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I. PROCEDURAL HISTORY
The Cocmmission on its own motion and pursuant to Secticn
54-4-2 and other applicable statutory provisions determined to
commence a formal investigation intoc the reasonableness of the
rates and charges of Mountain Fuel Supply Company ("Mountain Fuel"
or "Company"). A notice of prehearing was issued on October 31,

1989, in which the Commission indicated that the issues of (1) rate



of return, (2) affiliate relationships, and (3) cost of service
were to be addressed. The prehearing was held on November 7, 1%89.

on November 21, 1989, the Commission bench-ordered that a
1989 historical test year would be employed. In response to a
Mountain Fuel motion, and following a hearing on the subject, the
Commission issued a Protective Order on January 31, 1990.

on January 22, 1990, the Division filed a motion to
=onsolidate Dockets 9%0-057-02 (gas cost proceeding) and B89-057-15
(general rate case). The motion was granted. E

Mountain Fuel filed an application for a general rate
increase in the amount of $5,682,000, on March 30, 19%0. The
Commission set the application for prehearing on April 10, 19%0,
and, at the prehearing, determined a schedule for the proceedings.
This schedule was subseguently amended owing to motions filed by
the Division of Public Utilities ("Division") and the Committee of
Consumer Services ("Committee"). In one instance the Committee
requested clarification about a Commission-directed ingquiry of the
Wexpro Agreement. In another, the Division alleged failure of the
«.mpany to comply with the timetable for response to discovery
requests. Sanctions were demanded by the Division.

Oon June 27, 1990, the Commission issued a formal order
denying the Division's regquest that the Company be sanctioned for
failure to meet discovery requirements and granting a request of
the parties that a new schedule be set for the case.

on August 27, 1990, the Commission sent a memorandum to
the parties notifying them that the issue of the appropriate test-

year rate base would be the first item addressed in the hearings.



In addition, the Commission directed the parties to prepare a jeoint
exhibit of their respective positions on the rate case issues.
Hearings began on September 5, 1990. The Committee, on
September 17, 1990, filed a motion to compel the Company to respond
to a data reqguest and to impose sanctions. The Commission again
declined to impose sanctions but directed Mountain Fuel to respond
to the data regquest. On September 27, 1990, following the con-
clusion of the hearings, the parties filed the reguired joint
exhibit. Thereafter, the parties filed briefs explaining and

defending their respective positions.

SSTON AND FINDINGS 5

DETERMINATION OF REVENUE REQUIREMENT

Early in this docket formulation of the test peried
emerged as a key issue. We had ordered the use of a 1989 historic
test year after having considered the parties' arguments, pro and
con. OQur principal reason for this choice was to avoid bogging
down in debates about the adequacy of future test year forecasting
technigues at the very time we were endeavoring to learn the actual
circumstances of a utility we had not thoroughly examined for some
years.

The last Mountain Fuel rate case was concluded in 1985.
Since then, several rate decreases have occurred as a result of
decreases in gas costs. In addition, the Company found no reason
to seek rate relief. We attribute this, in part, to be a result of
the quality management of the Company. Our analysis of the princi-

pal argument in favor of a future test year, the adverse impact of



inflation, convinced us that it was not persuasive at this time.
Implicitly, therefore, we did not recognize the need for attrition
adjustments.

Thus, use of a historic test year in this proceeding is
important in part because of the unusually and undesirably long
time that has passed since our last rate case examination of this
utility. Actual, historical data has the advantages of simplicity
and accountability. In general, such data can be used for rate
case analysis, thereby minimizing the use of forecasted data
derived by technical and debatable methods.

Prior tec this rate case we adopted a rule prescribing
test year annualization guidelines. It did not contemplate
historic test years and, as the evidence on this record shows, is
not readily applicable to them. A future test year embodies
forecasted revenues, expenses, and investment; that is, forecasts
of changes in both prices and gquantities of inputs and outputs.
The annualization rule attempts to confine ad hoc test year adjust-
ments to those th: ra not linked, logically and economically,
with other revenues, expenses, or investments; those, in the words
of the rule, where interdependencies are minimal. This generally
means that price, as distinct from volume or quantity, changes may
be acceptable. An increase in the price of postage stamps occur-
ring during the test year is one example: in the short term, it
may affect nothing else, such as the volume of mailings. However,
the price increase is beyond management's control, and failure to
account for it may unfairly decrease the opportunity to earn a fair
return. Yet, revenues, expenses, and investments must be matched

in the test period, or, in other words, revenues and expenses must
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, correspond to investments and accounting information must reflect
the underlying economic relationships between inputs and outputs.
one ad hoc change which affects other things, without compensating
adjustments, will upset the necessary balance. 1In the interest of
proper matching, it should be done as little as possible.

Post-test-year adjustments are not the subject of the
annualization guidelines. The Company, and to a limited extent the
pDivision, attempted to apply them to such ad;ustments in this
docket nocnetheless. We reject this because the greater the time
between the test year and a proposed single item adjustment, the
more likely it will necessitate cther deliberate changes if test
year revenue:r expenses, and investment are to remain matched.
Even more i: .ortantly, with the passage of time prudent management
will have adapted operations te any such change in ways not embod-
ied in test-year information and not on this record.

The accounting information presented in this docket
generally does not permit us to draw inferences about the utility's
econcmic relationships, that is, how it organizes, in cost minimiz-
ing fashion, productive inputs in order to deliver its services.
We do not know, for example, what prudent management would do in
reaction to or in anticipation of a change in the price of a key
input such as labor wage rates. Certainly there is no justifica-
tion for an assumpticn that there are no consequences, yet this is
what it means to say that a future price level change has minimal
interdependencies.

In our opinion, to permit out-ef-pericd adjustments is
almost certainly to wupset the test-year match of revenues,

expenses, and investment. On the other hand, to ignore the change



m- impose a risk of under-recovery. When the period between rate
¢ .es is short this risk is lessened, as is the potential for
mismatch when, as 1is the case here, accounting data is used to
approximate complex economic interrelationships. But when this
period is as long as it has been, out-of-period adjustments should
be based upon an economic model of the firm. Without the under-
standing of economic relationships such a model provides, the use
of accounting data will tend to support selectiv? adjustments to
the test year that are one-sided, and generally proposed by those
having information and expertise. This will lead to an undesirable
mismatch of investment, revenue, and expenses, generally increasing
revenue requirement. Selective adjustments, in short, may yield a
less representative test periecd for ratemaking purposes than no
adjustments at all.

The purpose of a test year, or test period, is to provide
revenue, expense, and investment information that reasonably
approximates circumstances expected during the pericd rates will be
in effect. The rates we set in this docket will be in effect in
1991. Are post-test-period adjustments required to approximate
future circumstances? The Company, and in part the Division, say
yes; the Committee, no. The Company argued that post-test-year
adjustments must be made; the Division, that such adjustments can,
with difficulty, be made; and the Committee, that such adjustments
create more problems than they solve. According to the Division,
the best solution is to move the test period forward in time,
nearer to the period rates will be in effect. This cannot be done
in this docket. First, we have ordered a 1989 test year, parties

have relied on it, and the hearing is over. Second, the Division



'has not audited 1990 data and no party other than the Company is in
a position to present a case based on it.

There are three options. First, we can recpen the record
and redo the case based on a test period nearer in time. This is
completely impractical and we reject it. Second, we can permit
selective out-of-pericd adjustments loosely corresponding to the
guidelines contained in an inapplicable rule. For reasons
discussed at length above, we also reject this approach. Third, we
jcan stay with the 1989 test year, permitting in-éeriod adjustments
only. We find that this is the most practical and least complex
alternative. Upon issuance of this order, the Company or any other
party is immediately free, as is always the case, to petition for a
change in rates should a party claim a change is necessary.

Confusion and unnecessary work have resulted because the
Comm?ssion did not decide all of the test-year issues at the outset
of + i3 docket. 1In future proceedings, the Commission will decide
iscues ceoncerning test year, rate base, out-of-periocd adjustments,

:and related matters, prior to the onset of hearings and based on
the then existing conditions of the utility and the economy in

which it is operating.

A.  Average-of-Year Versus End-of-Year Adjustments

1. Average Rate Base

Certain annualization adjustments depend on the choice of
average or Yyear-end rate base. The Company argued that, for a
historic test year, an end-of-year rate base more accurately
reflects conditions expected when new rates will be in effect than

would an average-of-year rate base. Essentially, end-of-year rate



base is six months nearer in time. The Division agreed, though
under questioning from the cCommission, its witness, citing the
complexity of adjustments to test-year revenues and expenses
nece. ~+ed by end-of-year rate base, stated a preference for
using -nf-year rate base. The Committee recommended use of
average-o. ~ate base based upon consistency with prior
Commission ru. and more accurate matching of known test-year
investment, revenues, and expenses. According to the Committee,
end-of-year rate base, a single point in time, regquires that
numerous complicated adjustments be made to revenues and expenses
to restore a proper matching.

The Commission finds an average rate base appropriate for
the following reasons. First, the Commission has relied on average
rate base in recent U § WEST Communications and Utah Power and
Light dockets. The present docket has produced no compelling
reason to depart from that practice. Second, an average-of-year
rate base vproo' = an appropriate basis for matching the annual
flows and expenses to the average annual stock of plant
and e.....ent employed by the utility and to the manner in which
the utility has been operated. An end-ocf-year rate base is a mere
snapshot, a potentially misleading picture of rate base at one
point in time. Third, an end-of-year rate base requires that
substantial, difficult adjustments, fraught with policy implica-

tions, be made to rev and exp . Because the Company's

application reflects end-of-year rate base, our acceptance of the
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Committee's recommendations for average-of-year rate base decreases

rate base by $9,542,000.'

2. End-of-Year Depreciation
The Company proposed to increase 1989 depreciation
expense to reflect end-of-year rate base. Our decision to employ
average-of-year rate base in this docket makes this propesed
adjustment moot. We find that no expense adjustment is necessary.
3. GS Customer and Use Per Customer Annualization
The Company based its test year on year-end rate base
figures, but did not annualize either the number of GS-1 and GSS
customers or the customer use based on its position that the
product of total customers times customer use or total gas wvolume
delivered has remained relatively constant over the last decade.
The Divisicon recommended that the number of customers
should be annualized to match the year-end rate base, but that the
usage per customer, which has declined over the last decade, should
not be annualized because it had leveled out over the last two
heating seasons. The Division annualization adjustment would
increase revenue by $2,097,000.
The Company countered that if the Division's annualiza-
tien of the number of customers was adopted, it would be necessary

to annualize the customer usage which the Company views as continu-

' The dollar value of this adjustment is the change in rate
base our decision requires. Likewise, our following revenue and
expense decisions are expressed as the dollar adjustments required.
None of the adjustments are stated in revenue requirement terms
until summarized as such in section II.F.
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ing the declining trend exhibited over the last decade. The
combined effect of the annualization of the number of customers and
the usage per customer would be a decrease in revenue of $1,057,000
according to the Cocmpany.

The Committee took the position that the average test
year approach produces the desired matching of investment, reve-
nues, and expenses and therefore recommended against both adjust-
ments. §

The Commission, having adopted the average test year
approach, finds the Committee's position appropriate, and rejects

both adjustments.

B. =T ts

Eight post-test-year adjustments were proposed, all but
ocne of them by the Company. Two of these, the "ET-2" and "customer
X" adjustments, though partially offsetting, would increase reve-
nues. Six of them would increase expenses: 1990 labor adjustment,
pension plan adjustment, Questar Service 1990 adjustment, produc-
tion-related depreciation, FICA tax, and gross receipts tax. The
effect of accepting them all would be a small increase in test
period revenues and a much larger increase in test period expenses.
With one minor exception the Committee recommended rejecting the
adjustments.

The Division proposed and supported one revenue adjust-
ment and recommended rejecting the one proposed by the Company.
The six expense adjustments were proposed by the Company. The
Division recommended rejecting two of them and supported, but

disputed the dollar amounts of, the remaining four. We will not
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repeat here the details of party positions any further, having
previously discussed our position on post-test-year adjustments
under the circumstances of this docket. For the reasons stated in
that discussion, we find that the adjustments must be rejected.

The Company included revenues from deferred main exten-
sion payments made by a customer added to its system in 1990. The
payments are part of a five-year contract. The Company maintained
that these deferred payments are a known and measurable benefit to
the customers, have no interdependency and should not be elimi-
nated. The Division took no position. The Committee, however,
argued that such revenues should not be considered since they occur
beyond the test year and recommended an adjustment removing such
revenues. The Commission agrees with the Committee and finds that
the Company's Utah non-gas revenues should be decreased by

$312,000.

C. Test Period Adjustments
b 18 Adjustments to Industrial Revenues

The Company propesed 75 adjustments to the revenues
received from industrial customers, 69 of which primarily involved
rate schedule changes and occurred within the test year. The
remainder were post-test year. The Company and the Division
testified that these are appropriate. The Committee opposed them.
There is little basis on this record by which in-periocd annuali-
zation adjustments can be clearly distinguished from post-test year
ones. Therefore, the Commission finds that the annualization
adjustments are acceptable, and will permit a $72,000 increase in

revenues.



2. Promotional Advertising
The Company testified that $30%,000 in test-year pro-

motional advertising expense should be recovered in rates because,
it was asserted, the advertising had resulted in increased revenues
well in excess of the expense. In the Company's view, this was a
ratepayer benefit. The Division and the Committee both argued that
the Company had asserted but failed to demonstrate a causal connec-
tion between promotional advertising and additional revenues, and
in no other way had suggested a benefit sufficient to permit
recovery of the expenses in rates. The Commission notes that R750-
406-1 prohibits recovery of promotional advertising expenses from
ratepayers, unless, under subsection C of that rule, it finds such
advertising to be in the public interest. In this instance, the
Company has sought to equate what it characterizes as the ratepayer
benefit of speculative increased revenues with the public interest.
This is not sufficient.

The Commission finds that the Company has failed to
demonstrate that its promotional advertising is in the public
interest sufficiently to qualify for a subsection C exemption from
the R750-406 prohibition and will therefore reduce the Company's
expenses by $309,000.

We further find that the Company did not demonstrate that
its promotional advertising produced the additional revenues -it
alleged. Disallowance of these expenses, therefore, necessitates

no change in revenues.



3. 1989 Labor Annualization

Mountain Fuel sought an adjustment in the amount of
§1,027,000 to bring labor and labor overhead costs to year-end 198%
levels. The Company argued that this adjustment is known and
measurable, clearly meets annualization criteria, and is necessary
to accurately reflect conditions expected during the pericd new
rates will be in effect. The Division agreed with this
adjustment. While not opposed to the adjustment per se, the
Committee recommended that the adjustment should- be $799,000. The
Company argued that the Committee failed to consider the effect
annualizing wages to December levels has on overtime pay, on-call
pay, and stock plan benefits, among other things. The Commission
finds that this Company-proposed adjustment is appropriate and that

it results in an increase of test year expenses of $1,027,000.

4. Questar Corporation/Massachusetts Formula

The Company allocated unassigned general corporate costs
to Questar Corporation subsidiaries  using a three-factor
"Massachusetts formula" which assigns equal weight to relative
levels of gross plant, labor and gross revenues. The Division
recommended that the net revenue version of the Massachussetts
formula, established by the FERC in Order 291, be employed in this
docket in order to remove gas costs from the revenues of Mountain
Fuel and other subsidiaries, thus eliminating a duplication arising
from the pass-through of gas costs. The Division argued that Order
291 was not case specific, but was applicable generally. The
Committee recommended use of a general allocation factor of 40.46

percent based on gross plant and revenues without gas costs to
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prevent general corporate overhead costs from being overallocated
te the Company. The Commission finds that the gross revenues
formula over-allocates general corporate costs to the Company, that
the net revenue formula is a better means of allocating such costs,
and, accordingly, will adopt the Division's position, resulting in

a $575,000 decrease in expenses.

= Questar Services 1989 True-Up .

Mountain Fuel sought an adjustment of $40,000 to reflect
the January, 1990 adjustment of test-year Questar Service Corpora-
tion charges. The Company argued that the adjustment is necessary
to correct a mistake in the December, 1989 billing. The Division
did not oppose the adjustment. The Committee argued that the
adjustment should be treated consistently with past January
true-ups for Mountain Fuel and disallowed. The Commission finds
the adjustment acceptable and will allow the $40,000 increase in

axXpenses.

6. Interest Synchronization

The Committee proposed an interest synchronization
adjustment to provide equal treatment to customers of Option 1 and
Option 2 utilities. The Committee alleged that failure to adopt
the adjustment for Option 1 utilities (such as Mountain Fuel) would
result in a higher revenue requirement for the Company and rate
discrimination against Optien 1 ratepayers.

The Company argued that it will violate federal law if it
applies interest synchronization and will thereby risk tax penal-

ties. In addition, the ratepayers will risk having the amount of
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+he forfeited tax credits added to rate base. The Division like-
wise rejected the adoption of the interest synchronization methed
arguing that it applies only to IRS Code Section 46(f) (2) companies
while Mountain Fuel is a 46(f) (1) company. Adoption of the adjust-
ment would penalize the Company at the same time its revenue
requirement is already lower than a 46(f)(2) counterpart entity.
The Commission finds that the interest synchronization
method proposed by the Committee is not applicable to Mountain Fuel

and, therefore, rejects the proposed adjustment.

- South Georgia Amortization
Mountain Fuel proposed to use the South Georgia methed to
reflect flow-back of underdeferred tax expenses. The Company
argued that this method is consistent with IRS regulaticns and
results in the lowest impact on rates. The Division agreed that
this method is appropriate and testified that the Company could
lose a $45,000,000 adjustment to rate base if it is not allowed to
use this method. The Committee testified that the South Georgia
adjustment increases revenue requirement, is not required by the
Internal Revenue Code, is merely one method used by FERC for
certain utilities, and should be rejected because the Company has

not demonstrated that it is regquired.
The Commission finds that the South Georgia method is
appropriate and will allow the resulting $921,000 increase in

eXpenses.



- 16 =

8. Environmental Clean-Up

The Company sought to include in this case certain
environmental cleanup expenses incurred at its Salt Lake North
Operation Center. The Company argued that such cleanup expenses
are appropriately recovered in rates because they are normal,
ongoing expenses of the Company. The Division agreed with the
position of the Company. The Committee, however, argued that such
costs are extraordinary, non-recurring and not a normal part of
utility operations. The Committee pointed out that these cleanup
costs relate to contamination caused from 1908 to 19229 by Utah Gas
& Coke Company's coal gasification activities, and, therefore,
relate to prior service periods and prior customers. The Committee
suggested that to allow such costs today would be a vieclation of
the rule against retroactive ratemaking.

In our Order in Case No. 84-057-07, we said that the
failure of the Company to recover certain expenses in the cost of
service constitutes a risk of conducting utility business for which
the utility is compensated when a rate of return is established for
invested capital. However, we are cognizant of the fact that this
cleanup was necessitated by government regulation enacted leng
after the events causing the contamination. We consider that such
burdens may be placed upon the Company by government's changing
environmental views from time to time and believe that in this
instance it is an unavoidable expense for an energy utility.
Therefore, the recommendation of the Committee to disallow these

expenses is rejected.
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9. Brewery Property

The Division proposed a rate base and depreciatien
expense adjustment for that portion of an acquired piece of
property, called the Brewery property, which was in excess of what
the Division testified was its fair and reasonable value. The
Committee supported the Division's proposed adjustment, modified to
reflect an average rather than year-end rate base.

The Company obtained this property through an exchange of
other properties involving a Questar Corporation'aftiliate company,
Interstate Land Corporation ("ILCY). Mountain Fuel received the
Brewery property along with a garage facility which had been
constructed by ILC fcr the Company. ILC received five pieces of
property which were either owned or purchased by Mountain Fuel.
The Company proposed that the transaction be evaluated by consider-
ing the land priced at market value and the garage and related
facilities at depreciated book value. The Company argued that the
latter was justified owing to the specific purpose of the facil-
ities and their construction for the Company's utility operation.
In addition, the Company proposed that the valuation of its
Sunnyside property, one of the five exchanged in payment for the
Brewery property, should reflect the Company appraiser's revised
assumption of 30 condeminium units per acre, decreasing its wvalue
in the transaction.

Both the Division and the Committee argued that the
valuation of the Brewery property was toc high, while that of the
Company's Sunnyside property, given an exchange for the Brewery
property, was too low. According to them, the key to the exchange

is the fact that it occurred between affiliates and was not arms-
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length. The Division offered an adjustment that valued the trans-
action at the average of the original appraisals performed by the
Company and ILC. It further justified the Brewery property and
improvements average appraisal by calculating the depreciated beook
value of this asset transferred from the affiliate to the utility
a7 arriving at essentially the same value.

The Commission is of the view that transactions involving
affiliates place ratepayers at a disadvantage that can never be
entirely controlled or offset. For that reason it is generally
appropriate to allow transfers of property from affiliates to the
utility at the le:ser of book or market and transfers going the
other way at the greater of book or market. We find that Mountain
Fuel's property transferred to an affiliate should be valued at the
greater of market or book, while that transferred from an affiliate
to Mountain Fuel should be valued at the lesser of market or book.
We further find reasconable the Company's proposed valuation of the
Sunnyside property on the basis of 30 condominium units per acre.
Therefore we will accept the Division's adjustment as modified by
the Sunnyside changes. These decisions result in two adjustments,
a decrease in depreciation expenses of $23,000 and a decrease in
rate base of $923,000. We would note that if the Company had
sought Commission approval of these affiliate transactions at the
time they took place, which approval is required under ocur 1984
Order approving the reorganization of Questar Corporation, Docket
No. 84-057-10, it would have been in a better position to justify
its actions and/or provide additional data where its position was

inadequately supported.
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10. Affiliate Rate of Return
All parties agreed that affiliate transactions involving
Mountain Fuel should be based on this Commission's authorized rate
of return on equity. Having determined in this docket that the
rate of return on equity allewed is 12.1 percent, the Commission
therefore finds that an adjustment to expenses of $42,000 is

appropriate.

11. Affiliate Transaction Disallowances

The Committee recommended that the Commission impose a
disallowance of not less than 10 percent of the 1989 test-year
a:f.liated transaction charges billed by Questar Corporation and
Questar Services Corporation to Mountain Fuel. The Committee based
this recommendation on the Commission's Order in the U S WEST
Communications, Inc. case, Docket No. 88-049-07, in which it was
determined that the Company has the burden to justify its affiliate
transactions. The Committee argued that Mountain Fuel had failed
to meet this burden. The Division cpposed the penalty and testi-
fied that, based upon its extensive audit review, there was not
evidence that the transaction charges were inappropriate. The
Division alsc stated that the Company had readily provided re-
gquested information about its affiliate transactions.

Were it not for the testimony of the Division, we would
conclude that the Company's affiliate transactions had not been
justified on this record. Regulatory oversight, however well
performed by the Division, will net displace utility management's
responsibility to meet its burden in future proceedings. We find
that the Division has met the Company's burden and therefore reject
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the disallowance recommended by the Committee. We also find that

the burden to justify affiliate transactions is, and must always

be, the utility's.

D. Cash Working capital

1. Lead/Lag Study Results

The basis of the cash working capital requirement is the
Company's lead/lag study. The study contains ten broad categories
of revenues and expenses, and each category is‘ associated with
lead/lag day. The study calculates a net composite lead/lag day as
an average of the individual lead/lag days weighted by the dollar
amount in each respective category. An average daily cash working
capital requirement is obtained as the product of the net compcsite
lead/lag day and cost-of-service, divided by 365 days. There are
tws uted issues concerning the lead/lag study. The first is
the rev. * lag day associated with delingquent accounts and the

second is ... expense lead day associated with income tax payments.

a. Delinguent Accounts

The Company testified that the delinguent account balance
was an average for the entire year and therefore a revenue lag of
365 days should be employed. The Division took issue with the
Company's use of a 365 revenue lag day. The Division testified
that due to the lack of quantifiable information caused by the
Company's exclusion of delinguent accounts from its statistical
sampling method, it is appropriate to use a revenue lag day deter-
mined as an average of the number of days the accounts were delin-

quent weighted by tne actual dollar amount of delingquent accounts.
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The Committee recommended that delinquent accounts be
remcved from the lead/lag study. The Committee argued that
Mountain Fuel's proposal is inconsistent with the treatment re-
guested in its recent Wyoming rate case. In addition, the proposal
is deficient in that it fails to accurately measure the impact of
delinquent accounts by overlooking offsets such as the customer-
contributed capital available from the accumulated provision for
uncollectible accounts.

The Commission finds that the analyses of this issue by
the Company and the Committee are not satisfactory and that the
proposal of the Division is the most reasonable. Therefore a
revenue lag of 125.39 days associated with delingquent accounts

should be applied in this case.

b. Income Tax Payments

Mountain Fuel proposed an expense lead day associated
with income tax payments, computed from actual 1989 historic test
year payments. The Division bkased its factor on statutory due
dates and a June 30th test year mid-point. According to the
Division, the expense lead day associated with income tax expenses
should not be based on actual results which are the product of
Company estimates but should be based on a fixed payment schedule
throughout the vyear. The Division argued that the Company's
estimates unnecessarily increase cash working capital. The
Committee supported the Division's proposal. The Commission finds,
consistent with its decisions in prior cases, that it is appro-
priate to use statutory due dates to determine the expense lead day

associated with income tax payments as recommended by the Division
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and therefore an expense lead of 59.32 days should be applied in

this case.

Se Adjusted Lead/Lag Study Results

The Company adjusted its lead/lag study to incorporate
Commission findings concerning revenue and expense adjustments and
findings with respect to the lead/lag days associated with delin-
quent accounts and income tax payments. The Commission f£finds
-easonable the adjusted lead/lag study which results in a cash

.orking capital requirement of $2,824,000.

2. Compensating Balances

The Company proposed to include in cash working capital
the cash balances required to maintain lines of short-term credit
and cash funds for other administrative purposes. The Company
@rgued that these cash balances are assets necessary to the opera-
tion of the Company and therefore a return on such balances should
be allowed. The Division argued that there should be no addition
to rate base for compensating balances because investors know that
funds are reguired for administrative purposes and their return on
equity expectations already reflect this understanding. The
Committee agreed with the Division that compensating cash balances
should not be allowed as a component of cash orking capital. The
Commission finds, consistent with its decisions in prior cases,
that it is not appropriate to include compensating cash balances in
the determination of cash working capital and therefore rejects the

Company's proposal.




3. Require Payment in 23 Days

The Division proposed to reduce the Company's cash
working capital requirement as a result of its proposal to modify
the Company's billing practices by requiring customer payment
within 23 days after the billing date. According to the Division
this reduction in payment pericd would produce an annual savings in
revenue requirement. The Company argued that the proposed adjust-
ment is not known and measurable and the modification to its
2illing practices would require the addition of employees and
equipment, and would not be favorably perceived by its customers.
The Committee testified that the Division's proposal would be
appropriate only if the 23-day period was fully reflected through-
out the determination of cash working capital. The Commission
finds that the proposal is insufficiently developed in this case
and will not adopt it at this time. We may revisit this issue
after the task force currently addressing these issues submits its

report.

E. e o tu
L. Rate of Return on Equity

The position the Company took in this docket is that a
return on common equity above 13 percent is required by investors.
This was the conclusion of its witness, Dr. Williamson, whe ana-
lyzed a sample of comparable companies primarily by application of
a discounted cash flow (DCF) model to a sample of representative
gas distribution utilities. He supported this analysis with

capital asset pricing model and risk premium tests, and a study of

comparable risk using Hope and EBluefield case guidelines. Dr.
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Williamson's sample consisted of eight companies which he deter-
mined had operational and risk characteristics similar te the
Company's. Size, service territery degree-days, proportion of
distribution operations, and availability of information were the
factors used to select the sample. To estimate expected growth, a
key component of the DCF analysis, Dr. Williamson relied on securi-
ty analysts' estim- .s of earnings growth rates. Forecasted
growth, added to estimated dividend yield, which he based on next
year's dividend, and applied to the sanmple companies, then checked
by the Hope and Bluefjeld and risk premium analyses, yielded the
recommendation. In prefiled testimony, Dr. Williamson's estimate
of the required return was 13.5 percent. At hearing's end, the
Company advocated a return above 13 percent.

Division witness Eatmon recommended a 12.0 percent
required return on equity. Mr. Eatmon relied on the DCF method,
applying it to several different samples of comparable companies.
His estimate of the DCF growth component was based on forecasts of
earnings and dividend growth rates, equally weighted. For dividend
yield, he selected 12-month average stock prices, after reviewing
market prices for periods of one, three, six, and twelve months,
and employed an estimate of the next pericd's expected annual
dividend. Application of the DCF model to the comparable companies
resulted in an 11.6 to 12.4 percent range of reasonable estimates
of investor reguired returns. Mr. Eatmon recommended 12.0 percent.

The Committee and Nucor Steel Jjointly sponsored the
testimony of Dr. Marcus on these issues. Dr. Marcus's DCF analysis
of comparable companies led to his recommendation of 12.2 percent

as the cost of equity capital.
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These witnesses were in agreement that Mountain Fuel
supply's actual capital structure should be used in this proceed-
ing. Though the Company is a subsidiary of a helding company, each
testified that the actual capital structure could be measured in an
acceptable manner and would be appropriate to derive the overall
cost of capital.

We can only determine the cost of capital indirectly, by
assessing expert opinion about the rate of return investors can be
JIIm:r.uzc:tm:i to reguire if they are to purchase equlty shares. This
required market rate of return is hypothetical and is estimable
only through a conscientiocus, fair-minded exercise of judgment.

Our decisions must afford the utility the opportunity to
earn a fair rate of return. This is a return which will maintain
the utility's credit standing and allow it to attract additional
capital, thus assuring its financial integrity. Also, this return
would allow it te achieve earnings comparable to companies of

) similar risk. Such standards guide our decisions and are well
known. At the heart of our considerations, however, is the pre-
sumption of an efficient, effective management.

The rate of return must not be set so high as to exploit
consumers, however. Thus, the concept of a fair rate of return
suggests a range or a zone of reasonableness. A return permitted
within this range will be just and reasonable; earnings within the
range will not be insufficient for the Company or harmful to
consumers. We must balance the interests of owners and customers.

on this record, expert witness testimony places the fair
rate of return at 12.0, 12.2, or 13.5 percent, estimates drawn from

a range, considering the work of all three witnesses, that is
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somewhat broader. One hundred-fifty basis points separate the
three point estimates. Each basis point amounts to $23,000 of
revenue requirement.

The evidence shows, and the parties themselves agree,
that each witness testified credibly. Widely accepted techniques,
though primarily the DCF model, frame their analyses.

The principal value of the DCF or other models presented
on the record is the delimitation and organization of relevant
information. Sophisticated extension and elaboration of the models
is of doubtful value since it can conly obscure the subjectivity,
the careful Commission judgment, that is the deciding factor. 1In
this case, the presentation of the models has been straightforward,
without suggestion of an unrealistic precision.

Our orders in recent rate cases reveal growing reliance
on the DCF methed. It is :eptable because it is understandable,
its basis in theory reasonable, its components estimable in our

==ceedings, and perhaps above all, its results reliable under a

riety of circumstances. The same cannot be said of the capital
asset pricing model, which in our proceedings seems immersed in
doubt. The technique is of gquestionable reliability and more often
- o not has been employed to support a rate of return recommenda-

-n much higher than indicated by DCF results. As with the risk
premium approach, measuring the components is problematical. While
the DCF method is not free of problems, including circularity--
regulation authorizes earnings, which influence dividends per
share, from which yield is determined and the growth rate is
estimated, all then resulting in calculated equity cost--the

results of its application by witnesses with differing points of
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view typically fall within a narrow range and we have been able to
assess their disagreements. We therefore reaffirm a previcusly
stnted determination to place little reliance on other methods.
(See Report and Order, Docket Number 88-049-07, Octcber 18, 1989,
pp. 65-67.)

our first concern is the estimation by the witnesses of
the DCF variables and the samples of comparable firms to which the
method is applied. Secondly, we will consider other influential
factors. .

The discounted cash flow method estimates the investor's
capitalization or discount rate, the cost of capital, as the sum of
the dividend yield and the expected dividend growth rate. Current
dividend per share is divided by current market price to obtain
dividend yield. There is some disagreement concerning the proper
dividend and price to use, but the more significant disputes arise
over the estimation of the dividend growth rate.

In theory, the DCF model reguires a dividend yield
calculated for the peint in time that cost of capital is deter-
mined, that is, current annual dividend divided by current market
price., Short-term fluctuations in market price can affect the cost
of capital determination unduly, however, so each witness used a
price averaged over a peried of time determined to be representa-
tive. The dividend used was adjusted to reflect the next period's
expected annual dividend by each witness, but the Committee and the
Division witnesses both criticized Dr. Williamson's next period
yield adjustment as unsupportably high.

The estimation of a dividend growth rate is problematical

and can be contentious. In this docket, Company witness Williamson
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used earnings growth rate forecasts as the basis for his dividend
growth rate estimate. He described DCF as working best "when both
earnings and dividends are in a smooth upward trend and when
forecasts of growth are consistent," and asserted this was true for
his sample of eight companies. Both Committee and Division wit-
nesses criticized his approach. Dr. Marcus analyzed historic
growth patterns, growth in retained earnings, and reviewed
analysts' opinions in his effort to estimate expected dividend
growth rates. He asserted that Dr. Williamson had been unduly
influenced by analysts' opinions and had not analyzed historic
growth behavior. Moreover, two firms in the Williamson sample of
eight show unrealistically high growth rates, 22 percent for one
and 15 percent for the other. Division witness Eatmon estimated a
dividend growth rate based on both earnings and dividend growth
forecasts. He testified that the Company used unrealistic earnings
growth projections as the basis for its DCF dividend growth rate.
Both Division and Committee witnesses recommended rejecting this
aspect of Williamson's DCF analysis, and stated this would bring
the Company's DCF raesult down from 13-14 percent to near 12 per-
cent, virtually the same as they had cbtained.

Each witness applied the DCF model to sample companies,
but differed as toc the correct sample. According to Dr. Marcus,
comparable firms are few in number and the use of reasonable
measures of risk resulted in a sample that was too small to be
useful. He therefore used the Moody's gas distribution group of
firms, abandoning a risk analysis. Dr. Williamson employed several
measures of risk and comparability to select his eight-company

sample. 411 but one of these measures, size, are met by the
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' Moody's group, according to Dr. Marcus, and use of the size measure

results in a different sample. Dr. Marcus criticized the use of
size as a measure and asserted that no systematic relationship
between size and risk exists. He also questioned Dr. Williamson's
use of degree-days as a risk factor, stating that whether fewer
degree-days correlates with lower risk depends upon volatility of
weather and a utility's ability to deal with it. Such an analysis
was not presented. Division witness Eatmon examined several

samples, including one consisting of 'A' rated companies. The

" Division argued Dr. Williamson's sample did not yield reascnable

results, whereas the Division's more encompassing analysis did.
The main problem identified with the Williamson sample, according
to the Committee, is the inclusion of one company with a DCF cost
of capital estimate of 25 percent. It was asserted that a company
having a market-required return of 25 percent bears no relatien to
Mountain Fuel Supply and does not belong in a sample.

We can only accept Dr. Williamson's DCF results in part.
The critique offered by the Division and the Committee witnesses is
persuasive in three important respects. First, the adjustment to
bring the dividend to the next periocd is excessive. Second, the
sample of firms contains at least one company that, arguably, is
not comparable, producing an upward bias in the dividend growth
rate estimate. And third, reliance upon earnings growth rate
forecasts to estimate the dividend growth rate also imparts an
upward bias. A cost of equity estimate near those of the other two
witnesses is obtained when corresponding adjustments are made. On

this basis, we find the cost of eguity to be 12.2 percent.
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There are reasons why the cost of equity cbtained from a
model may differ from a fair rate of return allowance. Where we
wish to compensate for outstanding management performance, or to
provide an incentive for efficiency, or to compensate for extra-
ordinary risk, we can do so by setting a return greater than the
minimum cost of egquity. The converse of this is also true. We can
adjust where we have reason to believe management has not adequate-
ly met its iie service obligations.

-ue record contains no evidence su.qgest.ing that Mountain
Fuel Supply Company is either more or less risky than comparable
gas distribution companies, and Dr. Williamson so testified. Nor
is there any evidence suggesting that the Company suffers from
attrition; i.e., the adverse effects of inflation to which manage-
ment is unable to adjust. The record suggests, though without
benefit of systematic examination, that Company management has
performed very well in most respects. In two areas, however,
affiliate relationships and gas supply planning, we take issue with
the management of the Company's parent, Questar Corporation.

The record shows that this company has organized and
reorganized during the 1970s and 1980s in order to capitalize on
market cpportunities, to simplify its relationship with federal and
state regulatory entities, to clarify its activities for share-
holders, and for other reasons best known to management. In 1984,
docket number 84-057-10, we permitted the formation of a holding
company structure, with the utility we regulate as a subsidiary.
This approval was conditional, however, and the conditions were to
ensure that we could continue to regulate the utility in the public

interest. Evidence on this record, however, strongly suggests a
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deliberate shift of risk from Questar Corporation operations
generally to the distribution utility and thence to its core
customers. Affiliate relationships have constrained and inhibited
the pursuit of least-cost gas supply by the distribution utility.
Though Questar Pipeline Company's rates and rate structure can
adversely affect the distribution utility and its core customers,
the utility has never intervened to represent these interests at
FERC cases where such rates are determined. We find no convincing
evidence of an attempt to simulate an ams-length‘ relationship with
. Questar Corporation subsidiaries, or better, to deliberately
overcome the inherent lack of such a relationship. The chief case
in point is the assumption by an affiliated company having inter-
ests demonstrably different from the utility's of the utility's gas
supply planning, acguisition, and dispatch functions. These issues
are all discussed at greater length in Section III, pages 34-43.
In our judgment these actions do not protect the interests of the
utility's customers. We détemine, therefore, to impose an adjust-
ment in the form of a reduction in the alleowed rate of return of 10
basis points.

In summary, we find that the utility's cost of equity
capital as determined, in the main, by various discounted cast flow
analyses, is 12.2 percent. The equity rate of return which we find

to be just and reasonable, is 12.1 percent.

2. Capital Structure and Rate of Return on Rate Base
The cost of capital may vary with the debt-equity ratio.
For this reason and others, we have at times adopted a hypothetical

capital structure which exhibits debt and equity in propertions as
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suggested by sample companies. This capital structure would
insulate utility customers from the potentially adverse effects of
subsidiary operations, from management financial decisions that
might increase the cost of cbtaining capital, and from the problem
of measuring an actual capital structure for a utility that is a
subsidiary of a holding company. Adoption of a hypothetical
capital structure is an adjustment similar to the disallowance of
any unreasconable expense. There are, however, grgumants to be
considered why a hypothetical capital structure should not be
adopted.

In the present docket no witness has opened the door to
these difficult matters. Each testified that the utility's actual
capital structure should be used to determine the overall rate of
return. It was also clear on the record that the Company's actual
capital struture was within the range of hypothetical capital
structures calculated from a reasonable sample of companies. All
parties used the same capital structure component weights and
costs, with the excepticn of the cost of equity capital, to derive
the overall rate of return recommended. Substituting the cost of
equity we have determined to be reasonable, 12.1 percent, produces
an overall rate of return of 11.03 percent. We find this rate to
be fair, just and reasonable. We will note, however, a concern
with the costs of debt and preferred stock in this capital struc-
ture, and request the Division to conduct an examination to deter-

mine if these costs might be reduced.
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F. Revenue Requirement Summary

! The following table summarizes the revenue reguirement

determinations reached in this proceeding.

tion of a revenue requirement deficlency of $76,000.
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A. The Gas Supply Function

The Division's consultants, Theodore Barry and Associates
("Barry"), performed a gqualitative examination of the management
and technical aspects of the gas supply planning and related
activities of Mountain Fuel Supply and its affiliates. The
Committee's consultants, Exeter Associates ("Exeter"%), reviewed the
gas supply procurement arrangements of Mountain Fuel for con-
sistency with a least-cost acgquisition strategy.

The gas supply function can be segmented into four inter-
related areas: lcad forecasting, design day analysis, gas supply
planning, and gas supply dispatch. Mountain Fuel's Forecasting and
Load Research Department develops both load fcocrecasts and design
day estimates. Beginning with the 1990 planning cycle, Mountain
Fuel has stated these forecasts will normally be for ten years.

According to Barry, the management process involved in
load forecasting and in formulating the design day estimate appear
to be reascnable and consistent with industry practice. Further,
Mountain Fuel does do a reasonably good technical job of forecast-
ing the loads of the residential sector. Because the residential
sector is its meost important lcad, Barry concluded that it is
likely that Mountain Fuel's cost of service is not substantially
higher than it would be with better gas load forecasting. In
addition, the technical considerations of design day for Mountain
Fuel as a distribution utility are rather straightforward such that

either the design day issue does not really exist at the Mountain
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) Fuel level or it is significantly less of a technical issue than it
is at Questar Pipeline Company.

Questar Pipeline develops and prepares a gas supply plan
for all gas to be delivered to Mountain Fuel under the terms of the
Gas Supply, Odorization and Operating Services Agreement between
Mountain Fuel and Questar Pipeline. The written policy of Questar
Pipeline filed at the Federal Energy Regulatory Commission ("FERC")
essentially says that Questar Pipeline will use its best efforts in
consideration of all its operating and contractual requirements to

Jprovide its jurisdictional customer, Mountain Fuel, with reliable
supplies at the lowest achievable cost.

Mountain Fuel has two sources of gas supply, its own
production and contract purchases from Questar Pipeline at rates
established by the FERC. Mountain Fuel is Questar Pipeline's only
sales customer and Questar Pipeline is the only source of contract
purchases for Mountain Fuel. Mountain Fuel's own production is

operated by WEXPRO, a Questar affiliate, under the terms of the

WEXPRO Agreement. Feor planning purposes, WEXPRO supplies Mountain
Fuel with reserve and deliverability estimates of Mountain Fuel's
own production. Mountain Fuel determines the gquantity of such
reserves expécted to be preduced by WEXPRO during the planning
periocd.

Mountain Fuel supplies its gas load and design day
forecasts, along with the desired production from Mountain Fuel's
own sources to Questar Pipeline. Questar Pipeline incorporates the
Mcuntain Fuel information with Questar Pipeline data relating to
reserves, deliverability, and contractual requirements of purchase

gas sources. The latter includes Celsius Energy Corporation



("celsius™), an exploration and production subsidiary all of whose
production is purchased by Questar Pipeline for resale to Mountain
Fuel.

Questar Pipeline determines a gas supply plan using an
economic optimization model, the Gas Contract Analyzer ("GCA")
model. The gas supply plan is returned to Mountain Fuel for
review, further modification, and ultimate agreement with Questar
Pipeline. Questar Pipeline then implements the plan by means of a
non-optimization model, the Gas Dispatch and Co;t (GDC) model.
Mountain Fuel monitors the implementation of the plan through
monthly written reports and review meetings and daily dispatch
review meetings.

According to Mountain Fuel, the GCA model is used to
develop strategy to deal with uncertainty by undertaking sensi-
tivity studies and analyzing contingencies. Mountain Fuel claimed
the model is not well suited for the development of an annual gas
supply plan and there is not a focus on one specific GCA result as
an optimized soluticn to be replicated by the GDC model.

Both Barry and Exeter claimed that Questar Pipeline's use
of the GCA model did not provide a least-cost gas supply plan, that
Mountain Fuel personnel did not possess a technical understanding
of the GCA model and its use by Questar Pipeline, and that Mountain
Fuel management lacked oversight and control of Questar Pipeline.
They alsoc stated that Mountain Fuel's lack of oversight of its
pipeline supplier and the fact that it does not purchase either
spot or other market gas is relatively unigue in the industry.

According to Barry, the gas dispatch performed by Questar
Pipeline for Mountain Fuel is quite good in that the dispatch
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instructions developed by the GDC implement well what the GCA
‘ calculates to be the gas supply plan.

Although disputed issues remain among the parties con-
cerning the gas supply planning function, the Commission finds that
possible improvements in the load forecasting, the design day esti-
mate, and the gas dispatch functions, while desirable, are unlikely

to substantially reduce the annual costs of gas supply.

B. Corporate Organization and Affiliate Relatiopns

The current form of corporate organization reflects the
corporate objective of reducing what it views as duplicative
regulation, with Mountain Fuel subject to regulation by this
Commission, its sister affiliate Questar Pipeline subject to
regulation by the FERC, and WEXFRO, unregulated.

Mountain Fuel contracts with Questar Pipeline and WEXPRO
are effectively cost-plus contracts. The only oversight Mountain
Fuel has of Questar Pipeline is through FERC regulation and two

) independent monitors provide oversight of WEXPRO.

Mountain Fuel stated that decisicns regarding gas supply
often invelve conflicts batween the interests of Mountain Fuel and
Questar Pipeline. When such conflicts of interest do arise, they
are resolved within Questar Corporation. Since disputes are effec-
tively resolved by the corporate parent, independent arms-length
transactions and adversarial relationships cannot be expected to
occur ameng affiliated economic entities.

Mountain Fuel further stated that any major proposal that
Questar Pipeline makes at the FERC is the result of internal

considerations. Questar Pipeline has a collection of customers
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only one of which is Mountain Fuel. The proposals it makes at the
FERC are the result of internal consensus and attempt to balance
the interests of the wvarious entities involved, including the
shareholders of Questar Corporation.

Recent Questar Pipeline cost-of-service and rate design
issues at the FERC have resulted in a shift of costs from other
customers of Questar Pipeline to Mountain Fuel. Mountain Fuel has
never participated at FERC in a Questar Pipeline rate proceeding.
The Division, not Mountain Fuel, intervenes at FERC on behalf of
Mountain Fuel's ratepayers.

Based on the foregoing, the Commission finds that the
current organizational structure of Questar Corporation and pattern
of regulation provide an opportunity for Mountain Fuel to bear a
disproportionate share of the risks facing Questar Corporation and,
in particular, for Questar Pipeline to subsidize its activities in
cther markets by shifting costs to Mountain Fuel. Further, inter-
affiliate agreements and regulatory oversight of affiliates are not

a substitute for utility management oversight and control.

c. The GCA Gas Planning Model and its Use by Questar Pipeline
The cbjective of the gas supply plan provided by the GCA
model is to minimize the net present value of gas acquisition costs
consistent with supply reliability over the planning horizon. The
model 4is limited by a number of operational requirements and
constraints, and the forecast information available to the company
at the time the plan was prepared. Operational requirements and

constraints include the use of Mountain Fuel's own production,
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must-take purchase contracts with Questar Pipeline, and the use of
Questar Pipeline storage.

Mountain Fuel's own production is not subject to optimi-
zation within the model but is exogenous to the model. Mountain
Fuel stated what it has done is consistent with the stipulation
reached with the Division. Mountain Fuel stated that in the future
it would like to investigate the modeling of economic optimization
of its own production.

Exeter agreed with the testimony of Division witness
Darrell Hanson concluding that prices of gas obtained under the
WEXPRO Agreement compare favorably with alternative sources.
However, Exeter expressed concern that Mountain Fuel has little
control over when WEXPRO decides to develop new wells and the
supply of gas forthcoming from such wells in relation to Mountain
Fuel's demand needs and other supply options.

The GCA models all gas supplies as contracts requiring
the aggregation of data describing approximately 1,700 individual
wells into 30 contract or well groups for use by the GCA. The data
provided to Barry by Questar Pipeline segmented wells on the basis
of load factor thus preventing the GCA model from optimizing across
well groups with respect to price. Mountain Fuel claimed the data
provided to Barry was in the process of being updated for use by a
new version of the GCA. No party disputed the need for segmenting
well groups on the basis of price as well as load factor.

Originally the GCA model did not treat take-or-pay
issues. Mountain Fuel designed a method for modeling take-or-pay
in which the objective is to reduce Questar Pipeline's exposure to

take-or-pay liabilities. The Mountain Fuel approach provided high
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take-or-pay penalty rates in order to constrain the model teo deal
with must-take sources of gas supply, thus passing take-or-pay
liabilities of Questar Pipeline on te Mountain Fuel. There is no
provision in the GCA model which allows a buy-out or buy-down of
take-or-pay liabilities.

Spot market purchases were effectively eliminated as a
feasible alternative since, if a unit of spot gas is taken, the
full amount of the the take-or-pay liability on the gas that is not
taken must be paid in full. l

The model constrains the use of storage consistent with
FERC-imposed dates that permit Questar Pipeline to take and replace
gas from storage. Questar Pipeline provides storage as a part of
firm sales or transportation service. Questar Pipeline's storage
costs are recovered in FERC firm sales (CD-1)} and transportation
(T-1) rates. Questar Pipeline does not provide unbundled storage
service.

Since Questar Pipeline does not offer unbundled storage,
the model does not contain as a feasible alternative Mountain Fuel
purchases from independent third parties with Questar Pipeline
providing transportation and storage service. The sole source of
gas supply to Mountain Fuel beyond its own production is Questar
Pipeline. The Kern River and WyCal pipeline proposals are not
considered feasible sources of supply due to the low load factor of
Mountain Fuel's demand and the need for storage to serve such a low
load factor customer. Although FERC determines the timing of
storage use and the method by which storage costs are recovered in
rates, such determinations can be changed in future FERC

Proceedings.
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Actual historical data was not available to Barry thus
preventing Barry from quantifying the effect on gas costs of
operating in a manner different from that modeled by Questar
Pipeline. Further, no party recommended an adjustment to revenue
requirement as a result of analyzing the GCA model and its use by
Questar Pipeline.

The Commission finds that the use of the GCA model by
Questar Pipeline may not provide a long term l.ea_st-cost integrated
, resource plan. The Mountain Puel contracts with Questar Pipeline
and WEXPRO are cost-plus contracts, and are not the result of arms-
length transactions but result from a single economic interest.
Mountain ‘Fuel's own production and contract purchases from Questar
Pipeline are the only sources of gas supply treated in the GCA
model. Economic optimization of Mountain Fuel's own productien is
lacking. The GCA model excludes FERC reconsideration of take-or-
pay 1liabilities or use of storage over the planning horizon.
Finally, spot market and independent third party sources are not

supply options, and demand side considerations are absent.

D. Conclusions
The Commission finds that the current practice of the gas

supply planning and purchase functions residing within Questar
Pipeline is not in the publiec interest.

We recognize that there may be problems with implementing
these functions within Mountain Fuel. The current unavailability
of unbundled storage and transpcrtation in the tariffs set by FERC
for Questar Pipeline is cne such problem which comes immediately to

mind. Nevertheless, we must begin the process of analyzing and
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implementing changes in the gas supply planning and purchasing
functions.

The Commission has two primary goals in consideration of
the gas supply planning function. The first goal is to create a
method which duplicates arms-length transactions between Mountain
Fuel and the Questar family of companies. The second gecal is to
design a method, for the long term, to provide the lowest priced
gas supply to Mountain Fuel ratepayers without ‘any regard to
corporate structure or the needs of the corporate parent or affili-
ates. In light of these goals, the Commission finds that the gas
planning function of Mountain Fuel should be moved from Questar
Pipeline to Mountain Fuel.

Two events present an opportunity for Mountain Fuel to be
considering what its future options are: 1) take-or-pay liabilities
or take requirements that present take-or-pay liabilities come to
an end in the 1993-94 timeframe; and 2) complete deregqulation of
gas occurs in 1993. A review of a long-term least-cost integrated
resource plan for Mountain Fuel cannot be made in 1993 when Questar
Pipeline has already made commitments to continue to fulfill its
function and responsibilities to Mountain Fuel. Therefore the
Commission finds that Mountain Fuel is to provide a long-term
least-cost integrated resource plan within six months for review by
the Commission and other interested parties. Mountain Fuel is to
provide the funding necessary, as pre-approved by the Commission,
to allow the Division and the Committee to contract with con-
sultants for a management audit follow-up. The Commission will

allow inclusion of such funding as an expense in the 191 Account.
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The Commission further finds that a task force is to be

established to consider the various issues that have arisen in this

case.

Issues to be considered shall include but need not be

limited to the following:

1.

How the gas planning functien is to be returned to

Mountain Fuel;

Recommendations of Barry concerning load forecasting,
m day estimation, and gas supply dispatch;

Rec. ndations of Barry and Exeter conherninq the use of

the GC.\ =odel;

Cost/benefit analyses of relaxing model constraints;

Possible changes in FERC regulation necessary to increase

the feasible options of Mountain Fuel and/or reduce the

limitations of constraints including, among other issues,

the availability of transportation service, the use of

storage, the unbundling of storage service, the possible

buy-down of take-or-pay liabilities, and the availability

©t spot market sources;

The investment incentives facing WEXPRO and the resulting

economic impact on Mountain Fuel;

The maintenance of a historical data base and recommen-

dations for annual review of gas supply decisions; and

The relevance and applicability of planning and dispatch

r “2ls to the development of an annual gas supply plan

for ratemaking purposes.



A. Stipulated Cost of Service and Rate Design

Cost of service and most rate design issues in this
docket were resolved by a stipulation of the parties that we
tentatively accepted on September 5, 1990, and finally approve with

this order. A copy is appended.

B. sput
1. General Service (GS) Rate Design
Three general service rate design proposals were present-
ed which if accepted would alter customer charge and block elements
of the rate. Currently, the rate consists of a $5 customer charge
and two declining blocks. Division witness Compton proposed to
replace the two blocks with three in order to better track intra-
class cost-of-service differences tending to harm larger customers.
He also proposed a summer/winter differential in GS-1 rates based
on seasonal gas cost differences. The Company proposed increasing
the customer service charge to $6. The Committee opposed both the
Company's $6 customer charge and, testifying on the importance of
price signals for conservation, the Division's three-block recom-
mendation, suggesting a flattened two-block structure instead. The
Committee alsc opposed the summer/ winter differential, in part, on
grounds that low-income households would be harmed by it.
Our rate design decisions are guided by a number of
objectives including efficiency, conservation, equity, stability,
and simplicity. We have described these at length in the past and
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wish to say here only that the objectives may be in conflict at

rI1;J‘.mes. Cost-of-service based rates are an important means of
attaining equity and efficiency, and, some would argue, conserva-
tion as well.

We have no desire to change rates just for the sake of
having done it. In this docket, we must change them as to amount;
structure is another matter. Rates for general service customers
will go up for three reasons: increased commodity costs in the
pass-through part of this proceeding (see Report and Order, Docket
Nos. 90-057-02, 90-057-07, October 31, 1990); the stipulation
. redresses an inequity which shifts costs from interruptible trans-

portation customers to general service customers; and a small
increase in revenue requirement.

General service rate structure changes have been present-
ed to us as proposals to make rates more closely conform to the
costs of providing service, thereby addressing intraclass inequity
and sending the proper price signals about seasonal variation in

) gas costs. These are small changes and not the only way to address
" the problem. They are also controversial proposals, and have in
fact been opposed in this proceeding, including substantial opposi-
tion by public witnesses. They raise questions about which rate-
making cbjectives might be attained and which not. For instance,
not all parties define conservation in the same way and, given
this, oppose a declining block rate, however much it may be cost-
based. Rate stability is also a concern. Simplicity and under-
standability are also rate design objectives, and both would be
confounded by the introduction of an increased customer charge, a

three-block declining rate, and a summer/winter differential.
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In our judgment, now is not the time to implement these
changes. By accepting the stipulation en cost of service and rate
design, we have resolved some matters and opened the door to
others. We require a dispassionate examination of rate structure,
which permits alternatives to be identified and analyzed. We find
that the increase in customer charge, the change from a two-block
declining rate, and the summer/winter differential should not be

implemented at this time. 3

2. Utah Energy Office Proposal

The Utah Energy Office ("UEO") has proposed what it calls
an "“Energy Efficiency Tariff" for interruptible transportation
("IT") customers of Mountain Fuel Supply. 1In order to qualify for
service under this tariff, IT customers would have to submit a
brief plan committing three cents per decatherm of expected usage
toward direct natural gas efficiency improvements. The UEO pro-
vided only general guidelines of how the proposal would be imple-
mented, and this lack of specificity raised concerns among the
various industrial intervenors who stated that the record was
insufficient to support the need for and merit of the proposal.

The UEO based its propesal on two major premises. First,
the current relatively low cost for transported gas does not
provide sufficient incentives for energy efficlency measures or
proper market signals as to the risk of significantly higher future
gas prices. Second, since the IT customers may retain the option
of returning to the system as interruptible sales customers at
average cost pricing, they are not fully exposed to the risk of a

sharp gas price increase. Both of these factors will lead the IT
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I customers to under-invest in energy efficiency/conservation to the

potential future detriment of other customers and society in
general.

The Commission recognizes the problem that existing
market signals may not be sufficient to adeguately provide long-
term incentives for cost-effective investment in energy efficiency.
They may also not promote global competitiveness of United States
(or Utah) companies. This is a problem which must be addressed,

) both naticnally and locally. s

It is not clear, however, that the IT customers, with
their relatively high load factors, will ever wish to return to
interruptible sales customer status given the impact on average gas
costs of the lower load factor GS-1 customers. The parties have
agreed, and the Commission cencurs, that this issue should be
analyzed in a future proceeding.

The Commissicn has the statutory authority to encourage
the conservation of resources and energy in determining just and
reasonable rates under Utah Code Apnn. § 54-3-1. Notwithstanding
the sketchy nature of the Energy Office proposal, the Commission

would perhaps have considered implementing it, or a similar
proposal in this case were it not for the fact that we are adopting
a cost-of-service stipulation in this case, signed by all parties
including the Utah Energy Office. This proposal would alter the
result of that stipulation which we have adopted. As we have
indicated in Docket KNo. 90-2035-01, the least-cost planning pro-
ceeding for PacifiCorp, it is appropriate to address future
capacity and energy needs during a period of relative excess supply

in order to prepare for future demands for both utility services.
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Similarly it is appropriate for the Commission to address future
supply and demand issues, including efficient utilization of
natural gas supplied or transmitted by Mountain Fuel Supply, during
the current period of relative demand and supply balance in natural
gas markets.

We commend the Utah Energy Office for bringing energy
efficiency issues forward at this time. 1In the rate design portion
of this order, we rejected GS-1 tariff concepts which would,
perhaps, send a better signal to customers to ir:rvest in energy
efficiency. This, not because the Commission rejects consideration
of such concepts, but rather that a more comprehensive loock at
rates and energy efficiency is appropriate before the changes are
made. We have elsewhere in this order determined that we will
initiate an integrated resource planning effort for Mountain Fuel
Supply. We hereby find that the Utah Energy Office proposal will
not be adopted in this docket, but will request that the Utah
Energy Office consider its proposal in the integrated resource plan
context and participate in that process. The potential may exist
for additional "windows of copportunity® for a program, such as the
one proposed by the Utah Energy Office, in future cases. The
Commission will require that it be analyzed within the broader
implications of efficiency incentives for all ratepayers prior to
implementation.

ORDER

NOW, THEREFORE, IT IS HEREBY ORDERED that:
- The Company file revised schedules and tariffs reflecting

and incorporating the findings and conclusions of this oOrder and
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calculated to result in annual revenues of $139,533,000 and yield

Ian overall annual return of 11.03 percent beginning December 1,
1950.

- The stipulation proposed by the parties on cost-of-
service and the rate design issues in this case is approved and
adopted as appended hereto.

T The Company henceforth assume and carry the burden of
justifying all interaffiliate transactions that bear on rates and
services in all future proceedings. .

) 4. The Company's actual capital structure is adopted, but we
order that the Division shall conduct an examination of that
capital structure to determine whether or not the costs of debt and
preferred stock can be reduced.

5. The gas-planning function presently performed for the
Company by Questar Pipeline shall be transferred to the Company.

6. The Company shall provide the Commission, Division and
interested parties with a long-term, least-cost integrated resource
plan within six months of this Order.

e 5% The Division shall establish a task force hereafter to
consider wvarious issues arising in this case which shall include
but not be limited to the issues set forth on page 43.

8, To the extent that the Commission has inadvertently
omitted from the ordering provisions of this Order any duty or
obligation intended to be imposed upon the Company or Division,
which duty or obligatien is otherwise clear from the language of
the the preceding portions of this Order, it is hereby incorporated

herein by this reference and made a part hereof.

iy



9. Any party, or any stockholder, becndholder, or other
person pecuniarily interested in the Company may apply for rehear-
ing of any matter determined herein. The application for rehearing
must be filed within 30 days after the issue date of this Order. An
application for rehearing not granted by the Commission within 20
days after filing is denied. If the application for rehearing is
denied, a petition seeking judicial review of any matter determined
in the Order must be filed within 30 days of the date the
application is denied. i

DATED in Salt Lake City, Utah this 21st day of November,

1990.
/s/ Brian T. Stewart, Chairman
/s/ James M. Byrne, Commissioner
(SEAL)
/s/ Stephen F. Mecham, Commissioner
Attest:

I cannot concur with the decision of my fellow commis-
sioners rejecting the 10 percent disallowance for affiliate trans-
actions proposed by the Committee. In the last U.S. West rate
case, docket number B8-049-07, the Commission expressed its con-
cerns, quite clearly in my opinion, about affiliate transactions
and the burden of proof relating thereto. We there ordered that

the burden of proof to justify in toto the reasonableness of all
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affiliated transactions falls sguarely upon the utility. We
further stated that we would lock at the reascnableness with which
the utility responded to efforts by regulators to obtain informa-
tion about affiliate transactions (referred to in this case as the
attitude test). In my view, the Company failed both tests.

The first test was clearly not met by the Company inas-
much as it made practically ne effort to substantiate the reason-
ableness of its affiliate transactions. Fortunately for the
Company, the Division undertock a comprehensive lock at such
transactions, sufficient to satisfy my fellow commissioners. I
believe that the utilities that we regulate must be on notice that
inasmuch as they control the corporate structure which they choose
to use, as well as the inter-affiliate transactions made, that the
burden must fall totally upon them to Jjustify each and every
affiliate transaction--which transactions are encumbered by a
presumption of suspicien and self-serving. Utilization of already
stretched regulatory resources to seek-and-find-something-wrong is
unacceptable to me. Regulators should conly be required to review
the affirmative case made by the utility.

It has been asserted that the Company passed the attitude
test because it willingly made available whatever the Division
requested. I believe that this assertion failed to take into
account the Motion to Compel that the Division was forced toc file
in May of this year, and the effort of the Company to use the
affiliate shield as justification for not making the appropriate
gas supply models and necessary data available to the Division and
the Committee. Though this was an isclated incident, in my mind it

was a significant one.
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I believe my fellow commissioners have been unduly
patient with the Company on this issue, and I believe the Company

should be grateful for their tolerance.

/s/ Brian T. Stewart, Chairman



