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Decision 00-07-018  July 6, 2000

BEFORE THE PUBLIC UTILITIES COMMISSION OF THE STATE OF CALIFORNIA

Commission Order Instituting Rulemaking on the Commission’s own motion to set rules and to provide guidelines for the Privatization and Excess Capacity as its relates to investor owned water companies.


Rulemaking 97-10-049

(Filed October 22, 1997)

O P I N I O N

Background

On October 22, 1997, the Commission issued this Order Instituting Rulemaking (OIR) to “provide rules and appropriate guidelines for regulated water utilities and staff governing the proper accounting and ratemaking for privatization and the use of underutilized and excess capacity.”  The Commission also set out a series of questions to which it invited responses.

California Water Association (CWA), the City of San Jose, the Southern California Water Company, the Association of California Water Agencies, and San Gabriel Valley Water Company filed comments and/or reply comments.  The Commission’s Division of Ratepayer Advocates (ORA) and the Ratepayer Representation Branch (RRB) of the Water Division each submitted comments and reply comments.

The commenting parties held several joint meetings in which they attempted to arrive at a mutually agreed-upon proposal, but they were unsuccessful.  Therefore, a Prehearing Conference was convened on November 24, 1998, at which the assigned Commissioners and Administrative Law Judge (ALJ) set a schedule for the filing of additional comments, reply comments, followed by oral argument before the Commission.

The proposals submitted by parties are summarized below:

1. Office of Ratepayer Advocates

ORA recommended using incremental cost methodology to calculate the amount that shareholders should pay ratepayers for the use of utility property.  In addition, shareholders should also make some contribution to overheads paid by the ratepayers.  ORA advocated using incremental rather than embedded costs.  In support of incremental costs, ORA cited the sunk cost principle from economics which states that embedded costs should be irrelevant to the decision to invest because those costs are spent.

ORA concluded that any revenue that remains after incremental costs and income taxes should be treated as profit and shared equally between the shareholders and ratepayers.  Such profit should be recorded in an interest bearing balancing account, even if the project begins between rate cases.

2. California Water Association

CWA stated that any methodology must be optional because some members like the status quo with only those members who anticipate “significant” unregulated activities supporting their incremental cost approach.  CWA contended that the Commission should not penalize utilities that fail to engage in nonregulated activities with underutilized assets.

CWA explained that certain water utilities see opportunities to use assets primarily devoted to regulated water utility service in nonregulated business activities.  It proposed to reimburse regulated operations for the “incremental cost” of unregulated activity.  CWA defined incremental cost as out-of-pocket expenses, short-term.  CWA also advocated allowing utilities a one time, project-by-project decision to use either incremental cost or fully allocated cost accounting (if fully allocated, no sharing of profits).

Prior to splitting profits between shareholders and ratepayers, CWA recommended deducting all applicable income taxes at the statutory rate.  After that, 60% of after tax profits to shareholders; 40% to ratepayers.

CWA stated that the type of contract to which this proposal is directed is high incremental cost, low margin, active utility involvement, long-term contract.  Utilities would need an “off-ramp,” ability to seek memorandum account treatment of “lost revenue” should the contract unexpectedly terminate; that is, an ability to raise rates to make up for revenues which were anticipated in ratesetting but were not realized.  In contrast, CWA did not support using memo accounts to reduce rates when a utility realizes greater than anticipated revenue between rate cases.

As an alternative proposal, CWA nominated the ORA/Edison gross revenue sharing methodology, which is based on distinguishing between active and passive investments and using different sharing ratios for each. (This proposal is discussed in greater detail below.)

3. Ratepayer Representation Branch

The RRB supported using a balancing account to capture revenue shortfalls and overruns from the amount assumed in the last general rate case.

RRB observed that short-term incremental cost does not capture added wear and tear on billing machines, for example, only added employees or equipment.  In addition, RRB stated that incremental cost is impractical to calculate.  Thus, RRB concluded water utilities should use embedded cost to reimburse ratepayers.  RRB agreed, however, that water utilities should have greater incentives to engage in unregulated transactions.  RRB supported a 50/50 sharing of profits after paying embedded costs (ignoring taxes).

4. City of San Jose

The City of San Jose stated that water utilities could game the regulatory system by increasing assets to the point of excess capacity, which is paid for by ratepayers, and then only reimbursing for “incremental” costs the assets used for shareholder profit making projects.  The City of San Jose recommended keeping nonregulated operations separate from regulated operations, and using the fully allocated cost methodology to determine any reimbursements to regulated operations.

If, however, the Commission decides to use incremental cost reimbursement, ratepayers should receive at least half of the profits.  The City of San Jose also warned that long-term contracts could encumber what is currently excess capacity, but in the future when ratepayers need it, the ratepayers will be stuck buying new capacity.  

Response to Draft Decision

On July 15, 1999, the assigned ALJ mailed her draft decision in this proceeding and allowed parties to submit comments.  On August 4, 1999, the parties submitted comments on the draft decision.

The CWA generally opposed the incremental cost methodology in the draft decision and instead favored the gross revenue sharing methodology.  CWA stated that the gross revenue sharing methodology is based on a Southern California Edison (Edison) and ORA settlement that the Commission considered and approved in Decision (D.) 99-06-021.  According to CWA, the Edison/ORA settlement provides the basis for its proposal to allocate all incremental costs to shareholders and ignore embedded and long run marginal costs.  Revenue is then shared between shareholders and ratepayers 90/10 for active projects and 70/30 for passive.  CWA stated that additional hearings and workshops were not necessary to provide the Commission a complete record upon which to make a decision adopting this methodology.

San Jose Water Company, San Gabriel Valley Water Company, and the California-American Water Company also filed comments that supported CWA’s proposed gross revenue sharing proposal.

Southern California Water Company (SoCal Water) filed comments that also supported a gross revenue sharing methodology.  SoCal Water’s proposal was that “the Commission would take the gross revenues from a transaction where resources of the regulated utility were used to transact non-regulated business and subtract from them traditional pass-through type costs such as purchased water, purchased power, chemicals, and pump taxes.  The ratepayers would receive ten percent of the remaining revenues.”  SoCal Water’s comments appear to describe a net revenue sharing because the costs are subtracted prior to sharing.  CWA, in contrast, stated that shareholders would bear all incremental costs.

SoCal Water also pointed out that it competes with Edison to provide such services as meter reading, meter maintenance, billing and customers service.  The methodology described in the proposed decision would, in SoCal Water’s view, subject it to a cumbersome nine-point long-run incremental cost method with a balancing account which would leave it at a tremendous disadvantage as compared to Edison.

SoCal Water also sought clarification that the decision would take precedence to holding company decisions which address transactions between the utility and its unregulated corporate affiliates.  SoCal Water’s comments appear to modify the CWA proposal because certain costs are subtracted prior to sharing.

The City of San Jose filed comments which noted several incomplete definitions, generally supported the alternative of fully allocated costs advocated by the RRB, but concluded that the draft decision’s proposed methodology would “protect ratepayers’ interests from the most significant risks involved.”

The RRB stated that the draft decision establishes “an efficient and fair system” where “costs are allocated according to their causation and profits are shared equally.”  In its reply comments, the RRB also responded to CWA’s allegations that water companies would be at a competitive disadvantage to Edison and Pacific Gas and Electric (PG&E) if the Commission were to adopt the methodology contained in the proposed decision.  The RRB pointed out that Edison uses one methodology, PG&E another and that CWA’s gross revenue sharing proposal is different from both.
Request that Parties Provide Additional Information on Gross Revenue Sharing Proposal

On September 14, 1999, the assigned ALJ issued a ruling identifying several issues regarding the gross revenue sharing proposal that had yet to be addressed by the parties and seeking additional comment from the parties on these issues.  The issues are set out below, and summaries of the parties’ comments follow.

5. Threshold Level of Revenue to which Incentive Does Not Apply

CWA bases its proposal on a settlement agreement between Edison and ORA that the Commission approved in D. 99-06-021.  In that decision, Edison had proposed a regulatory treatment for certain types of Other Operating Revenue that were derived from enhanced utilization of utility assets.  Edison’s proposal applied to revenue from non-tariffed products and services to the extent such revenue exceeded the $16.7 million forecast revenues in Edison’s most recent general rate case.  These incremental revenues, that is, over the forecast $16.7 million, are the revenue to which the sharing mechanism applies.  The incremental costs associated with this revenue would be borne entirely by the shareholders.

In the filings, CWA did not address whether a similar “threshold” level of assumed revenue from non-tariffed sales should also apply to water utilities; nor did CWA suggest an appropriate level.

The ALJ ruling suggested that a starting point could be the amount of revenue assumed in the utility’s most recent rate case.  The continuing reasonableness of such a forecast, however, could vary among the utilities.  To be consistent with the Edison/ORA settlement proposal, the incentive mechanism would apply only to revenue that exceeded this assumed level.

The ALJ ruling also observed that some type of Commission process would seem to be required initially to establish, on a utility-by-utility basis, the appropriate level of revenue that should be the threshold above which the incentive mechanism would apply.  As utilities move through their subsequent general rate case cycles, the threshold could be set in the rate case.

6. Approval Process For Non-Tariffed Products and Services

The Edison/ORA settlement agreement provides that the parties intended no modifications to “[t]he conditions under which utilities can offer non-tariffed products and services are set forth in Rule VII, Utility Products and Services, adopted in Decision 97-12-088, as modified by Decision 98-08-035.”

Rule VII contains many procedural and substantive limitations on utilities offering non-tariffed products and services using regulated assets.  As an initial matter, the rule states the general rule that new products and services will be offered through affiliates.

Exceptions to this rule must be either tariffed services, or non-tariffed services that meet the following requirements:

a. The involved portion of utility assets or capacity must have been acquired for the purpose of and is necessary and useful in providing tariffed utility services,

b. The involved portion of such asset or capacity may be used in offering the non-tariffed product or service without affecting the cost, quality, or reliability of the tariffed products, 

c. The non-tariffed product or service must be marketed with minimal or no incremental ratepayer capital, minimal or no new forms of liability or business risk, and no undue diversion of utility management attention, and

d. The non-tariffed product or service must not violate any law, regulation, or Commission policy regarding anti-competitive practices. 

In addition to these substantive standards, the Commission’s decision imposes several conditions precedent to the utility offering new non‑tariffed products or services.  The utility may offer no new non-tariffed products or services until the Commission has adopted and the utility established:

a. A mechanism for allocating costs to each new product or service to prevent cross-subsidization between tariffed and non-tariffed products and services, 

b. A reasonable mechanism for treatment of benefits and revenues derived from offering such products and services, 

c. Periodic reporting requirements, and

d. Periodic auditing of the costs allocated to and the revenues derived from non-tariffed products and services. 

To evaluate whether the utility and the proposed non-tariffed product or service meet these substantive standards and conditions precedent, the Commission established an advice letter process.  The utility must submit an advice letter addressing Rule VII’s requirements prior to offering any new non‑tariffed product or service. 

The advice letter must demonstrate that the proposed non-tariffed product or service

a.    Complies with the affiliate transaction rules,

b. That using the specific utility assets to offer the non-tariffed product or service will not result in degradation of cost, quality, or reliability of tariffed services, 

c. Addresses the potential impacts of the new product or service on competition in the relevant market, and

d. That the advice letter was served upon the appropriate service list.

The ALJ ruling concluded that as these listed requirements make clear, the Commission will be conducting a close review of each of Edison’s non-tariffed product offerings, however, CWA’s proposal did not address how a similar type of review of would be conducted for the water utilities.

7. Pricing of Regulated Assets and Services

The conditions precedent to offering new non-tariffed products and services include both (1) a mechanism for allocating costs to each new product or service to prevent cross-subsidization between tariffed and non-tariffed products and services and (2) a reasonable mechanism for treatment of benefits and revenues derived from offering such products and services.  The Edison/ORA settlement agreement appears to address only the second requirement, apparently contemplating that the pricing issues would be either addressed in a separate proceeding or in the individual advice letters.

Consistent with the Edison/ORA settlement, CWA proposes that the shareholders would bear all incremental costs of the new non-tariffed product or service.  The settlement, through Rule VII, however, requires a cost allocation methodology for existing utility costs.

The ruling stated that CWA did not propose a pricing mechanism that prevents cross-subsidization, nor did CWA identify a process for determining such a pricing mechanism.

8. Other Substantive Requirements

The advice letter contemplated by the Edison/ORA settlement proposal must also meet the other substantive requirements of Rule VII.  The asset the utility proposes to use in non-regulated operations must be used and useful for regulated operations, which may not deteriorate due to the unregulated operations.  Non-tariffed products and services should be marketed with minimal or no new forms of liability or business risk incurred by ratepayers, and no undue diversion of management attention.  Such offering should not violate Commission anti-competition rules.

The ALJ ruling concluded that no party had described a means for the Commission to address these issues for the water utilities, as it will for Edison.

Response to ALJ Ruling

On October 18, 1999,
 CWA filed its responsive comments to the ALJ rulings.  The comments state that CWA intended the Edison proposal to be only a “basic outline” of the gross revenue sharing mechanism it sought for the water industry.  CWA rejected any level of threshold below which no sharing would occur because it would complicate general rate cases and would be inconsistent with encouraging water utilities to generate non-tariffed revenues.  CWA Comments at 2-3.

CWA also rejected any approval process for non-tariffed products and services, as is required in the Edison proposal.  CWA contended that water utilities’ non-tariffed offerings should receive after-the-fact review in the next general rate case.

CWA stated that because shareholders will bear all additional out-of-pocket costs of a non-tariffed endeavor, no cross subsidy by ratepayers will occur.  CWA did not address sunk capital costs or other incremental costs.

CWA also stated that among the costs shareholders, but not ratepayers, will bear is the potential for increased state and federal income tax.
  This could diminish the shareholder/ratepayer split of the revenues to approximately 50/50.  CWA did not address the costs that ratepayers, but not shareholders, would bear; for example, the acquisition, maintenance, and replacement costs of the assets used in the endeavor. 

CWA also rejected any application of the affiliate transaction rules to water utilities’ non-tariffed activities.  CWA contended that the water industry is too different from the electric industry for these rules to be applicable.

CWA further rejected the use of memorandum accounts to reflect increases or decreases in revenue from non-tariffed operations between rate cases.  

CWA also withdrew its support for the full cost allocation method and urged the Commission to approve its gross revenue sharing proposal.

The City of San Jose filed comments that advocated a “rigorous quantitative procedure involving evaluation over time of specific proposed and actual uses of underutilized or excess capacity.”  The City observed that creating profit incentives to sell excess capacity, as advocated by CWA, also creates the incentive for the utility to acquire excess capacity at ratepayer expense.  Unless ratepayers are fully compensated for their investment, not only will the ratepayers be economically harmed but the competitive market will also suffer because the utility will be able to offer artificially low prices for its non-tariffed services.  The City of San Jose concluded that only through rigorous quantitative analysis of the costs and revenues on a case-by-case basis can the Commission achieve its long-standing goals of preventing cross-subsidization and separation of operations.

The City of San Jose also filed reply comments in which it objected to CWA’s statement that the “gross revenue sharing mechanism clearly prevents cross-subsidization.”  The City noted that this statement is unsubstantiated in the record. 

The RRB filed reply comments in which it summarized its response to CWA’s proposal with three words “greed, avarice, cupidity.”  The RRB stated that CWA’s proposal tips the regulatory balance too far in favor of shareholders because it fails to address the utilities’ obligations to keep rates as low as possible and to minimize the creation of excess capacity.  Overall, the RRB supported the proposal in the first draft decision.

Discussion

9. First Draft Decision

We began this proceeding to better align the regulatory incentives to benefit ratepayers as well as the broader economic community.  The Commission’s first proposed resolution of this proceeding decided several issues in a way other than as proposed by the utilities.  We resolved those issues, however, with careful analysis and based on long-standing principles and precedent.  Principles, such as full cost reimbursement for use of ratepayer assets, which this Commission and nearly all regulatory agencies apply consistently and historically to regulated utilities.  CWA did not cite any example in either this jurisdiction or any other of a regulatory agency rejecting these principles and adopting anything approximating its “out-of-pocket” cost reimbursement proposal.  

In recognition of the differences between our proposed resolution (in the first draft decision) and CWA’s initial proposal, we allowed the parties that were dissatisfied with that resolution to submit alternative proposals.

10. Gross Revenue Sharing Proposal

We now are confronted with CWA’s request for a gross revenue sharing mechanism that is purportedly drawn from a “basic outline” of the Edison proposal.  We will not adopt CWA’s request as submitted, but will adopt a mechanism similar to the Edison/ORA settlement approved in 

D.99-06-021.  This mechanism allows new non-tariffed products and services, with shareholders absorbing all incremental costs and taxes, and shareholders and ratepayers sharing in any revenues.  As explained below, the adopted mechanism includes certain differences from the Edison/ORA settlement to address issues specific to the water industry.
The adopted Edison/ORA settlement provides that revenue is to be shared between shareholders and ratepayers 90/10 for active projects and 70/30 for passive.  We will adopt this same system.  CWA provided a designation of various potential non-tariffed activities, divided into passive and active investments (Exhibit A, CWA Comments on the Administrative Law Judge’s Ruling dated September 14, 1999).  We will adopt this designation (See Appendix A).  Further, CWA proposes that new non-tariffed services beyond those listed be classified as active if they involve an incremental shareholder investment of at least $25,000, either on a one-time basis or within a twelve month period.  In the Edison/ORA settlement, activities were classified as active if the incremental shareholder investment was at least $225, 000 over the time periods in questions (although an Advice Letter must be filed to show the investment).  We see some differences between the industries with regard to the types of investment that would argue for a change in threshold level between active and passive.  Water utilities are generally much smaller than electric utilities.  Water utility would tend to experience a similar risk with a smaller investment.  Therefore, the water utility proposing the new service or product should show that there is or will be investment above $125,000, or the new product or service will be classified as passive.  As with the Edison/ORA settlement, we will not allow any costs properly charged to the utility (i.e., costs that would be recoverable in rates) to be counted toward the $125,000 threshold.

The Edison/ORA settlement includes an assumption of $16.7 million in annual revenues from existing non-tariffed products and services.  This amount approximates the level of non-tariffed revenues previously assumed for Edison in its utility rates.  CWA rejected any level of threshold below which no sharing of revenue would occur.  Such a threshold is necessary because shareholders are expected to use ratepayer funded assets in a manner which keeps rates as low as possible, without endangering service reliability.  General rate cases for utilities other than water routinely account for “other operating revenue” and credit all such revenue against costs ratepayers would otherwise bear.  CWA’s request ignores this precedent because it believes that such a mechanism would be too complicated and provide insufficient incentives.  We will require a threshold at the level of “other operating revenue” assumed in the last general rate case before this decision for each subject water utility.  As an exception, for those utilities with “other operating revenue” below $100,000 in the last general rate case before this decision, there will be no threshold level, but there will be sharing of all revenues for non-tariffed products and services.  
CWA also rejected allowing the Commission any approval process for non-tariffed products and services prior to the utility entering into the endeavor, even long-term activities.  Thus, a utility could become encumbered with substantial long-term obligations without Commission review and approval.  Such obligations could have serious impacts on ratepayers which, under CWA’s proposal, would not be considered until after-the-fact review in the next general rate case.  
We will require subject utilities to file an Advice Letter before providing new non-tariffed products and services.  We will not require all of the same information in the water utilities’ Advice Letters as for the energy utilities, given that the energy utility process is predicated upon the specific affiliate transaction framework adopted for that industry.  In the Advice Letter for water utilities, the utility must show: 

a. The involved portion of utility assets or capacity must have been acquired for the purpose of and is necessary and useful in providing tariffed utility services,
b. The involved portion of such asset or capacity may be used in offering the non-tariffed product or service without affecting the cost, quality, or reliability of the tariffed products, 

c. The non-tariffed product or service must be marketed with minimal or no incremental ratepayer capital, minimal or no new forms of liability or business risk, and no undue diversion of utility management attention,  

d. The non-tariffed product or service must not violate any law, regulation, or Commission policy regarding anti-competitive practices.
There also needs to be an appropriate mechanism for allocating all appropriate costs to the new non-tariffed products and services, so that ratepayers do not pay for investments and costs made or incurred solely for non-tariffed services since these costs and investments are the responsibility of the shareholders.  We will leave it to future rate cases to consider the issue of whether or to what extent rates should reflect investments made and costs incurred for labor and capital jointly used for tariffed and non-tariffed products and services.  For example, if a billing machine is used jointly, and has to be replace sooner than if no non-tariffed billing services were offered, should the full cost of the new billing machine be allocated to the ratepayers?
Further, periodic reporting and auditing of the costs allocated to and the revenues derived from non-tariffed products and services are also required, at the discretion of the Water Division.  Specifically, we will require an annual report listing each active and passive investment, and revenues from aggregate non-tariffed offerings.

In its comments on the proposed decision, CWA argues that “pass through costs must be recognized prior to application of the adopted sharing mechanism.” (CWA, p.2).  In this, CWA joins SoCal Water, who previously identified this issue in its response to the July 15, 1999 ALJ draft decision.  CWA’s comments provide a detailed example of the distortions that can arise if pass-through revenues are not recognized.  In addition, it gives specific examples of items that are frequently “passed through” in the contract terms.  These include items such as postage, power, taxes, and purchased water.  Since these expenses are passed through to the vendor without any mark-up, they provide no contribution to “margin” that one could reasonably divide between shareholders and ratepayers.

We find CWA’s argument reasonable.  Moreover, it is appropriate to exclude from the revenue sharing approach those specific items mentioned by CWA (i.e., postage, power, taxes and purchased water) that are billed in a contract on a pass-through basis.  Therefore when, under the terms of the contract, the bills for these specific inputs from outside the water utility are simply incorporated into charges to the client on a dollar-for-dollar basis, we will exclude the revenues attributable to those bills from the sharing formula.  However, if the utility wishes to include any other items as pass through costs, it must specify these items in its Advice Letter and obtain Commission approval to do so.  This mechanism will provide a review to check against accounting gamesmanship.




11. 


Comments on Draft Decision

Although this matter pertains solely to water corporations, it is not an uncontested matter pursuant to Pub. Util. Code § 311(g)(3); therefore, the draft decision of the ALJ in this matter was mailed to the parties in accordance with Pub. Util. Code § 311(g)(1) and Rule 77.7 of the Rules of Practice and Procedure.

Findings of Fact

1. CWA withdrew its proposal to use “out-of-pocket costs, short term” as a means to calculate the amount ratepayers would be reimbursed for use of regulated assets in non-tariffed endeavors, and instead proposed gross revenue sharing based on the Edison/ORA settlement agreement approved by the Commission in D.99-06-021.

2. CWA’s gross revenue sharing proposal rejects the threshold level of revenue below which no sharing occurs that is found in the Edison/ORA plan.  

3. CWA’s gross revenue sharing proposal rejects any Commission approval process for non-tariffed products and services prior to the utility entering into the endeavor.

4. CWA’s proposal allows for reduction of shareable revenue due to pass-through costs.
5. 
6. 
7. 
8. 
9. 
10. 
Conclusions of Law

1. Allowing water utilities to provide non-tariffed services and share gross revenues with ratepayers, while absorbing all incremented costs, is reasonable and a fair balance of interests. 

2. The public interest requires that sales of non-tariffed goods and services impose no or minimal uncompensated past or future costs on ratepayers
3. 
4. The public interest requires that ratepayers of all utilities benefit from improved regulatory policies.

5. CWA’s gross revenue sharing proposal does not adequately protect ratepayers without revision.

6. The public interest requires that water utilities have a means of obtaining Commission review and approval prior to entering into a new active non-tariffed endeavor.

7. The public interest requires that any gross revenue sharing mechanism include a threshold level of other operating revenue for non-tariffed revenues. 
8. The shareholders should pay any additional income tax liability created by their increased profits.
9. In order to ensure ratepayers are not subsidizing new competitive ventures, the utility should show that:

a. The involved portion of utility assets or capacity has been acquired for the purpose of and is necessary and useful in providing tariffed utility services,

b. The involved portion of such asset or capacity may be used in offering the non-tariffed product or service without affecting the cost, quality, or reliability of the tariffed products, 

c. The non-tariffed product or service will be marketed with minimal or no incremental ratepayer capital, minimal or no new forms of liability or business risk, and no undue diversion of utility management attention,  

d. The non-tariffed product or service does not violate any law, regulation, or Commission policy regarding anti-competitive practices.

10. 
O R D E R

Therefore, IT IS ORDERED that:
1. As described herein, a mechanism to govern the provision of non-tariffed products and services in the water industry is adopted

2. Any water utility which proposes to engage in a sale of non-tariffed goods or services provided, in whole or in part, by assets or employees reflected in the utility’s revenue requirement, which would be proposed to be classified as active as described herein, shall file an advice letter seeking Commission approval, except for those activities designated as active in attachment A.

3. Any such advice letter for new non-tariffed investments, or for investments proposed to be re-categorized shall comply with the following:

Advice Letter Requirements

The advice letter shall contain:

A. Full description of the proposed transaction, including, without limitation, identity of parties, revenue and cost forecasts, term, contingencies. 

B. An accounting mechanism to allocate costs of assets in rate base and expenses in rates between tariffed and non-tariffed services.

C. Copies of all operative documents for the proposed transaction.

D. Detailed description of proposed accounting for transaction costs and revenues.

E. Compete identification of all regulated assets that will be used in the proposed transaction.

F. Complete list of all employees that will participate in fulfilling the terms of the transaction, with an estimate of the amount of time each will spend.

G. The proposed accounting system shall share gross revenues, excluding pass-through items 10/90 for active investments, and 30/70 for passive investments, between ratepayers and shareholders. 

H. Any income tax liability incurred by the shareholders shall be accounted for in such a manner as to require that shareholders bear the cost.

I. All contingencies and liabilities should be addressed so as to eliminate ratepayer obligations.

J. Any other information or opinions that might be relevant to the Commission’s consideration of the transaction.

4. In the Advice Letter for water utilities, the utility must show: 

a. The involved portion of utility assets or capacity has been acquired for the purpose of and is necessary and useful in providing tariffed utility services,

b. The involved portion of such asset or capacity may be used in offering the non-tariffed product or service without affecting the cost, quality, or reliability of the tariffed products, 

c. The non-tariffed product or service will be marketed with minimal or no incremental ratepayer capital, minimal or no new forms of liability or business risk, and no undue diversion of utility management attention,  

d. The non-tariffed product or service does not violate any law, regulation, or Commission policy regarding anti-competitive practices.

5. This proceeding is closed.

This order is effective today.

Dated July 6, 2000, at San Francisco, California.
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        Commissioners

I dissent.

/s/ LORETTA M. LYNCH


       President

I dissent.

/s/ CARL W. WOOD


          Commissioner

�  The settlement agreement states that it does not affect “the conditions under which energy utilities can offer non-tariffed products and services” as outlined in Rule VII.  Those conditions include a cost allocation methodology to prevent cross-subsidization.  To completely ignore the regulated assets employed in the non-regulated effort could result in shareholders capturing 70% of the revenue for a passive investment, and the ratepayers getting only 30%, despite having contributed the asset.  For example, assume a utility leased space for an antenna on a tower as an unregulated endeavor.  The incremental cost to shareholders is virtually zero, yet shareholders would retain 70% of the revenue for the life of the contract.  Regulated operations would obtain only 30% of the revenue despite having provided the entire asset that enables the unregulated endeavor.  


�  The comments were due on October 15, 1999, but were filed one business day late due to CWA’s oversight.  The ALJ granted CWA’s request to accept the late-filed comments.  


�  CWA stated that its marginal income tax rate was 35% federal and 8.84% state but it did not state its actual income tax rate as paid.  Businesses often pay much less than the marginal rate due to deductions, write-offs, and credits.
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