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OPINION

1. Summary
The Commission approves a settlement agreement reached by three of the

four active parties in this proceeding. San Diego Gas & Electric Compény
(SDG&E) is authorized to implement a modified performance-based ratemaking
(PBR) mechanism for its gas procurement activities in place of its currently
effective gas procurement PBR experiment. SDG&E's gas purchasing
performance will be measured against a single market pr'ice benchmark.
"Savings" which result when the utility's actual gas costs fall below the
benchmark will be shared equally between customers and shareholders. If gas
procurement costs exceed the benchmark plus a 2% deadband, ratepayers will
pay for 25% of 5uch "losses" and shareholders will pay 75%.

The Commission finds that the settlement agreement's provisions for

monitoring and evaluating the PBR mechanism would be enhanced by certain

additional reporting requirements. Provision is made for the settling parties to
accept or reject these requirements or to request other relief.

The setilement agreement establishes a new advice letter procedure for
resolving PBR rewards and pénalties. It also provides for a compromise
resolution of a disputed reward for the fourth year of SDG&E's current gas
procurement PBR mechanism. These components of the settlement agreement
are approved.

While mést of the issues in this proceeding are resolved by this decision,
the proceeding shall remain open pending disposition of the Commission's
- proposed enhancements to the settlement agreement'’s monitoring and

evaluation program.,
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2. Background

2.1 Current Gas Procurement PBR Méchanism

On June 23, 1993, by Decision (D.) 93-06-092, the Commission approved a
proposal by SDG&E for an experimental gas procurement PBR mechanism. The
experiment was implemehted on August 1, 1993, It replaced the traditional
regulatory appréach whereby SDG&E recovered gas prOcuremént costs on a
dolar-for-dollar basis, subject to after-the-fact review of the reasonablertess, and

potential disallowance, of those costs.

In approving the experiment, the Commission noted the criticism that the

traditional approach of reasonableness review may hamper the utility's
productive efhaency since the utility does not share in the gains from successful
innovations but could be saddled with all the losses from unsuccessful
innovations. Wuh the objective of giving SDG&E positive incentives to pursue
low-cost gas purchases and deliveries, D.93-06-092 eliminated reasonableness
review of SDG&E's s gas procurement costs. Inits place, the Commission
provided for ratepayer and shareholder sharing of losses and savings relative to
two market-based gas pnce benchmarks. Part A provides equal sharing of
excess costs and savings as an incentive to minimize gas commodity costs within
SDC&E'S major supply markets. Part B provideS incentives to lower total
delivered costs of gas by allowing shareholders to eamn 5% of savings relative to
the benchmark.

The Commission's expectation was that ratepayer and shareholder
interests would be aligned: SDG&E would see gains if was successful in
lowering gas costs for customers. However, despite this promise of an
m\provement over carrent regulation, the Commission emphasized that the
mechanism was expenmemal in nature. Accordingly, the mechanism was

adopted for a term of two years along with a provision that it could be teft in

-3.
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place into the third year. The Commission directed SDG&E to file an appropriate
pleading to extend, make permanent, discontinue, or modify the experiment at
the time a second annual report on the mechanism was due.

By D.95-04-051 and D.97-02-012, the Commission continued the
experimental mechanism in effect beyond the initial two-year term.” Among
other things, D.97-02-012 directed SDG&E to file an application for a permanent
gas procurement PBR. It also dirécted SDG&E to convene wo:kéhoPS before
filing the application and directed interested parties to fully participate in such
workshops. D.97;02-012 continued the éxperimental mechanism in effect (with
modification to the Part B Benchmark) until issuance of a decision on the
application.

2.2 Overview of SDG&E's Original Proposal

In this application SDG&E has proposed replacing the current PBR
experiment with a permanent, rate cap mechanism for gas procurement. The
central feature is a single, unbundled gas procurenient rate which would be
capped at 102% of a defined monthly California Border Index (CBI). The CBl is
offered as a recognized market-based indicator of gas prices. The gas '
procurement rate would apply as the default raté for all core and non-core
customers that choose to take gas procurement service from SDG&E. Subject
only to the monthly CBI + 2% rate cap, SDG&E would be free to adjust the rate to
any level on three days’ notice.

Unlike other PBR mechanisms considered by the Commission, SDG&E's
rate cap proposal did not include a revenue sharing provision. Revenues eammed

under the capped gas procurement rate would recover the commaedity and

variable transportation costs of natural gas supplies delivered into the Southern

California Gas Compdn)' (SOCalGas) systemy; costs associated with gas futures
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and derivatives trading related to gas procurement; and costs of gas storage
other than core reliability storage. However, the utility brokerage fee, last
adopted in D.97-04-082, would remain unbundled and would not come under
the rate cap. SDG&E would also continue to separately recover above-market
interstate pipeline capacity costs in the Core Interstate Transition Cost Surcharge
(CITCS) as authorized by D.97-04-082, and the costs of storage for core reliability.
SDG&E proposed several tariff schedule revisions to ease administration of the
new rate and to streamline its current lariffs. The Purchased Gas Account
(PGA), established to stabilize rates while allowing the rates to follow the
market, would be eliminated with adoption of the rate cap.

2.3 Procédural Background

In accordance with D.97-02-012, SDG&E convened five workshops to
gather input from intervenors prior to filing the application. While parties were
not able to reach consensus on proposals by the application filing deadline,
SDGA&E states that progress was made téwards that goal.

Protests to the application were filed by Utility Consumers' Action
Network (UCAN), Enron Capital and Trade Resources (Enron), and the Office of
Ratepayeér Advocates (ORA). While taking issue with the rate cap proposal in
several important substantive respects, the protestants generally supported
SDG&E's procedural proposal to pursue settlement discussions before
proceeding with evidentiary hearings.

ORA offered two counterproposals with its protest. Both altematives
reflect ORA's (and Enron’s) position that SDG&E's proposal inappropriately

favors shareholders in part because it allows continued separate CITCS treatment

of above-market pipeline costs in conjunction with a rate cap approach. ORA's

first altemative is a rate 'cép patterned after SDG&E's application but modified
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by capping the gas procurement rate at CBl + 1% and by eliminating the CITCS.
ORA's second alternative proposal retains CITCS treatment. It is based upon the
current PBR mechanism but with Part B eliminated and no ratepayer sharing of
losses. ORA believes its latter proposal is appropriate if the Commission prefers
to maintain sharing and does not favor a change from the policy set forth in
D.97-04-082 for the treatment of interstate pipeline costs.

A prehearing conference (PHC) was held on December 9, 1997 at which the
Administrative Law Judge (AL}) deferred setting a litigation schedule and
provided further opportunity for seltlement. Ata second PHC held on
February 5, 1998, SDG&E reported that following a series of settlement
negotfations, the first of which was formally noticed as a settlement conference in
accordance with Rule 51.1(b) of the Rules of Practice and Procedure (Rules), it
had reached a settlement agreement with Enron and ORA. The AL]J directed the
settling parties to file a motion for approval of the settlement on or before
February 20, 1998 and to include a comparison exhibit identifying parties'
positions to facilitate evaluation of the reasonableness of the settlement.
Pursuant to Rule 51.4, the ALJ provided for the filfng of comments within 30
days and the filing of replies to comments within 15 days thereafter.

In accordance with the adopted schedule, SDG&E, Enron, and ORA (the

settling parties) filed a joint motion for approval of their settlement agreement.

They propose a replacement gas procurement PBR mechanism which is based
largely onn ORA's alternative counterproposal to modify the current experimental
mechanism by eliminating Part B. UCAN filed comments (which were docketed
under the title Opposition by Utility Consumers Action Network (UCAN) to Proposed
Settlement) on March 19, 1998. SDG&E and ORA filed joint reply comments
(which were docketed under the title joint Response of San Diego Gas & Eleclric
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Company (U 902-G) and Office of Ratepayer Advocates to Protest by Utility Constuner
Action Network of Proyesed Seltlement) on April 7, 1998.

SDG&E's application was filed and the first prehearing conference was
held before January 1, 1998. Accordingly, pursuant to Rule 4(b)(2), this
proceeding is not subject to the SB 960 rules and procedures set forth in Article

2.5 of the Rules.

3. Discussion

3.1 Need for Hearings and Briefing

UCAN has no position on many aspects of the PBR mechanism proposed
in the settlement agreement, and it states that the settlement agreement in part
comports with concerns which it raised during settlement discussions. However,
UCAN contests certain aspects of the settlement regarding monitoring and
evaluation of the mechanism. Specifically, UCAN believes that the proposed
monitoring and evaluation prOgraﬂ‘t is inadequate in several respects. Among
other things, UCAN believes that evaluative criteria should be incorporated into

the mechanism. UCAN recommends that the monitoring and evaluation

component of the proposed PBR méchanism be modified to address its concerns.

Thus, at issue is a conlested settlement as defined in the Commission's
stipulation and settlement rules (Article 13.5 of the Rules, commencing with Rule
51). Rule 51.5 requires parties who contest a proposed settlement to specify in
their comments the portions of the settlement they oppose, the legal basis of their
opposition, and the factual issues that they contest. They should also indicate
the extent of their planned participation at any hearing. If the contesting party
asserts that a hearing is required by law, appropriate citation should be
provided. Any failure of the party to file comments results in waiver by that

party of all objections to the settlement. In addition to these general
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requirements of the stipulation and settlement rules, the ALJ advised parties at
the second PHC that in the absence of a request that evidentiary hearings be
held, the matter would be submitted to the Commission without hearings or
issuance of a proposed decision prior to the Commission’s decision. (Tr. PHC-2,
pp-19-20))

While UCAN has protected its right to contest the settlement by timély |
filing comments in accordance with Rules 51.4 and 51.5, it neither requests that
hearings be held nor identifies disputed factual issues which would require
hearings. Moreover, while Rule 51.6 (b) provides an opportunity for briefs on
disputed legal issues, UCAN does not identify issues that would _il;igger this

requirement either. Evidentiary hearings and briefing are unnecessary.

The record of this proceeding comprises the apj_ilicalion and accompanying
exhibits; the protests by filed Enron, ORA, and UCAN; the joint motion for
approval of the settlement agreement; the settlement agreement itself; the
comments by UCAN; and the joint r‘epiy commeits of SDG&E and ORA. UCAN
has raised policy issues regarding the appropriate monitoring and evaluation
program, and this record p'rovidés an adequate and reasonable basis for
resolving these contested monitoring and evaluation issues as well as the
uncontested portions of the settlement agreement.

3.2 Design of thé Proposed Mechanism

The settlement agreement provides for a replacement gas procurement
PBR mechanism which is based on ORA's alternative proposal t6 use Part A of
the current, experimental mechanism but incorporates a revised sharing
provision. Details of this mechanism are set forth in Appendix A to this decision.
A new procedure would be established for resolving annual PBR rewards and-

penalties, and monitoring and evaluation as ordered in D.93-06-092 would be
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continued, subject to additional specified reporting requirements. The settling
parties propose that the mechanism be adopted for an initial term of five years or

until modified by the Commission.

Under the settlement proposal, SDG&E's gas purchasing performance

would be measured each gas: PBR year (August 1 through July 31) by cbmparing
the utility's actual procurement costs for gas supplies égainst a single market
price benchmark. The proposed benchmark reflects gas production basin indices
as well as a California border index. If the utility's actual gas costs fall below the
benchmark, the savings would be shared equallj’ between customers and
shareholders. If actual procurement costs exceed the benchmark but are within a
defined 2% deadband, ratepayers would pay all of such costs. If actual
procurement ¢osts exceed the benchmark plus the 2% deadband, ratepayers
would pav 25% of sucilirloss’es and shareholders would pay 75%. By the start of
each gas PBR yvear, SDG&E would be required to identify for operational
purpos;'es ils core storage inventory taf'get level for November and the minimum
inventory level for the end of January. The CITCS and the PGA would be
retained.

Compared to SDG&E's original rate cap proposal, the settlement proposal
for a market-based benchmark and retention of the CITCS treatment represents
an evolutionary and more conservative approach to PBR design. In light of the
protestants' objections to SDG&E's original proposal to retain CITCS treatment in
combination with a rate cap approach, the lack of a sharing provision in SDG&E's
proposal, and other deficiencies asserted in the protests, the settlement provides
a fair and reasonable compromise of these disputed issues. Among other things
it reflects ORA's position that Part B of the current mechanism has generated
substantial shareholder benefits and is outdated. Although ORA had prdp()sed

no sharing of losses, we are satisfied that the provision for 25% ratepayer sharing

-9.
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of losses above the 2% deadband is reasonable. We expecl that this sharing
provision will create a strong incentive for SDG&E to avoid such losses, which in
turn should align shareholder and ratepayer interests. The settlement also
resolves the parties' concerns that SDG&E's original proposal had potentially
anticompetitive effects, and it eliminates the parties' concerns regarding
SDG&E's original plan to outsource the gas procurement functions. We note that
the settlement agreement’s proposed PBR design is uncontested.

Significantly, all parties appear to agree that PBR should be continued for
SDG&E's gaé procurement, and there are no suggestions that we retum to
reasonableness review of gas procurement. ORA takes the position that "the
experimental gas procurement PBR mechanism has provided appropriate
_incentives for SDG&E to minimize its gas procurement codts and has served to
align ratepayer and shareholder interests in an appropriate and beneficial
manner." (ORA protest, p. 2)) As SDG&E noted in the application, a series of
evaluation reports by ORA (and its predecessor, the Division of Ratepayer |
Advocates), Vantage Consulting (hired by the former Commission Advisory and
Compliance Division), and SDG&E found that the program had worked well in
its early years, had ntet the Commission's objectives of competitively priced and
reliable gas service, and represented an improvement over the traditional
reasonableness review.!

Based upon the foregoing, we find that continuing PBR regulation for
SDG&E's gas procurement activity is in the public interest, and that the program
offered by the settling parties is a reasonable next step to take in continuing the

PBR approach to regulation.

1'We noted these favorable assessments in D.95-04-051 and D.97-02-012.
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3.3 Resolution of Rewards and Penaltles
D.93-06-092 provided that the resolution of gas procurement rewards and

penalties would occur in the reasonableness phase of annual Energy Cost
Adjustment Clause (ECAC) proceedings. The settling parties believe that this
provision has not worked out as smoothly as it should have, and has resulted in
considerable delay between the intended incentive and the actual resolution of
the reward or penalty. They point out that the annual results and shareholder
rewards and penalties for Years 2, 3, and 4 of the ex perimental mechanism have
not yet been approved or disapproved by the Commission. Moreover, they note
that the Commission has recently eliminated the ECAC mechanism, making this
annual forum unavailable.

Accordingly, the settlemént agreement provides a new procedure to
determine SDG&E's annual PBR results and the associated reward ot penalty. If
SDG&E and ORA agree on the annual reward or penall)? in their respective
annual evaluation reports, SDG&E would file an advice letter to give effect to
such reward or penalty. If SDG&E and ORA differ on the appropriate reward or
penalty, they would meet and confer in an attempt to resolve the dispute. If the
dispute is resolved in the meet and confer process, an advice letter reflecting the
dispute's resolution would then be filed. WWhere the meet and confer process is
not successful in résolving such a dispute, SDG&E would file an application, or,
with ORA's consent, a motion or petition, to resolve the disputed amounts. The
settling parties believe that this procedure protects the interests of ratepayers and
shareholders and that it is more efficient than the formal procedure provided in
D.93-06-092.

We concur that the proposed advice letter process is a better approach to

timely and efficient disposition of PBR rewards and penalties, especially in light

of the elimination of the traditional ECAC proceedings. The provision for

-11-
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addressing potential disputes between SDG4&E and ORA regarding the annual
calculation of rewards and penalties should help to eliminate the delays that
have occurred under the current mechanism. Although historically only SDG&E
and ORA have addressed the annual determination of rewards and penalties, the
provision for advice letter filings gives all interested parties reasonable
opportunity to register their concerns and have them resolved by the
Commission.

3.4 Réwards and Penalties Under the Current Mechanlsm

The settling parties propose that the above-described advice letter
procedure be used to resolve rewards and penalties which are still pending from
the current gas procurement PBR mechanism. We find reasonable and approve
this proposal as an appropriate solution to the procedural problems that have
been identified. We will authorize SDG&E to file advice letters 16 resolve
pending rewards and penalties for the second through fifth years of the
experiment.

ORA and SDG&E have agreed that SDG&E is entitled to rewards of
$2,062,356 and $212,533 for Year 2 and Year 3, respectively, and they note fllat no
party has registered opposition to these rewards. The settling parties have
further agreed upon a compromise resolution of a $981,493 dispute concerning
the Year 4 reward. Specifically, SDG&E had requested a shareholder reward of
$7,309,125, while ORA recommended a Year 4 reward of $6,327,632 based upon

its position that shared savings should be reduced by the amount of certain load

balancing costs paid by SDG&E's customers. The settlement agreement provides
for a Year 4 reward of $7.0 million, It further provides for no adjustments to the
Yeat 5 reward or penalty, or to rewards and penalties under the new gas’

procuremént PBR mechanisny, for the costs paid ny SDG&E ratepayers for load

-12.
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balancing on the SoCalGas system. \We accept these agreements as reasonable
compromises of the litigation positions of SDG&E and ORA.

Rule 51.1(a) provides that the resolution of material issues by settlement
"shall be limited to the issues in that proceeding and shall not extend to
substantive issues which may come before the Commission in other or future
proceedings.” Neither the procedural proposal to resolve pending rewards and
penalties by advice letter nor the substantive proposals to resolve the Year 2 and
Year 3 rewards and the contested Year 4 reward were raised in SDG&E's
application. These proposals are technically beyond the scope of this proceeding
and would properly be addressed in Application (A.) 92-10-017, the proceeding

in which the current experiment was adopted. However, the parties in this

proceeding are essentially the same as those who addressed gas pr(xuremeﬁt

PBR issues in A.92-10-017. We find that interestedAparties have received notice
of the proposed disposition of rewards and penalties under the current gas
procurement PBR mechanism. Pursuant to Rule 87, we waive Rule 51.1(a) to the
" extent necessary for consideration of the proposals in this proceeding.
3.5 Moniton‘ng‘ and Evaluation
3.6.1 The Settlement Agreement Proposal
The settling parties propose a monitoring and evaluation program
‘which is largely based on the current program established by D.93-06-092.
SDG&E would retain the obligations to provide information that were set forth
in D.93-06-092. The settlement also proposes the following minimum
requirements:

a. SDG&E shall submit a monthly gas procurement report to
ORA and the Energy Division 60 days after the end of each
monthly reporting period. This report will contain
calculations for the gas procurement PBR benchmark and
shareholder rewards or penatlties. The report will be in the

-13-
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format shown in Table G-1 (Schedule A) and Table G-2
(Schedule B), attached to this decision as Appendix B.

b. SDG&E shall file and serve an annual gas procurement
report 90 days after the completion of each Gas PBR year
(August 1 through july 31). Each report will include results
of the mechanism for that year, the calculation of
shareholder rewards or penalties, and an explanation of the
variance between actual and benchmark costs.

. SDG&E shall continue to submit to ORA all currently
required confidential reports related to gas procurement.
This information shall be submitted pursuant to Public
Utilities Code Section 583 and General Order 66. SDG&E's
monthly and annual reports contain aggregated summary
level data and will be public document.

. After the completion of each Gas PBR year, ORA shall
collect and perform an evaluation of data based upon
findings from its audit of SDG&E's gas procurement costs.
ORA shall file a report with its results and
recommendations 75 days after SDG&E's annual report is
filed.

SDG&E has operated under a gas procurement PBR for five years,

and it is not necessary to cast the modified gas procurement PBR as an

experiment. This impacts the monitoring and evaluation program, which was
originally established to address the Commission’s concern that it must be able to
"halt the experiment promptly if goes awry." (D.93-06-092, 50 CPUC2d 185, 191.)
At the same time, it remains important to periodically evaluate whether the
mechanism is successful in meeting the overarching objective of ensuring that
SDG&E continues to provide reliable gas supply at competitive rates and with
measurable benefits to customers. Although SDG&E had initially proposed that
evaluations be undertaken at the end of the second and fifth years, and ORA had

similarly proposed evaluations at the end of the second and fourth years, we
Y prop )

-14 -




A97-09-049 ALJ/MSW/bwg

agree that annual reporting should occur. With minor modifications discussed
below, we find that the proposed monitoring and evaluation plan is a reasonable
and valuable component of the proposed PBR program. It fulfills the need for
periodic evaluations of whether the program is performing successfully.

3.5.2 Evaluation Criteria

UCAN contends that evaluative criteria are essential tools by which

the Comumission and the parties can determine whether the 6utcom"es of the PBR

mechanism are consistent with the obj&tiVes of the pfdgram. UCAN faults the

settlement agreement for lacking such criteria. As indicated before, we seek
ongoing assurance that the gas procurement mechanism continues to meet its
objective, i.e., that SDG&E ¢ontinues to provide its customers with a reliable gas
supply at competitive rates and with measurable benefits to ratepayers. That
should be the principal evaluahon criterion. We are not persuaded that it is
necessary to adopt a more explicit and detailed list of evaluation criteria at this
time. Nevertheless, we take this opportunity to comment on UCAN's specific
criteria, and we incorporate UCAN's suggestions, in part, in the enhanced
reporting requirements discussed in the following section.

In D.94-08-023 dated August 3, 1994, the Commission identified four
objectives for reforming tiaditional regulation of SDG&E's base rates. Atthe
time, base rates were set in triennial general rate cases (GRCs). The
Commission's reform objectives were (1) to provide a greater incentive than the
traditional GRC approach provided for the utility for reduce rates; (2) to provide
a more rational set of incentives than traditional rate base ratemaking and
triennial GRCs provide for the utility to take reasonable risks and control costs in
the long and short run; (3) to prepare the company to operate effectively in the

increasingly competitive energy industry; and (4) to reduce the administrative
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costs of regulation. (55 CPUC2d 592, 615-616.) UCAN proposes that these base
rate reform objectives be established as evaluative criteria to be incorporated into
the gas procurement monitoring and evaluation program. However, we find
them to be generally inappropriate as criteria for ongoing evaluation of the
proposed gas procurement PBR, and we decline to adopt them for that purpose.
They were established by the Comumission to provide an analytical framework
for determining whether the traditional GRC approach to setting SDG&E's base
rates could be improved upon. They seem to have little relevance to evaluation

of the new gas procurement PBR in the future.

UCAN further proposes that we adopt as evaluative criteria for the

gas procutement mechanism certain of the criteria we considered (at 55 CPUC2d
616) in determining whether to adopt SDG&E's base rate PBR mechanism:
whether the niechaxlisnl (1) removed, reduced, or provided compensation for
greater risks to customers; (2) prevented or discouraged long-run strategies that
work to consumers' disadvantage; (3) resulted in unintended consequences; and
(4) included an explicit provision for monitoring and evaluation. Again, these
are not necessarily relevant or appropriate as criteria for ongoing evaluation of
the gas PBR. |

UCAN proposes consideration of the ability of the Commission to
judge the success of the mechanism as another criterion for evaluating the
mechanism. We take this to mean that UCAN believes that the monitoring and
evaluation program itself should be evaluated. As long as SDG&E and ORA
fulfill the various reporting requirements which the setilement imposes on them,
we expect that the monitoring and evaluation program will meet the objéct'ive of
presenting the Coﬁmiissioh_and the parties with sufficient information and
analysis during the term of the PBR mechanism. However, SDG&E and ORA

should address any monitoring and evaluation deficiencies they may become

-16 -
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aware of in their respective annual reports. Also, we should be alerted to any
unintended consequences that need to be addressed by the Commisston.
Similarly, we need to be alerted to exogenous factors such as changes in state and
federal regulatory policy or market developments that may affect the need for or

appropriate form of the gas procurement PBR.

3.6.3 Other Monltoring and Evaluation Modifications

To address other asserted deficiencies in the proposed monitoring
and evaluation program, UCAN proposes that the program be modified to
include formal reviews which would occur at the mid-term of the program and
at the conclusion of the five-year term. These réviews would include reports by
SDG&E and by an outside firm chosen by the Commission and ¢ontracted with
SDG&E, and access to data would be made available to all parties th are not
SDG&E competitors. The final (fifih-‘year) review would include a comparison of
SDG&E's gas purchase and storage costs to those of other utilities and would
assess whether there were any unanticipated ¢onsequences. UCAN also
proposes that the Energy Division as well as ORA be charged with responsibility
for conduéting annual evaluations of the program. Finally, UCAN proposes that
there be express tecognition that the Commission will welcome a petition for
modification of the benchmark if the CBI is not representative in the future.

We understand UCAN's proposals as a call for a more formal
monitoring and evaluation program. UCAN has not persuaded us that such a
program is necessary. We believe that annual reporting by SDG&E and ORA as
proposed in the settlement agreement, along with provision for petitions for
modification and the enhanced reporth‘lg requirements described below, provide

adequate means of keeping the parties and the Commission informed about the

status of the PBR mechanism and the need for any modifications to it. In light of
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the Commission's resource constraints and the lack of a demonstrated need for
analysis by an additional staff organization, we decline to impose additional
reporting requirements on the Energy Division.

We acknowledge UCAN's concerns regarding the CBI and whether
it will remain a representative market indicator in the future.? In reviewing these
and other concerns raised by UCAN, we are persuaded that the monitoring and
evaluation program would be enhanced if we provide some direction to the
expected content of the annual evaluation reports by SDG&E and ORA.
Accordingly, we direct SDG&E and ORA to explicitly address the following
topics in their respective annual reports on the gas PBR mechanism. These
réquirements are intended as supplements to the reporting requirements

proposed in the settlement agreement.

Has the gas procurement PBR mechanism resulted in
SDG&E's providing reliable gas supply at competitive rates

and with measurable ratepayer benefits?

Does the PBR benchinark, including the CBI compornent,
remain a valid market indicator for purposes of targeting
SDG&E's gas procurement performance?

How do the costs of gas procurement paid by SDG&E
ratepayers compare to those paid by customers of other
California gas utilities?

2 Qur experience has shown that the appropriateness of a given benchmark can change
over time. In D.93-06-092 we thought that Part B would increase in importance relative
to, or even replace the need for, Part A’s measure of in-basin gas procurement
performance. We said that we might eventually modify the gas procurement
experiment by eliminating the Part A benchmark and using only Part B (50 CPUC2d at
204), yet today we adopt a PBR based solely on Part A in light of ORA’s determination
that Part B is outdated. ,
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Have there been unanticipated consequences of the
mechanism which require Commission action to modify it?

Have there been changes in state or federal regulatory policy,
market developnients, or other factors which could affect the
gas procurement PBR mechanism and which require
Commission action to modify it? ’

3.6 Term of the Mechanism
The settlement agreement provides that the modified PBR mechanism will

become effective upon approval by the Conmu%smn, but no sooner than
August 1,1998. As explained later, we provide that the mechanism may become
effective following filing of acceptance by the settling parties of certain

modifications to the settlement agreement. -

Even though D.97-02-012 directed SDG&E to file an application for a

permanent gas procuremehl mechanism, the settlement provides for a term of
five years or until the Commission orders modifications. Other than a reference
to this as the "initial" five-year term, the settlement does not state the settling
parties' intention for the mechanism at the conclusion of the initial five-year term
(and in the absence of any Commission order). However, it would seem |
pointless to provide a limited term unless the parties intended for the program to
be discontinued in the absence of a future Commission order.

While we do not object to the proposal to place a term limit on the
mechanism, we think it is important to have a more definite plan for what will
occur at the end of the five-)'ear term. We therefore direct SDG&E to file, no
later than the end of the fourth year, an applic‘atidn to extend, modify, or
discontinue the mechanism. In the event that SDG&E proposes discontinuing
© the PBR mechanism, it shall offer an alternative proposal for regulation of its gas

procurement. We recognize that the Conunission may have occasion to order

-19 -
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modifications to the PBR mechanism before this application is due, and that such
modifications may include extending the five-year term. Thus, we will provide
that this requirement may be waived by Commission order prior to the required
filing date.

3.7 Conclusion
The settlement is the result of extensive discussions, workshops, and

negotiations held during most of 1997 and the first part of 1998. The settling

parties, who represent a spectrum of utility, competitor, and ratepayer interests,
assert that each party negotiated the settlement with full knowledge of the
positions, strengths, and weaknesses of each othér party’s position and the risks
of an unfavorable outcome. Each of them has been involved in SDG&E's gas
procurement PBR mechanism since its inception in 1993, and therefore has a
great deal of expertise in the subject matter. We find that the settlement process
was fair and was conducted in accordance with our applicable procedural rules.

Rule 51.1(¢) establishes criteria for review of the settlement: the
Commission will not approve stipulations or settlements, whether contested or
uncontested, unless the stipulation or settlement is reasonable in light of the
whole record, consistent with law, and in the public interest. Rute 51.7 provides
that the Commission may reject a proposed stipulation or settlement without
hearing whenever it determines that the stipulation or settlement is not in the
public interest. |

As noted above, the whole record consists of the original application, the
protests, and the settlement and related filings. Using the settling parties’
comparison exhibit asa guide, we have evaluated this record and the parties’
positions. We conclude that the settlement agreement provides a fair resolution

of contested issues and is therefore reasonable in light of the record.
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Adoption of a modified PBR mechanism governing SDG&E's gas
procurement is clearly within the Commission's purview, and no party has
identified any provision of the settlement which contravenes applicable law. We
conclude that the settlement agreement is consistent with the law.

We further conclude that the settlement agreement is in the public interest.
Procedurally, it furthers the goal of reduced litigation expenses and conserving
Commission resources and it reduces parties' risk of unacceptable outcomes of
litigation. Substantively, the settlement offers a PBR désign consisting ofa
market price benchmark and revenue sharing which should provide SDG&E
with an effective incentive to maintain a reliable gas supply at competitive rates
with measurable benefits to customers.

3.8 Implementation

The additional monitoring and evaluation reporting requirements
discussed earlier are faitly straightforward and should not be burdensome to
SDG&E or ORA. They represent only minor modification to the settlement
agreenment. Nevertheless, we acknowledge the setiling parties' intent that all
portions of the settlement agreement are interdependent. Technically, we are
rejecting the settlement agreement by requinng additional reporting.
Accordingly, and consistent with Rule 51.7, we will aliow the settling parties
reasonable time within which to elect to accept the additional reporting
requirements or to request other relief.

- The settling parties agree that if the Commission does not adopt the

recommendations without change or condition, they will convene a settlement

confererice within 15 days after the Comunission action to discuss whether to

resolve by settlement the unchanged portions. We find it is reasonable to require

the settling parti¢s to file their accéptance of the enhanced reporting
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requirements or altemative relief within 20 days from the date of this order. The

mechanism will become effective following the filing of such acceptance.

Findings of Fact
1. UCAN neither requests that hearings be held nor identifies disputed

factual or legal issues.

2. The récord of this proceeding provides an adequate and reasonable basis
for resolving contested monitoring and evaluation issues as well as the
uncontested portions of the settlemént agreement.

3. The seltlement provides a reasonable compromise of dis;putéd PBR design
issues, including but not limited to issues regarding SDG&E's original proposal
to retain CITCS treatment in combination with a rate cap, the lack of a sharing
provision in SDG&E's proposal, and other deficiencies asserted in the protests.

4. The proposal for 25% ratepayef and 75% shareholder sharing of losses
above the 2% deadband should create a strong incentive for SDG&E to avoid
such losses, which in turn should align shareholder and ratepayer interests.

5. The settlement agreement's proposed PBR design is uncontested.

6.” Evaluation reports on SDG&E's gas procurenient PBR experiment have
been favorable, and there are no suggestions that we return to reasonableness
review of SDG&E's gas procurement.

7. The settlement agreement's provision for advice letter filings and related
procedures for the disposition of PBR rewards and penalties gives all interested
parties reasonable opportunity to register their concerns about such rewards and
penalties and have them resolved by the Commission.

8. Compared to the procedure adopted in D.93-06-092, the provision for

advice letter filings and related procedures is a better approach for timely and
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efficient disposition of PBR rewards and penalties which are pending under the
current mechanism and which will accrue under the replacement mechanism.

9. ORA and SDG&E have agreed that SDG&E is entitled to rewards of
$2,062,356 and $212,533 for Year 2 and Year 3 of the current gas procurement
PBR mechanism, respectively, and no party has stated opposition to these

rewards.

10. The settlement agreement's provisions for a Year 4 reward of $7.0 miilion

and for no adjustments for the costs paid by SDG&E ratepayers for load
balancing on the SoCalGas system are reasonable éomproﬁﬁses of the litigation
positions of SDG&E and ORA.

11. Proposals for disposition of rewards and penalties p‘ending'under the
current PBR mecha:ﬁsm are technically beyond the original scope of this
proceedmg, bul the partles in this proceeding are essenttally the same as those
who addressed gas procurement PBR issues in A.92:10-017 and therefore have
received notice of such proposals.

12. Annual repbrtﬁig by SDG&E and ORA as proposed in the settlement
agreement, along with provision for petitions for modification and the enhanced
reporting requirements adopted today, should provide adequate means of
keeping the parties and the Commission informed about the status of the PBR
mechanism and the need for any modifications to it.

13. The proposed monitoring and evaluation program would be enhanced if
SDG&E and ORA explicitly address the following topics in their respective
annual reports on the gas PBR mechanism in addition to meeting the reporting
requirements proposed in the settlément agreement.

Has the gas procurement PBR mechanism resulted in SDG&E's
providing reliable gas supply at competitive rates and with
measurable ratepayer benefits?
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Does the PBR benchmark, including the CBI component, remain a
valid market indicator for purposes of targeting SDG&E's gas
procurement performance?

How do the costs of gas procurenient paid by SDG&E ratepayers
compare to those paid by customers of other California gas utilities?

Have there been unanticipated consequences of the mechanism
which require Commission action to modity it?

Have there been changes in state or federal regulatory policy,
market developments, or other factors which could affect the gas
procurement PBR mechanism and which require Commission action
to modify it?
14. To aveid regulatory uncertainty, it is important to have a definite plan for

what will occur at the end of the five-year term of the PBR mechanism.

15. The settlement process was fair and was conducted in accordance with our

applicable procedural rules.

16. Because the séttlihg parties intend all portions of the settlement agreement
to be interdependent, we are technically rejecting the settlement agreement by
requiring additional reporting. |
Concluslons of Law

1. The settlement agreement, while contested, raises policy issues for which
neither hearings nor briefing is necessary

2. Pursuant to Rule 87, we should waive Rule 51.1(a) to the extent necessary
for consideration of the proposals for disposition of pending rewards and
penalties under the current PBR mechanism in this proceeding.

3. Whether SDG&E continues to provide its custonters with a reliable gas
supply at competitive rates and with measurable benefits to ratepayers should be

the principal evaluation criterion.
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4. No later than the end of the fourth year of the modified gas procurement
PBR mechanism, SDG&E should file an application to extend, modify, or
discontinue the mechanism.

5. Subject to the enhanced reporting requirements adopted today, the
settlement agreement is reasonable in light of the whole record, consistent with
law, and in the publi¢ interest and should therefore be adopted.

6. We should allow the settling parties reasonable time within which to elect
to accept the additional reporting refluireménts or to request other relief,

ORDER

IT IS ORDERED that:

1. The Joint Motion of San Diego Gas & Electric, Office of Ratepayer Advocates, and
Enron Capital and Trade Resources for Order Adopting Settlement Agreement (Joint
Motion) is grahteci in part as provided in the following ordering paragraphs. To
the exténl that this partial grant of the Joint Motion represents a grant of the

unclerlying application, said application is granted.

2. The settling parties shall file their acceptance or rejection of the enhanced
reporting requirements described in the foregoing opinion, or request for other
relief, within 20 days of the date of this order. If an acceptance is timely filed,
San Diego Gas & Electric Company's (SDG&E) gas procurement activities and
associated customer rates shall be regulated in accordance with the Gas
Procurement Performance-Based Ratemaking Mechanism set forth in the Joint
Motion and appendixes thereto for a term of five years, uniess the mechanism is
modified or discontinued by 'fu‘rth»er order of the Commission.

3. SDG&E is authorized to file an advice letter which implements the Gas
" Procurement Performance-Based Ratemaking Mechanisin set forth in the Joint

Motion and appendixes thereto. The Advice Letter shall be filed on, or no later

-925.
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than ten days after, the date that the settling parties file an acceplance of the
enhanced reporting requirements, and shall be effective no sooner than five days
thereafter.

4. The Year 4 reward for SDG&E's current gas procurement mechanism
adopted by Decision 93-06-092, as modified, is $7 million.

5. The advice letter process for resolution of Gas Procurement Performance-
Based Ratemakiﬁg rewards and penalties which is described in the settlement
agreement is adopted both for pending rewards and penalties under the current
mechanism and for rewards and penalties which accrue under the new
mechanism.

6. SDG&E and the Office of Ratepayer Advocates shall submit monitoring
and evaluation reports in accordance with the terms of the setilement agreement
and the foregoing discussion.

7. SDG&E shall file an application to extend the termt of, modify, or

discontinue the Gas Procurement Performance-Based Ratemaking Mechanism

approved herein no later than the end of the fourth year of the term. This

requirement may be waived by Commission order issued prior to that time.
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8. Inthe event that the settling parties timely file an acceptance of the
enhanced reporting réi]uirements in accordance with Ordering Paragraph 2, this

proceeding shall be closed.
This order is effective today.
Dated August 6, 1998, at San Francisco, California.

RICHARD A. BILAS
o President
P. GREGORY CONLON
JESSIE J. KNIGHT, JR.
HENRY M. DUQUE
JOSIAH L. NEEPER
Commissioners
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APPENDIX C  _
SDG&E's New Gas PBR

Overview

The new Gas PBR measures the utility s gas purchasing performance against a momhjy
market price benchmark by ¢omparing actual procurement costs for gas supplies (1) in gas
production basins to the basin indices and (2) at the California border to the bordet index.
Savings resulting from differences between the utility"s actual gas costs and the market
beachmark, compared at the end of each consecutive annual period, are shared equally
between the utility's customers and shateholders. Actual costs which exceed the
benchmark but are less than a deadband that includes an additional 2% of the basinindex
are paid by customers. Costs resulting fcom differences between the utitity’s actual gas
costs and the new Gas PBR deadband, howevér, are shared 25% by customers and 75%

by shareholders.

Benchmark Calculation

In ofder10 calculate the Benchmark for each month, the Average Index and the California
Border Index are first determined. The total Benchmark is then caléulated using these
average gas price indices and actual recorded transportation costs and volumes.

°  Average Index is the average of the Basin [ndex price data for each of the
identified sourées from the San Juan and Permian basins on the Et Paso and
Teansweéstem pipeline systems. Published monthly gas price indices are taken from
{nside FERC s Gas Markel Report (bid-week), Natural Gas Week (average
monthly data), and Natural Gas lntelligence Weekly Gas Price Index (bidweek).

California Border Index is average of the Border Index price data ( the “CBI") for
gas delivered to the SoCalGas system. Published monthly gas price indices are
taken from BTU’s Daily Natural Gas Spot Market Report (bidweek), Natural Gas
Week (average monthly data), and Natural Gas [ntelligence Weekly Gas Price
Index (bidweek). _

Monthly Benchmark is the sum of (1) each average basin index and associated
actual transportation ¢ost, times the actual purchased gas volume from those
basins, and (2) the CBI, times the actual purchased gas volumes tor all “Other
Source Gas™ not purchased in the identified basins.

°  Anpual Benchmark is the sum of the Monthly Beachmarks, in dollars.

Deadband Calculation
To calculate the Deadband at the end of the annual Gas PBR period, the monthly Gas and
Teansportation Cost Components need to be determined.

°  Gas Cost Component is calculated in the same way as the Monthly Benchmark,
except without including the actual basin transportation cost.

°  Transponation Cost Component is the sum of the actual transportation cost for
each identitied basin, times the actual pucchased gas volume from those basins.
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°  Annual Deadbang i$ the total, in dotars, of (1) the fum of the monthly Gas Cost
Componeats, times a percentage of 102%, and (2) the sum of the monthly
Transportation Cost Components.

Purchased Gas Cost

The actually incurred gas procurement ¢osts include basin and associated transportation
costs, Other Source Gas delivered costs, and Miscellaneous Costs.

®  Basin Delivery Costs are the actual cost of gas purchases in the identified basins
and the associated transporiation cost to the Cahfornia border each month, times

the delivery volumes.

®  Othér Source Q as Cosls are the actual cost of gas purchases from all sources other
than the identitied basin delivery points.

Miscellaneous Costs include any additional fees, surcharges, and offsetting
revenues, including expenses relating to Gas Futures transactions.

Annual Putchased Gas Cost is the sum of thése actual monthly costs, in dollars.

Shared Savings/Costs

The gas procurement results are determined at the end of ¢2ch annual Gas PBR period
from a comparison of the Annual Pucchased Gas Cost with the Annual Benchmark and
Annual Deadband. There are considered to be no Shared Savings or Shared Costs if the
Purchased Gas Cost is greater than the Beachmark but less than the Deadband.

> Shared Savings are the cesult of ¢alculating a pdsitive diffetence aﬁer subtracting
the Purchased Gas Cost from the Benchmark.

Shared Costs are the result of ¢alculating a aegative diﬂ‘erence after subtracting the
Purchased Gas Cost from the Deadband.

Sharehotder Reward/Penalty

The annoal reward or penalty is determined by applying a sharing percentage to the
Shared Savings/Costs in ordet to allocate the cesults between shareholders and customers.

°  Reward for shareholders is calculated by multiplying the Shared Savings by 50%.
©  Penalty for shareholders is calculated by multiplying the Shared Costs by 75%.

(END OF APPENDIX A)
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TABLE G-1 MONTHLY GAS PROCUREMENT REPORT, SCHEDULE A (Summary)

San Dlego Gas & Elsctirlc Co.
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Table G-2. Monthly Gas Procurement Report, Schedule B.

Reporiing Pertod:  JULY 19897
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