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OPINION

I. Introduction
In this decision, we determine the appropriate level of the Direct Access

(DA) cost responsibility surcharge (CRS) cap effective for the period subsequent
to July 1, 2003. In Decision (D.) 02-11-022, we adopted an interim DA CRS cap of
2.7 cents per kWh pending further proceedings that have led to the instant order.
Based on further study as directed in that decision, we conclude that the DA CRS
cap should be increased to 4.0 cents per kWh for PG&E, SCE and SDG&E. The
analyses prepared by Navigant vary widely, even amongst the narrower
scenarios that may represent more “realistic” assumptions. Under many likely
scenarios bundled customers will be faced with bearing hundreds of millions in
costs over the next few years, with the capital only being returned over a lengthy
period of time. The only approach to meet the goal of maintaining bundled
customer indifference is to adopt a DA CRS cap of 4 cents per kWh for PG&E,
SCE and SDG&E, to minimize the size of the DA undercollection and limit the
duration of the payback period. By adopting a 4 cent/kwh cap for all three
utilities, we also reduce the future burden on DA customers, which will help
ensure the long-term survivability of the DA market.

In D.02-11-022, we adopted policies and procedures to implement cost
responsibility surcharges for DA load pursuant to the directives in D.02-03-055,
as modified and affirmed in D.02-04-067, which maintained the effective date of
September 21, 2001 for the suspension of DA that was adopted in D.01-09-060, as
affirmed in D.01-10-036. We suspended DA pursuant to legislative directive, as
set forth in Assembly Bill No. 1 from the First Extraordinary Session (AB 1X).
(See Stats. 2002, 1st Extraordinary Session, ch 4.) This emergency legislation was

enacted and made effective on February 1, 2001 to respond to the serious
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situation in California when Pacific Gas and Electric Company (PG&E) and
Southern California Edison Company (SCE) became financially unable to
continue purchasing power due to extraordinary and unforeseen increases in
wholesale energy prices.

The Governor’s Proclamation of January 17, 2001, and AB 1X required
that DWR procure electricity on behalf of the customers of the California utilities.
As part of its provisions to deal with California’s energy crisis, AB 1X also called
for the suspension of the right to acquire DA, as set forth in Section 80110 to the
Water Code:

“After the passage or such period of time after the effective date
of this section as shall be determined by the commission, the
right of retail end use customers pursuant to Article 6 ... to
acquire service from other providers shall be suspended until
[DWR] no longer supplies power hereunder.”

In compliance with the mandate to suspend DA, we considered the related
implementation issues in A.98-07-003. The Commission issued D.01-09-060,
suspending the right to acquire DA after September 20, 2001. In D.01-09-060, we
placed parties on notice, however, “that we may modify this order to include the
suspension of all direct access contracts executed or agreements entered into on
or after July 1, 2001.” (D.01-09-060, pp. 8-9.)

On January 14, 2002, the instant rulemaking (R.) 02-01-011 was initiated to

consider among other things, whether a suspension date earlier than

1 OnJanuary 17, 2001, Governor Davis issued a Proclamation that a “state of
emergency” existed within California resulting from unanticipated and dramatic
wholesale electricity price increases.
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September 20, 2001 should be applied to direct access.2 On March 27, 2002, we
issued D.02-03-055, determining that the DA suspension date should remain as
“after September 20, 2001.” DA contracts executed on or prior to September 20,
2001, were not suspended, but were made subject to the restrictions imposed by
D.02-03-055. We emphasized in D.02-03-055 that bundled service customers
should not be burdened with any additional costs due to the migration of
customers from bundled service to direct access between July 1, 2001 and
September 21, 2001.

We stated that, in lieu of an earlier suspension date of July 1,2001, DA
surcharges must be adopted as a means of preventing cost shifting to bundled
customers. We later clarified that prevention of cost shifting meant that
“bundled service customers are indifferent.””3 In order to maintain bundled
customer indifference, DA customers must thus bear cost responsibility for
stranded costs due to the migration of customers from bundled to DA service on
and between July 1 and September 20, 2001.

In D.02-11-022, we adopted a methodology for achieving bundled
customer indifference through a Direct Access Cost Responsibility Surcharge
(DA CRS). In adopting the DA CRS mechanism, we noted our concern that had
been previously expressed in D.02-07-032 that the “pancaking” of cumulative
surcharges on DA customers may lead to DA contracts becoming uneconomic.

To address this concern, we stated in D. 02-07-032 that “there should be a cap on

2 The administrative record relating to these specific issues in A.98-07-003 et al. was
incorporated into this rulemaking. Judicial notice was also taken of specific information
in the DWR Revenue Allocation Proceeding A.00-11-038 et al. (See Letter of January 25,
2002, to the parties that accompanied the Draft Decision of ALJ Barnett).

3 D.02-04-067, pp. 4-5 (slip op.).
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the total surcharge levels imposed on DA customers (including the impact of any
changes to PX credits).”

Consistent with these concerns expressed in D.02-07-032, we did not
immediately pass through the full DA CRS obligation, including cumulative
undercollections, to DA customers. To avoid undermining the economic
viability of DA, we adopted an interim cap of 2.7 cents per kWh on the current
DA CRS amounts billable to DA customers to remain in effect through July 1,
2003 pending further study.

The DA CRS includes the DWR Bond and Ongoing Power Charge
applicable to DA load that took bundled service on February 1, 2001, and a
charge on all DA load for above-market Utility Retained Generation (URG)
costs.4 For SCE, the amount collected under the DA CRS cap also includes the
Historical Procurement Charge (HPC) to recover a part of the Procurement
Related Obligation Account (PROACT) balance from DA customers pursuant to
D.02-07-032.5

4 The Bond Charge became “billable” when D.02-11-022 became final and unappealable
when the California Supreme Court summarily denied the petition for writ of review in
Strategic Energy, LLC v. Public Utilities Commission of the State of California, Case
No. S112802S, on April 30, 2003. The Bond Charge component of the DA CRS had been
tracked in a memorandum account.

In addition to the nonbypassable charges that were part of R.02-01-011, DA customers
are still responsible for other charges, including Public Purpose Program Charge,
Nuclear Decommissioning Charge and Trust Transfer Amount (TTA) for DA customers
under 20 KW.

5 PROACT is the account established as part of SCE’s Settlement with the Commission
which records an initial level of unrecovered costs. (See D.03-02-035; see also,
Resolution E-3765 (January 13, 2002), p. 13.)
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The DA CRS cap is intended to preserve bundled customer indifference
while enabling DA to remain economically viable. By imposing a cap on the
initial payment obligation, the burden of the DA customer is mitigated. DA
customers remain responsible for the deferred DA CRS obligation in excess of
the cap, but the collection is spread over future periods. Bundled service
customer charges fund CRS undercollections due to the cap on an interim basis
pending reimbursement from DA customers.

The DA CRS undercollection shall be paid off in subsequent years as
revenues collected under the capped DA CRS begin to exceed then-current DA
revenue requirements. The resulting surplus in DA CRS recovery in later years
will be credited to bundled customers, with interest, to pay down the
undercollections that they funded in the initial years. In D.02-11-022, we ordered
further proceedings to assess whether or to what extent the interim 2.7 cents cap
was sufficient, or should be revised as of July 1, 2003, in order to assure proper
balancing of the goals of bundled customer indifference and DA economic
viability. This phase of the proceeding is addressing whether the 2.7 cents cap

should be revised subsequent to July 1, 2003.

Il. Procedural Summary

An ALJ ruling was issued January 24, 2003, setting the schedule for this
phase, and defining the scope of issues to be addressed. Consistent with its
obligations under the Rate Agreement, the California Department of Water
Resources (DWR) provided modeling support in this phase of the proceeding
through Navigant Consulting, Inc. (Navigant) for use in evaluating the potential
effects of alternative DA CRS caps in terms of undercollections and payback
periods.

A technical workshop was held on February 6, 2003 for the purpose of

discussing the DWR/Navigant model and appropriate modeling scenarios to be
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performed as a basis for analyzing the DA CRS cap issue. The modeling
scenarios and parameters discussed at the workshop served as a basis for the
subsequent modeling runs performed by DWR/Navigant.

DWR served opening testimony on February 24, 2003 presenting the
Navigant modeling runs, and explaining the inputs and methodologies used in
developing various DA CRS cost responsibility forecast scenarios. The three
utilities (PG&E, SCE and San Diego Gas and Electric Company (SDG&E) served
concurrent testimony explaining the URG modeling inputs provided to
Navigant. All parties submitted testimony in response to the DWR/10U
modeling testimony on March 19, 2003, and rebuttal testimony on March 26,
2003. Evidentiary hearings were held between April 1 -7, 2003.

Parties filed opening briefs on April 22, 2003, and, reply briefs on May 6,
2003 on issues relating to the capping of cost responsibility charges on DA
customers. Active parties in this phase of the proceeding included the investor-
owned utilities (I0Us), parties representing bundled customers (i.e., Office of
Ratepayer Advocates (ORA), The Utility Reform Network (TURN), and the
California Farm Bureau Federation (Farm Bureau);s parties representing DA
customers, either through industry associations or as individual customers.

Active parties representing DA interests that sponsored testimony
included the California Large Energy Consumers Association (CLECA), and
California Manufacturers & Technology Association (CMTA); the Alliance for
Retail Energy Markets and the Western Power Trading Forum (AReM/WPTF);

6 The Farm Bureau is a voluntary, non-profit corporation with more than

90,000 members in California that expect to pay more than $850 million for electric
service in 2003. Farm Bureau members are overwhelmingly bundled agricultural
customers.



R.02-01-011 COM/LYN/epg ALTERNATE DRAFT

the City of Corona, Strategic Energy, LLC; and the University of California and
the California State University (UC/CSU).

I11. Framework for Evaluating the DA CRS Cap
As a framework for evaluating the appropriate level of the cap, we begin

with recognition of the one overriding goal: (1) maintaining bundled customer
indifference with respect to DA migration. This principle must be adhered to
while also attempting to meet the goal of preserving DA as a viable economic
option. However, to the extent that DA is not economic, the Commission will
not require bundled customers to subsidize the DA industry, simply to ensure
the existence of the DA market.

In evaluating the DA CRS cap with respect to bundled customer
indifference, we first consider the criteria by which to assure that bundled
customer indifference is preserved. By default, bundled customers absorbed
stranded costs attributable to migrated DA load. D.02-03-055 set forth the
requirement for bundled customer indifference. Time was required after
issuance of D.02-03-055 to conduct further proceedings to implement a
methodology and process to measure and bill DA customers for their share of
cost responsibility. By the time that a DA CRS methodology was adopted in
D.02-11-022, a significant undercollection had already accumulated attributable
to DA CRS past obligations.

Bundled customer indifference must be accomplished, therefore, by
providing a means for bundled customers to be made whole for these
accumulated past undercollections as well as for ongoing stranded costs
attributable to the DA CRS. Yet, if we were to require that DA customers
immediately reimburse bundled customers for the entire past obligation plus

prospective ongoing stranded cost requirements, the required increase in the
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surcharge on DA customers could seriously threaten the economic viability of
DA as a continuing option.

Thus, in order to balance the countervailing goals of bundled customer
indifference and DA viability, we devised an approach in D.02-11-022 whereby
the DA obligation is paid off over time, subject to a cap limiting current DA CRS
payments.

To preserve bundled customer indifference, any DA CRS cap must be high
enough to assure bundled customers are fully reimbursed for any funds
advanced over a reasonable timeframe, including interest, to cover the DA CRS
undercollections. Counterbalancing this goal, DA economic viability is
preserved by setting any DA CRS cap low enough so that the cumulative burden
of all energy charges faced by DA customers do not render the DA option
untenable, now and in the future. We note that to the extent we defer collecting
revenues from DA customers now, we increase the burden on future DA
customers. Thus, the Commission must also balance the near and long term
Impacts on DA in setting the level of the cap.

The next step is to assess the level of (1) DA CRS undercollections already
incurred and (2) likely future years’ DA CRS obligations and related per-kWh
charges yet to be incurred. For purposes of this assessment, forecasts have been
performed by Navigant involving a range of scenarios as to the potential streams
of DA CRS obligations over future years during which time bundled customers
are funding a portion of the DA CRS obligation.

Based upon the assessment of these scenarios and the likely level of future
DA CRS obligations, the appropriate level of cap can be calculated required to
satisfy our dual criteria of bundled customer indifference and DA viability. We
thus balance the countervailing effects both on bundled and DA customers, so

that the cap is neither too high nor too low.

-9-
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IV. Relationship of this Proceeding to the DWR
Revenue Requirement Redetermination

Parties express differing views concerning the scope of this phase of the
proceeding and how it relates to the determination of the overall DWR revenue
requirement for 2003 in A.00-11-038 et al., and to the finalization of the total
revenue requirement for DA load applicable to the 2001-2002 undercollection
and to the 2003 prospective revenue requirement for DA CRS elements. PG&E,
in particular, views this phase as forum to adopt final values for those DA CRS
elements. Accordingly, PG&E recommends that a final 2003 prospective DA
CRS revenue requirement be determined in this phase of the proceeding using
the same DWR analysis used to develop the DWR revenue requirement in
A.00-11-038. PG&E calculates its DA CRS amount to be $381 million, and
proposes that this amount be used to set its DA CRS obligation in this
proceeding. PG&E also proposes adoption of CTC elements.

Other parties disagree that this phase of the proceeding is intended to
adopt final DA CRS values, but rather view that process as subject to a separate
phase to be coordinated with the DWR proceeding in A.00-11-038. Parties object
to the proposed DA CRS values offered by PG&E and argue that further scrutiny
of its proposal is warranted before any final charges are adopted.

We have previously stated that the DA CRS total obligation should be
determined using consistent assumptions with the overall DWR revenue
requirement in order to avoid a mismatch between the allocation of costs
between bundled and DA customers. Yet, this phase of the proceeding is not
focused on determining the precise amount of the total DA CRS obligation, but
rather, on the appropriate cap to impose. These are two separate and distinct
steps in the process. For purposes of assessing the appropriate cap, the most

reliable and accurate estimates of relevant resource assumptions over time are

-10 -
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more important than exact tracking with assumptions underlying the total DWR
revenue requirement as determined in A.00-11-038. The appropriate time to
focus on consistent matching of resource assumptions between the DA CRS and
DWR revenue requirement is in the phase of the proceeding where we actually
determine the total DA CRS obligation for the 2001-2003 period in parallel with
the total DWR revenue requirements determined in A.00-11-038. We shall
address, quantify, and implement the total DA CRS DWR obligation for the
period from 2001 through 2003 utilizing consistent resource assumptions with
the DWR revenue requirements determination in A.00-11-038. We direct the
ALIJs in both of these proceedings to coordinate, as required, to implement this
process expeditiously.

We affirm that this phase of the proceeding is focused on setting the DA
CRS cap. Thus, we use the data presented in this proceeding to assess longer
term conditions as a basis to set an appropriate DA CRS cap. The finalization of
the actual DWR and URG revenue requirement elements is a separate exercise
that must be closely coordinated with the DWR proceeding in A.00-11-038. A
separate determination is also required of the actual recorded undercollection
applicable to the DA CRS for the historic period from September 20, 2001
through December 31, 2002.

While DWR used its base case assumptions from its previous DWR
revenue requirements filing as a point of departure for modeling scenarios, we
are not bound by those assumptions for our purpose here which is a multi-year
assessment of DA CRS based upon the best information available. Accordingly,
we do not adopt final figures for DWR or CTC revenue requirements for any of
the utilities in this phase of the proceeding. We do establish a specific process,
however, as outlined above to assure that final figures are adopted on a timely

basis in coordination with A.00-11-038 et al.

-11 -
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V. Results from Modeling and Forecasting of
DA CRS Levels

To provide a framework for analysis of potential future DA CRS
obligations and the resulting effects of alternative caps, Navigant produced a
range of separate modeling scenarios, incorporating the “total portfolio
indifference” approach.”

In response to requests from parties for a range of forecast sensitivities in
key variables, DWR/Navigant modeled three separate cases. These cases
identified key resource variables under a “base case” corresponding to the
variables underlying DWR’s revenue requirement analysis for 2003. DWR then
separately modeled a “high and low case” incorporating variations in key
variables. The key resource assumptions subject to sensitivity testing among the

three ProSym cases are as follows:

Key Variables in the DWR/Navigant sensitivity analysis

Future DA Load: High Case Assumes 10% higher than Base Case
Low Case Assumes 30% lower than Base Case

Natural gas prices: High Case Assumes 25% lower than Base Case
Low Case Assumes 20% higher than Base Case

New Generation: High Case Assumes 20% higher than Base Case
Low Case Assumes 20% lower than Base Case

” The *“total portfolio” indifference approach as adopted in D.02-11-022 incorporates the
total costs of serving bundled customer load both from DWR and URG sources, and
solves for the DA CRS required to keep bundled customers indifferent between a DA
suspension date of July 1 versus September 20, 2001. The DA CRS is based on ProSym
model runs on a DA-in versus DA-out comparative basis.

-12 -
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CTC Benchmark: High Case Assumes 15% lower than Base Case
Low Case Assumes 15% higher than Base Case

The assumed range of differences in the variables among the three ProSym
cases was arrived at through consensus among the participants at the Navigant
modeling workshop. For each of the ProSym cases (i.e., high, low, and base),
Navigant applied additional varying assumptions concerning OSS prices,
interest rate accruals, and cap levels. Alternative combinations of the variables
were assembled into eight possible scenarios. The eight scenarios were run
under each of the three ProSym cases to produce 24 separate scenarios (i.e., eight
combinations times three ProSym cases) for each utility.

The scenarios illustrate the effects of changing the following key variables:
offsystem sales (OSS) price (at either 50% or 100% of market-clearing
price[MCP]), interest rate on cumulative uncollected CRS balance (bounded
between 4% and 9%), and the DA CRS cap (either at 2.7 cents or 4 cents per
kWh). Appendix A summarizes the key results for each of the 24 assumed
modeling scenarios for each utility. To assist in evaluating the effects of each
scenario under the alternative cap levels on bundled customers, Navigant
computes the maximum undercollection reached and years that would be
required to pay off the accumulated undercollection.

In its modeling runs that Navigant produced in the earlier phase of this
proceeding leading to D.02-11-022, the forecast DA CRS for SDG&E was
significantly higher than that for PG&E or SCE. The difference was due mainly
to the fact that SDG&E held a higher percentage of the highest-cost DWR
contract power in its portfolio mix. In the current modeling performed in this
phase of the proceeding, however, SDG&E has the lowest DA CRS requirements
compared to PG&E and SCE.

-13-
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In the most recent modeling scenarios for this phase, however, the payback
period and undercollections for SDG&E are forecast to be the shortest among the
three utilities. The change in SDG&E’s relative situation since issuance of
D.02-11-022 is due to revised assumptions underlying the effective date for
applying the DA CRS. In earlier model runs, Navigant assumed an effective date
of July 1, 2001 for applying the DA CRS. In D.02-11-022, however, the
Commission adopted an effective date of February 1, 2001 for assessing DA CRS.
Consequently, Navigant has reflected this modified assumption in its modeling
runs performed for this phase of the proceeding. The aggregate level of DA cost
responsibility, however, continues to be based on maintaining bundled customer
indifference between the change in DA load between July 1 and September 20,
2001. The substitution of the earlier effective date thus results in an increased
volume of DA load absorbing the same fixed DA CRS obligation.

Consequently, by spreading the cost obligation over a greater volume of
DA load, the per-kWh DA CRS declines. The reduced unit cost is more
pronounced for SDG&E compared to PG&E and SCE because SDG&E’s volume
of DA load between February 1 and July 1, 2001 was proportionally higher than
SCE’s and PG&E'’s.

DWR states that the version of the model submitted in this proceeding,
incorporates actual values for most of the volumes and costs from the fourth
quarter of 2001 (when the DA CRS obligation first began to accrue) through the
end of December 2002. Independent System Operator (ISO) charges did not
reflect recorded values since they are lagged by 90 days. 1SO charges represent
only a small percentage of total charges. DA load values used by DWR for 2001
and 2002 reflect estimates received from the utilities. DWR has requested actual

DA load data from each of the utilities.
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Because there was no DA CRS in effect prior to January 1, 2003, the
accrued DA CRS obligation from September 20, 2001 forward represents an
accumulating undercollection due from DA customers. In its modeling
scenarios, however, DWR did not quantify the actual undercollection applicable
to DA CRS for 2001-02, but merely presented a range of hypothetical
undercollections through 2002 corresponding to the scenario assumptions used
to calculate the year 2003 DA CRS. Navigant applied the percentage ratio of DA
in/out differences for each of its 2003 forecast scenarios to the historic 2001-2002
costs. This approach assumes that the DA-in/out scenario forecasts for 2003
apply equally to the 2001-2002 historic period. We discuss the problems with

this approach below.

V1. Determination of Cap Levels
A. Overview of Positions of Parties

PG&E’s primary criterion for setting any cap is to ensure DA CRS
payback by the expiration of the DWR contract term in 2011. PG&E argues that
the DA CRS shortfall should be recovered as quickly as possible to minimize risk
to bundled customers, and tying the payback duration to DWR contract length is
consistent with approach applied to CTC recovery in AB 1890. PG&E thus
proposes that the cap be set at 4 cents per kWh based on its analysis that full
payback to bundled customers of the DA CRS obligation can thereby be achieved
by 2011. PG&E’s recommendation for a 4 cents cap is predicated on the
Navigant base case run that assumes Off System Sales (OSS) at only 50% of
Market Clearing Price (MCP). If the Commission concludes that a different
scenario or set of forecast assumptions are more reasonable that would still
enable the DA CRS shortfall to be paid off by 2011 with a cap lower than 4 cents,
then PG&E agrees that such a lower cap should be considered. PG&E

-15 -
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recommends that the DA CRS assumptions used be consistent with those DWR
uses to develop the 2003 DWR power charge revenue requirement. For 2003,
PG&E calculates the DA CRS indifference amount to be $310 million.

SCE proposes an increase in the cap to 3 cents per KWh, with the
provision for further increases thereafter if the DA CRS undercollection for SCE
ever exceeds $500 million. SCE believes its proposal would avoid making DA
uneconomic and would achieve payback by 2011 when most DWR contracts
expire. SCE’s proposed assumptions for evaluating the cap correspond most
closely to DWR’s Base Case Scenario 5, which assumes a 100% Market Clearing
Price (MCP) for excess energy sales, and a 9% interest rate. Under Scenario 5,
SCE is predicted to accumulate a maximum undercollection of $498 million and
to recover the undercollection by year 2010. SCE’s proposes to recover the
undercollection as quickly as possible, but in no event extending beyond 2011.
Using Scenario 5 as a guide, therefore, SCE recommends increasing the DA CRS
cap to 3.0 cents per kWh to guard against a High Case CRS scenario occurring
(Scenario 21), which would create a maximum undercollection of $674 million for
SCE.

SDG&E supports continuation of the 2.7 cents cap, and believes that DA
CRS undercollections resulting from the current cap will be manageable and
permit payback within a reasonable timeframe. SDG&E believes that Scenario 6
incorporating the Base Case with OSS at 100% of MCP at a 4% interest rate
reflects the most realistic set of assumptions for forecasting multi-year DA CRS

iImpacts.8 SDG&E warns that there is a substantial, immediate risk in setting the

8 The scenario modeling for SDG&E was initially done on a dual basis showing
alternate results due to uncertainty as to whether 80 MW of United States Navy load
was deemed to be exempt from the DWR components of the DA CRS. The Commission

Footnote continued on next page
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cap too high, in that once DA viability is impaired, perhaps even modestly,
parties and the Commission may not realize the harm until it is too late—*“when
DA customers’ businesses evaporate, relocate, or are emaciated sufficiently that
they cannot pay their electricity bills in due course.” (See Exh. 181, p. 6.)

TURN'’s primary position is that no cap be permitted unless it is
financed by DWR bonds rather than by bundled ratepayers. TURN believes that
imposition of any CRS cap with bundled ratepayer financing of the shortfall
results in cost shifting in violation of the intent underlying AB 117. Assuming
that the Commission chooses to continue imposing some level of cap, however,
TURN proposes that its duration be as short as possible. In any event, TURN
argues that all outstanding DA CRS obligations due to bundled customers
should be fully repaid within the term of the DWR contracts, which expire in
2010 or 2011.

TURN believes that the existing undercollections should not be allowed
to grow any larger. TURN proposes that the CRS cap be set at least high enough
to recover current year CRS charges even if there is no immediate recovery of the
undercollections already accrued. To meet these conditions, TURN argues that
