.  Gas Storage, Transmission, and Distribution Expenses

SoCal, TURN, and ORA agreed to total expenses of $20.37 million
for gas storage and $25.017 million for gas transmission. S6Cal obseérves that the
amounts are in 1995 dollars and must be adjusted to a¢count for inflation. We adopt the
stipulated amounts and adjust them consistent with SoCal's recommendation.

SoCal and ORA do not dispute the estimated expenses for gas
distribution. ORA’s estimate is somewhat lower than SoCal’s as a result of its estimated
escalation factor, which SoCal does not dispute, and which we have adopted. We

~ therefore adé'pt gas distribution expenses of approximately $176 million, which is a

reduction in these accounts of about $35.3 million from levels recorded for 1994.

6. Marketing Expenseés

ORA, TURN, and SoCal resolved any differences that initially
existed for expenses associated with DSM, other marketing expenses not related to
demand side manag"e.ment (“non-DSM marketing”), and the DAP, which is designed to
provide conservation measures to low-income customers. The parties recommend DSM
costs of about $27 million be included in a one-way balancing account rather than as
part of base rates. TURN and DGS support this proposal.

The stipulation betwveen ORA and SoCal also recommends that
other marketing costs be reduced from the existing level of $29.14 million to
$24.136 million and that capital costs for the Energy Resource Center would remain in
base rates. Consistent with the parties’ recommendations, we adopt total base rate )

marketing expenses of $24.136 million.




R §7-11-012, A95-06-002 ALJ/VDR/teg® ¥ ¥*

Funding and administration for DAP was not fully resolved in the
stipulation. SoCal proposes a reduction in direct assistance funding frop'\ $18 million to
$12 million. SoCal observes that the program is not cost-effective and that it is having
difficultf finding new DAP customers because of program saturation.

Natural Resources Reference Council (N RDC) proposes retaining
the $18 million funding level, arguing that the cost-éffectiveness of the program has
always been marginal and that SoCal has notj‘usﬁﬁed cﬁanging funding on this basis.
NRDC also observes that only 33% of i mcome ehgnble households have received DAP
help, contrary to SoCal's view that the market has been saturated.

We adopt SoCal's reduced fundmg levels in recognition that fewer
customers are available to take advantage of the program as a result of the program’s
success. We also grant SoCal's fequest for mcreasecl program ﬂexlblht)' which would
permititto put the weathenzatlon component of the program out to bid, among other
things. We do not adopt any. ﬂelelllt) which would change SoCal’s discretion to use
the funds for other programs. '

7.  Administrative and General Accounts

‘ a) ' Consu!tant Fees {ACcount 920)
| Account 920 includes funds for outs’ide consultants. ORA

recommends disalldx‘v’ing $94,000 for a consultant hired for this pi’Oééedihg because the
consultant’s work appears speculative after the test year. SoCal replies that it requires
the funding for mohitoﬁng and evaluation of its PBR mechanisni. We.reject SoCal’s
argument, which appears to pres'ume.re‘gulat'ory‘ activity will increase as a result of PBR
regulation. We adopt ORA’s adjustment to this account.

b)  Executive Compensation (Account 920 and 921)

TURN reoommends adJustmg labor ¢osts by $0.606 million
to reflect what it believes to be excessive compensation to executives. TURN observes
- that ORA’s compensahon study finds executive c0mpensatlon to be almost 13% above

_market even though ORA does not recommend any reduction in SoCal’s labor cost
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request. TURN's adjustment would amount to about 0.19% of SoCal’s total request for
employee compensation. ‘

SoCal argues that its executive compensation rates are
comparable to those offered to individuals w orkmg in markets from which SoCat
recruits. It does not, however, present any evidence to support its argument. We

therefore adopt TURN's adjustment to executive compensation.
¢)  Outside Expénses
(1) Stock Options Expénses (Account 923)
SoCal offers high level employees stock options as

part of their compensation plans ORA recommends that the Commission disallow

expenses associated with stock options for executives, which ORA believes raises
SoCal’s lcmg-term incentive levels to 21% above markei levels. ORA observes that SCE’s
and PG&B'’s stock options programs are fund_ed enhre]y by shareholders, and that the
incentives are rewards for financial'accompliéhr’nents which do not benefit ratepayers.
SoCal responds that ORA has 1mproperly isolated a
smgle element of SoCal’s total compensation package SoCal observes that ORA does
not dispute that total compensation at SoCal is ot above market levels, Isolating stock
options expenises would therefore reduce the package of total compensation further.
We concur with SoCal tha{ as long as its total
compensation levels are appropriate we will not dictate how SoCal distributes
compensation among various types of employment benefits.
(2) Lobbying Expenses
Following some initial disa greement regarding
appropriate lobbying éxpenses, SoCal and ORA resolved their differences, proposing to
reduce SoCal’s request by $0.4 million. We adopt their agreement.
(3) Affillate TranSactions
SoCal pays its parent company fOr some services
pursuant to direct bllhngs which reflect specnflc services. ORA recommends a
disallowance of $1.924 million of such affiliate costs sought by SoCal following an audit
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of related expenses. ORA proposes the disallowance on the basis that SoCat had failed
to provide any meaningful documentation of $1.02 million worth of services provided
to it by its parent, Pacific Enterprises. It is especiatly concerned with the lack of
documentation for $3.32 million of law department charges.

SoCal replies that ORA and its auditors are not the
“arbiters of how much documentation is ‘enough.’” It argues that the law department of
Pacific Enterprises could be expected to spend most of its resources 6n SoCal’s needs
because SoCal is the largest of the Pacific Enterpris'e"ébmpanies. Finally, the SoCal level
of funding fof'l‘ega'l expenses is an estimate of 1996 expenses, not an acbounting' of

actual expenses for 1995.

SoCal has thé burden to demonstrate the

reasonableness of its requests. In this instance, SoCal failed to provide sufficient
documentation to support its request. However,'SOCal submitted some documenta tion,
which is adeq't.‘!'ate and to justify some payment by ratepayers for the services of SoCal’s
parent company. We therefore adopt ORA’s re_c’(‘)rﬁmendatidn of disallowing
approximately 50% of SoCal'’s r'équest; and élldwing the rest.
(4)  Multifactor Allocation Formula (Aécount 920)

SoCal pays its parent company for some services on
the basis of indirect altocations to SoCal in cases where direct billings for specific
services are not practical. ORA opposes elements of the formula SoCal uses to allocate
such costs. Specifically, ORA would weigh operating expenses and‘payroll more
heavily than assets. Appl}ring ORA’s methodology to the relevant costs, ORA
recommends a disallowance of $2.939 million less than SoCal requests.

, ORA believés SoCal's allocation to new lines of
business — less than two tenths of a percent —is unrealistic. It would increase the
amount to 20%.

SoCal resbbnds xuth various arguments, among
which are that its formula is used by other utilities and other jurisdictions, and that its

other business units are designed to assist in new product development for sister units
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SoCal responds that it is not antici pating a reduchon in these
costs in the near future. Although they might decrease at sone pomt as a result of
corporate restructuring, SoCal argues that it has not asked for recov ery of cost increases
which might occur at some unspecified point and should therefore not be required to
forgo uncertain decreases.

We reject ORA’s adjustment in this account on the basis that
ORA has not demonstrated that SoCal will stop using the facﬂmes in questlon durmg
the test year. ' | '

e)  Injuries and Damages (Account 925) /

‘ Aecount 925 includes funds for compensatmg employees for
injuries and damages sustamed at the workplaee ORA recommends a$lL9 mxlhon
reduction in SoCal’s eshmate for Account 935 to recogmze employee reductions and
associated redueed costs for this account. SoCal argues ORA mappropnately reached its

estimate by applymg year end accruals of emp!oyee settlements i it lawsuits rather than

lookmg to actual cash payments to estimate these revenues
Consistent with exlstmg pohcy, we adopt SoCal’s
reoommended level of fundi ing in this account using actual ¢ash payments as the basis

for estimating net costs.

" f)  Franchlseé Fées (Aébbi}hi 927)
- ORAand SoCal resolved most issues conceming franchise

fees, arguing that this proceedmg should not be a forum for changmg the franchise fee
methodology, and that estimates adopted in this proceedmg w ould include

$23.31 million in revenues from miscellaneous 'servic"es,VFSOCal and ORA did not agree
on the appropriate rate for franchise fees. We adopt SoCal’s number, because ORA’s is
based on an assumption that the methOdOIOgy would be chariged' ORA stipulated to
retain the methodology in deriving a level of revenues, we therefore apply SoCal’s rate

for consistency.
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and are not independent of SoCal. SoCal also argues that its affiliates are considezably
smaller than SoCal in terms of employees and assets.

The record suggests that the purpose of SoCal’s
affiliates is to promote new product development which is not related directly to utility
expenses that would be recoverable here. If that were not the case, thete would be scant
reason to create such entities, considering the potential inefficiencies of having utility
operations in w6 $eparate units. We are not concemed with how other jﬁnrisdicti‘ons
view SoCal’s allocation methods so much as we are inclined to consider the niethod on
its merits. We find that ORA’s method is superior to the one propoeed by SoCal, and we
adopt that method.

(5) Law Department Rent (Accéun_t 923) 7
SoCal receives its legal services from its parent

company, Pacifi¢ Enterprises, which bills SoCal for related costs. ORA recommends an
adjustment of $389,669 to reflect billings by Pacific Enterprises for rental of property to
house the Legal Department. The billingé are in excess of the actual costs of the Gas
Company Tower lease. SoCal respohds'thdt the adjustment would be unfair because the
rate is nearly identical to that paid at the Gas Contpany Tower. SoCal believes ORA
should not be able to penaliie the company fora lease cost that was reasonable at the
time SoCal entered into it, even if prevailing market rates are considerably lower.
We have made adjustments to the Gas Compahy
Tower lease to reflect unused space, and by implication the effects of the Law
Department’s remaining at another location. ORA has not demonstrated that the Law

Department’s lease is unreasonable. We therefore adopt SoCal’s request for the costs of

the Law Department’s lease.

d)  Insurance Expeéenses (Account 924)
ORA beheves corporate reorganization will cause eight

facilities no longer to be useful. Ehmmdtlon of these facilities and the costs to msure
them, according to ORA, will offset increases in insuring remammg facilities. ORA

recommends a $16,000 reduct:on over SoCal’s estimate.
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g)  Regulatory Commission Expenses (Account 928)
Account 928 includes funds for the costs of pérticipating in

regulatory commission activities. ORA recommends about $26,000 less in this account
than SoCal. ORA uses the 1994 level and adds inflation for 1996. SoCal adds certain
expenses and 1995 inflation to the 1994 level.

We adopt ORA’s adjuélnier\t to recognize the likelihood that
regulatory Commission expenses should not be increasing in the foreseeable future.

h)  Rents (Account 931)
(1) Gas Company Tower ‘
ORA recommends a disallowance of $5.384 million to

reflect unused space at the Gas Company Tower, SoCal’s corporate headquarters.
- ORA's recommended disallowance is based on ORA’s assertion that 131,063 square feet

of the site’s 550,000 square feet is vacant.
ORA'’s reconimendation is based on the analysis of its

auditor, Overland. In its audit, Overland found that about 25% of the rentable space at

Gas Company Tower was vacant, assuming that 375 employees would be moved to the
Gas Company Tower. Based on SoCal’s records, Overland concludes that SoCal has
conducted “continuing review” of excess real estate rather than dispose of it or use it for
company operations. ORA rejects conipany promises to move mote employees to the
Gas Company Tower, because such promises have not been fulfilled in the past.
Specifically, ORA refers to SoCal’s stated intent to move its Law Departmeht to the Gas
Company Tower during SoCal's last general rate case, which the Comrhission relied
upon in granting associated funds for the Gas Company Tower.

SoCal responds that it has developed plan to occupy
97% of the Gas Company Tower in 1997. It presents a timeline which it developed
shortly prior to hearing in this proceeding. Its witness asserts that at the time of the
hearing the Gas Company Tower was §%% occupied. SoCal argues that it would not
make sense for it to have sublet the unused space at the Gas Company Tower in the
dépressed Los Angeles rental market. SoCal states it attempted to sublease Gas
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Company Tower space but, at a market rental value of $13 to $15 a square foot, the
revenue would have barely covered SoCal’s building operations costs. .

SoCal claims that the fact that the Law Department
did not relocate to Gas Company Tower is irrelevant. SoCal states that the relocation
was deferred because of the need to house displaced employces at the Gas Company
Tower, and because of the “extraordinary” cost of relocating the Law Department
library. _

ORA responds that the Commission should give no
weight to the move plan, because the moves have been previousty found to be
uneconomic or are for personnel from CIS who are to be terminated. ORA ar‘gﬁes that
SoCal's anal)rsis of future use of the Gas Company Tower assumes the company
requires 120 workstations for equipment that is appropriately located on employee
desks and 273 spaces for ¢ontractors, though only 140 contractors were expected to
work for the company after December 1996. ORA also observes that Overland’s report is
generous because it does not account for 153 employees who have left the company
since the audit was completed.

SoCal leased the space under a 20-year contract
beginning in i991. We originally reviewed the costs of the Gas Company Tower leas¢ in
D.92-11-017. In that order, we disallowed a portion of the excess space at Gas Company
Tower on the basis that SoCal had not demonstrated the reasonableness of the costs.
Subsequently, we reinstated much of the disallowance in D.93-12-043.

We begin by rejecting SoCal’s argument that ORA is
improperly relitigating this matter. As SoCal itself observes, D.93-12-043 permitted a
reconsideration of the findings of that order with a showing of changed circumstances.
ORA is seeking to demonstrate changed circumstances which would justify additional
disallowances.

7 Indeed, circumstances have changed since 1994.
Occupancy in ihe_ Gas Company Toxi.'er, assuming SoCal’s analysis is correct, was 85%
in 1995 and less than 80% in 1996. SoCal’s assertion that the Gas Company Tower was
89% occupied at the time of hearing was refuted by ORA’s auditors after a physical
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