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RESOLUTI<)t{ 0-3187. --SAN o:nioo GAs-- & -E~CTRIC COMPANY 
REQuEST To REVISE ITS GAS PRO<:uREJiIRNT PERFORMANCE BASED 
RATEMAXING MECHANISM PROCRDVRE. 

BYADVIcB LETTER 1010-G, FI'LED ON APRIL 8, 1996. 

SUMMARY 

1. This Resolution-approves' San Diego Gas & Electric Company's 
(Soo&E's) reqUest to revise indices used in the calculation of 
benchmarks for the Gas Procurement performance Based Ratemaking 
(PBR) mechanism.· 

2. There were no protests to Advice Letter (AL) 1010-G. 

BACKGROUND 

1. - The SDO&E Gas PBR was authorized in D.93~06-092 as a two 
year experiment heginning August 1, 1993. By D.95-04-0s1, this 
authority was continued for a third year to run August 1995 
through JUly 1996. 

2. The Gas PBR is used to approve SDG&E's natural gas 
purchasing activities. The purpose of the Gas PBR is to provide 
an incentive to SDG&E to minimize the costs of its gas supplies 
and transportation, consistent with providing efficient 
operations and reliable service to its customers. The Gas PBR 
incentive is tWo-fold. First, it utilizes a market-based gas 
price benchmark to approve gas procurement transactions. Under 
the Gas PBR, soot.:& is given the ability to prOCtll"e gas undel- any 
contt"act tet"rns that it deems appropriate, with only the 
reSUlting annual total cost of gas being judged by the 
Commission against an industry benchmark. Second, the Gas PBR 
provides a_ financial incentive through the pyovi"sion of shared 
savings and costs between SDG&E's shareholders and ratepayers. 
The reward/penalty is based on SDG&E'~ ability to beat spot 
market indices in its purchases of natural gas. 
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3. The Gas PBR consists of Pal-t A, which measur~s SOO&E' s 
actual purchased 9as costs from the gas basins against a volume
weighted m~rket index, or "benchmal.-k", of applicable 
basin/pipeline 1"eceipt poiJ'lts, and Pal.-t a, which is designed to 
encourage the utility to lower the total de~ivered cost of gas 
to its customers by lncluding transportation in the com~arison 
of actual purchased gas costs against an average basin lndex and 
firm t1-ansportation rate. 

4. savings or costs resulting from differences between the 
utility's actual gas cost and the market benchmark are shared 
between the utility's customers and shareholders. Fifty percent 
of the savings under Part A and five percent of the savings 
under Part B accrue to shareholders. 

5. By-AL 1010-0 t - SDG&:E requests to make two modifications to 
benchmarks for its Year:) P.BR operations. The first would . 
change the calculation of the Average Index used in the Part A 
benchmark. This change also affects the Delivered price Index 
used to calculate the Part B benchmark. The second modification 
would replace the Proxy Basin Index and Proxy Transportation 
Index with a single California border index for evaluating gas 
procuremen~ costs in non-southwest supply basins. 

6. The Advice Letter points to the Commission's Division of 
Ratepayer Advocates' (DRA) Februal'Y 2,. 1996 t "Monitoring and 
Evaluation Report on San Diego Gas and Electric Company's 
Performance Based Ratemaking Gas Procurement Second Year 
Results" for additional explanations and reasons for the 
requested modifications. 

7. In its second year report, DRA recommends that the 
Commission approve these modifications to SDG&E's Gas PBR for 
the third PBR year (August 1995 through July 1996). SDG&E 
requests the August 1, 1995 effective date in this Advice 
Letter. 

NOTICE 

1. Public notice of this advice letter was made by publication 
in the Commission calendar and by SDG&E'smailing copies to 
utilities and other interested parties, including parties to 
A.92-10-017 (SDG&E's PBR docket) and A.95-10-006 (SDG&:E's 1996 
ECAC proceeding). 

PROTESTS 

1. No protests ""ere received to this Advice Letter. 
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1. The requested modifications improve the Gas PBR by 
reflecting new information about the gas market in which SDG&R 
participates. They are easy changes and would retain the basic 
structure of the Gas PBR. 

Modification to the Average Index 

2. SDG&E proposes to modify the calculation of the Average 
Index (AI) of southwest b~singas purchases ~y deleting the 
AnadarkO/El Paso indicated basin pipeline (IBP) receipt point 
and adding a new IBP for the San Juan/Transwestern. 

3. The AI is the market price index for the cost· of mainline 
gas in the Part A benchmark. It is presently calculated .by 
using· published indices for the four IBPs in the Southwest. The 
AI is calculated using a weighted average of the published 
indices for the IBPs, based on the volumes of gas that Soo&& 
actually purchases at the IBPs. SDG&E states that, due to the 
higher prices and distance from CalifOrnia, it will no longer 
purchase gas supplies from the Mladarko/EI Paso basin. The 
Anadarko/El Paso IBP component of the AI has become superfluous 
to the Gas PBR and should be eliminated. 

4. The addition of a San Juan/Transwestern index is requested 
because SDG&R procures a significant percentage of its supplies 
from the San Juan basin and expects that, in the futul."e t it will 
increase its purchases from there. When the Gas PBR was 
developed there was no San Juan/Transwestern basin index 
available but there was always an· expectation that such an ipdex 
would ultimately be utilized. Because the AI does not have a 
component for San JUan/Transwestern Gas purchases, SDG&E's 
Tl.-answestel:n purchases are being evaluated against the Permian 
basin index. It has been a satisfactory arrangement because, 
historically, the San Juan basin gas price has been similar to 
the Permian basin gas price. 

5. However, since Janua1-y 1995, gas pl."ices in the San Juan 
basin have become conside1'ably less than in the Permian basin, 
creating an incentive for San Juan purchases oVer Permian basins 
purchases, although SDG&E's gas PBR evaluation remains against 
Permian basin prices. In addition, the access SDG&R has had on 
the Transwestern pipeline via its SoCalGas capacity contract did 
not provide direct access to the San Juan basin. With the 
expiration of SDG&E's contract with SoCalGas, SDG&E has 
opportunity to make dil.-ect San Juan basin purchases on 
Transwestern. A reliable price index for gas purchases from San 
Juan on the Transwestern pipeline is now ~vailable and would 
provide a more accurate representation of SDG&&'s San Juan gas 
purchases. 
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6. ORA states in its second year report on SDG&8 ' s Gas PBR 
that if the above change, in particular, is not made, the Gas 
PBR will provide SDG&E windfall~rofits. Supplemental 
information provided to the Commlssion Advisory and Compliance 
Divisioll (CACO) by ORA indicates that SDG&E's performance reward 
for the third year Ga~ PBR, under current benchmark indices 
would be an estimated $9 million and its reward, under the 
proposed benchmark indices, would be an estimated $2 milli6n. 
The estimated $1 million savings to ratepayers is based on 
existing market conditions, forecasted to July 31, 1996, the end 
of the year 3 Gas PBR. 

Modification to the Delivered Price Index 

1. SDG&E points out that the Delivered Price Index (DPI) used 
in Part B benchmark is derived from the AI used in the Part A 
benchmark. SDG&E requests authority to change the DPI in the 
Part B benchmark to reflect the requested changes to basin 
indices in the AI for Part A. 

Adoption of a California Border Index 

8. SDG&E proposes to replace the proxy Basin Ind~x (PBI) and 
Proxy Transportation Index (PTI), which together comprise the 
proxy Index (PI) for the Part A benchmark comparison of other 
Source Gas supplies, with a single California Border Index 
(CBI). ("Other Source of Gas" consists of nort-southW~dt basin 
suppliest e.g., Canadian Gas, gas produced in California, and 
gas purchased at the California border.) The CBI would m~asure 
the price of delivered gas supplies to the California border 
into the Southern California pipeline system. SDG&E pOints out 
that, using the CBI instead Of the PI, also eliminates the 
previous volume-weighted average calculation. 

9. Until recently, there was no index or reliable data 
available for use as a benchmark to measure SDG&E's performance 
against gas delivered to the California border. published index 
data is now available and SDG&E requests to replace the PBI and 
the PTI with the new CBI. The CBI will be calculated by 
averaging the prices of gas delivered to the southern California 
border, as reported in specific publications. 

10. As currently configured, the PBI may artificially inflate. 
the Gas PBR shared savings and reward calculations. For example 
in today's market, Permian gas is significantly more expensive 
than San Juan gas. So with the PBI being dependent on the mix 
of purchases made in the southwest supply basins, SDG&E's 
purchases from Permian are reflected in the PBI. However, to 
the extent SDG&E buys Permian basin gas instead of San Juan 
basin gas the benchmark increases. SDG&E's border purchases may 
contain relatively low volumes of Permian gas, but its purchase 
of any Permian gas, nonetheless, will exaggerate the 
differential between actual costs and the benchmark. A change 
to the CBI would provide a more efficient and a more accurate 
assessment of SDG&E's purchasing performance. 
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11. SDG&E states that in its PBR Decision, D.93-06-092, at 
Conclusion of Law 6, page !)9, the Commission provided authority 
for adjustments to be made to the Gas PBR mechanism to reflect 
new or different Gas basin price indices: 

IIDuring the Gas PBR experiment, ..... e may need to modify the 
gas indices to deal, for example with new supply basuls. 
Such modification would require our prior approval.' SDG&E 
should file an advice letter to request a change already 
contemplated in the 1."ec6rd herein." 

12. Accordingly, CACD recommends the Commission approve SOO&E's 
request to remove the ~ladarko/EI Paso basin index from the AI 
calculation and to add the San Juan/Transwestern basin index. 

13. CACD recommends the Commission approve SDG&E's request to 
change the calculation of the DPI used to comptite the Part B 
benchmark, consistent with the revised AI in Part A. 

14. CACD reco~~ends the Commission approve SDG&E's request to 
replace the PBI and the PTI with the'CBI. 

15. The effective date of the authol."ity to modify the Gas PBR 
is more problematic. SDG&E states that it agrees with DRA that 
the changes to its Gas PBR should be made effective August 1, 
1995. We are troubled that SDG&E and DRA are proposing the 
changes for a performance period that has in part passed, as it 
contravenes the spirit of PBR which was adopted to eliminate or 
minimize disputes by setting rules, benchmarks and such in 
advance of the performance to be evaluated. 

16 It is a well established tenet of the Commission that 
ratemaking is generally. done on a pl.~ospecti ve basis. (See, 
e.g., Southern California Water Co., D.92-03-094, 43 
Cal.P.U.C.2d 596, 600. The Commission's practice is not to 
authorize changes in utility rates based on formulas adopted 
after the fact. Rather it is the Commission's normal practice 
to first authorize a formula for adjusting rates, and thereafter 
adjust rates on that basis. This practice is consistent with 
the rule against retroactive raternaking. 

17. This practice is particularly appropriate in the case of 
PBR. Under PBR a utility's i.-evenue requirement is adjusted to 
include 1-ewards or penalties for exceeding or failing to meet 
pre-established benchmarks. This incentive-based system 
generally would be undermined if a benchmark were changed after 
a performance period has begun. Accordingly, our normal 
practice is, and will be, to change a benchmark only for a 
performance period that has not yet commenced as of the date of 
the Commission's order. 
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18. Despite these veneral practices, we believe that an 
exception is justiflCd under the peculiar circumstances 
presented here. As a preliminary matter, we note that the 
proposed new benchmark more closely meets the goals for this 
benchmark set forth in our earlier decision. Indeed, the SDG&E 
Gas PBR ",'as begun as atl experiment and then I"cnewed fOl: one 
additional year. (See D.93-06-032 and D.95-04-051.) Thus, we 
clearly contemplated making changes as necessary to make the 
basic program work. 

19. More importantly, the change requested here will result in 
a revenue requirement reduction for the current period. This 
fact is important for s~veral reasons. First e to the extent 
that questions about retroactive ratemaking might be raised, it 
is clear that the only party that might be harmed by any . 
t"ett'oactive change is the utility. By requesting the change, 
the utility has waived any ob1ection It might otherwise be able 
to raise. The second reason IS more practical, but very 
important. If utilities believed that they could request" 
retroactive changes in benchmarks that would result in increased 
revenue requ~rements relating to past periods, the Commission 
could easily be inundated with such l.·equests. This would \~aste 
the Commission's time ~nd be unfair to opposing parties that 
lack the resources to vigorously oppose such reqUests. 

20. Based on the information provided to CACD at its request, 
the challge in revenue t"equirement for the' ·current performance 
periOd will be negative. Accordingly, we believe that it would 
be appropriate to authorize the change in benchmark back to the 
date requested by SDG&E. To the extent this might raise any 
retroactive ratemaking concerns, the only party harmed is SDG&8, 
and it has waived its right to complain by asking f6r the 
change. We stl-ess that in granting this request (which includes 
the portion of the performance period prior to the date of, 
todayts Resolution) we do so based on the negatiVe change in 
revenue requirement. 

21. As this advice letter states, the requested changes will 
"improve the incentive mechan.ism and better reflect the gas 
market in which SDG&E participates". PBR pat"ameters must 
measure the right thing to give the intended. risk/reward 
balance. We note, however, that market conditions continue to 
change and that conditions may well develop to justify further 
modification to the Gas PBR in the future. We stress, 
therefore, the importance of the ongoing monitoring and . 
evaluation program to flag potential problems and to affect 
minor remedies. If unforeseen changes have major detrimental 
consequences to PBR goals and objectives, parties should bring 
the situation to our attention for timely, appropriate action. 

FINDINGS 

1. San Diego Gas & Electric Company (SOO&&) filed AL 1010-0 on 
April 8, 1996 requesting revision of indices used in the 
calculation of benchmarks for the Gas Procurement PerformanGe 
Based Ratemaking (PBR) mechanism. 
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2, SDO&B proposes to modify the calculation of the Average 
Index (AI) of southwest basin gas (>utchases by deleting the 
Anadarko/Bl Paso indicated basin p~peline (lBP) receipt point 
and adding a-new IBP for the San Jua"n/Trans\Ii'estel-n. 

3. The Anadai.-k<>/Bl Paso IBP component of the Al has become 
superfluous to the Gas PBR and should be eliminated. 

4. No San JUan/Transwestern basin in~ex was available when the 
Gas PBR was developed, hut there was always an expectation that 
such an index would ultimately be utilized. 

5. -A rel"labie Sall Juan/Transwestel-n pi-ice index is now 
available and would provide a more accurate representation of 
SDG&E's San Juan purchases. 

6", The. pi.'oposed modification to SOO&E's thh.-d year Gas PBR is 
anticipated to result in a $7 million reduction in its 
performance reward. 

7. The Delivered Price Index (DPI) used in the Part B 
benchmark is derived from the AI used· in part A. Therefore, a 
change t6the AI affects the calculation of the DPI used to 
compute the Part Bbenchmark. 

8. SDG&E proposes to replace the Proxy Basin Index (PBI) and 
proxy Tr~nspOrtati6n Index (PT!), which together compi.-ise the 
proxy Index (PI) for the Part A bench~a~k comparison of Other 
source GaS supplies, with a single California Border Index 
(CsI) • 

9. Until recently, there was no index or l."eliable data 
available for use as a benchmark to meaSU1'e SDGt.:E· s p¢rformance 
against gas delivered to the California border. Published index 
data is now" available and SDG&E requests to replace the PBI and 
the PTI with the new CBI. The CBI will be calculated by 
averaging the prices of gas deliv(n'ed to the Southern Califol;'nia 
border, as 't-eported 11\ spec if ic publ icat ions. 

~o. As cUrrently configured, the PBI may artificially inflate 
the Gas PBR shared savings and reward calculations. A change to 
the CBI would provide a more efficient and a more accurate 
assessment of SDG&E's purchasing pel-formance. 

11. SDG&E requests that the effective date of this authority to 
be retroactive t6.Au~ust 1, 1995. It is a wel~ es~ablished 
tenet of the Comm1ss10n, however, that ratemaklng is generally 
done on a prospective basis. -

12. Incentive based ratemakirtg generally would be undermined if 
a benchmark were changed after a pel-formance pel'iOO has begun. 

13. Despite tlte~e gener'a~ I».'ac:tices," an exception is jUstified 
under the peculiar circum~tinices presented here, in that, the 
change requested here" will " result in a revenue requirement 
reducti6n relating to the current performance period. 
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14. To the extent the change raises retroactive ratemaldng 
concerns, the only party harmed is SDG&E, and it has waived its 
right to complain by asking for tho change. 

15. CACD recommends the Commission authorize the change in 
benchmark effective August 1, 1995, as requested by SDG&E. 

16. Grantin~ this request is based on the negative change in 
revenue requ1rements for the current performance period. 

THBREFORH, IT IS ORDBRED that: 

1. san Die~o Gas and Electric Company Advice Lettel.' 1()10-G and· 
attached tar1ff sheets are approved. 

2. As requested, this Resolution shall be effective 
retroactively to August 1, 1995 for purPoses of calculating the 
compa~y's third year Gas Purchases Performance Based Ratemaking 
rewards and penalties. . 

3. Approval of this Advice Letter is not pyecedent for 
considering changes in peyformance rewards that would result in 
an in~rease in revenUe requirements l.·elating to performance 
periods that have passed in whole or part. 

I hereby certify that this Resolution. was adopted by the Public 
Utilities Co~~ission at its regular meeting on May 22, 1996. 
The follo~ing Commissioners approved itt 

P. GREGORY cONLON 
President 

JESSIE J. KNIGHT, Jr. 
HENRY M. DUQUE 

JOSJAH L. NEEPER 
Commissioners 

Commissioner Daniel Wm. Fessler, 
being necessarily absent, 

did not participate. 
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