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I ntroduction

This proceeding is an outgrowth of the Commisson's investigation into possible reforms of its
regulaion of naturd gas public utilitiesin Wisconsin to make regulaion more consstent with emerging
comptition for retail sales of naturd gas. In March, 1992 the Commission formed a utility/staff
workgroup to identify and evaluate possible regulatory gpproaches for the natura gasindugtry in light of
federd changes in pipeline regulation under Order 636 and the Commission's own regulatory goals.
The workgroup aso examined industry trends and how they might affect Sate regulatory goas. The
culmination of the workgroup was areport entitled, "Work Group Report on Naturd Gas Regulation in
Wisconan®.

In September, 1993 the Commission addressed the report and directed staff to move forward
with regulation assuming utilization of the Strategic Problem Solving Approach identified in the report.

The Commission aso directed staff to look at various market models so a market approach could be
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utilized in regulation where appropriate.

Pursuing the Commisson directive, staff issued areport entitled, "05-SG-100, Phase |1 Report,
Approaches to Naturd Gas Regulation in Wisconsin." This report addressed broad policy concerns
within the context of four different market models (Models A through D). On July 28, 1994, the
Commission addressed the staff report and determined that staff should pursue Market Modd D, which
deregulates gas costs by customer class as classes become sufficiently competitive. Among other
things, the Commission determined that the distribution function isamonopoly and would remain
regulated for dl classes. The Commisson dso gave saff direction to unbundle naturd gas retail services
and increase customer choices.

In this phase of this proceeding, the Commisson will address three related issues. Firg, the
Commission will address the manner in which natural gas public utilities may provide service to
customers within deregulated market segments under Market Model D. (Separate/Allocate Issue). The
second issue relates to the unbundling or refunctiondization of costs underlying segmentable naturd gas
utility service. (Refunctiondization Issue). Findly, the Commission will address two related issues
concerning negotiated contracts between LDCs and their customers: whether the Commission should
use long-run incrementa cost (LRIC) as the standard against which to determine whether negotiated
rates for contract services established under sec. 196.194 (2), Stats., are compensatory; and how
LRIC should be determined by the Commission. (Contract Rate | ssues).

A prehearing conference was held on April 5, 1995, to dlarify the issues to be consdered in
Phase | of this proceeding and to establish filing dates.

Technical hearings were held commencing May 30, 1995.
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FINDINGS OF FACT

THE COMMISSION FINDS:
SEPARATE/ALLOCATE

Thisissue involves the manner in which Wisconsin naturd gas utilities will be adle to serve
customers in deregulated markets. Under Market Modd D, markets will be deregulated when effective,
sugtainable competition exists for the market. Marketing activities directed to customers in deregulated
or unregulated markets cannot be done on aregulated utility basis. Accordingly, the centra issueisthe
degree of financia or structura separation required to be maintained for gas purchasing activities
associated with serving regulated markets from those used to serve unregulated markets. Ultimatdly,
resolution of thisissue will determine whether naturd gas utilities will be permitted to serve unregulated
markets usng common gas supplies and capacity with costs alocated between regulated and
unregulated activities or whether such activities must be conducted by separate nonutility marketing

entities with their own gas purchasing functions and related cogts.

i) rly ino of | I o

In addressing thisissue and the other issues associated with the restructuring of the gas indudtry,
the Commission intends to be guided by the following principles.  These principles represent a synthesis
of the eectric restructuring principles and objectives as set forth in docket 05-EI-114, but have been
modified to reflect current conditions in the gas industry restructuring process.

Q Competitive markets are preferred to regulaion. Regulatory actions should not frustrate

or impede appropriate movement to the most competitive model.
3
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Q On along-term basis, consumers of al customer classes should benefit or at least be
held harmless by any changes.

Q Deregulation does not guarantee a competitive market. Deregulation of services should
only take place where competitive markets exist, are effective, sustainable and in the
public interest.

o Any PSC imposed drictures should protect new and unaffiliated market participants
from the unfair exercise of market power.

One of the benefits of competition should be increased customer choice.
The marketplace should provide access to the maximum amount of information needed
by customers to make informed decisions regarding gas service choices.

Q Geas utilities should have an opportunity to recover prudently incurred, verifidble,
material stranded costs.

Safe and reliable service must be maintained.
Regulatory, socid, environmentd and financid commitments have been made in the past

and should not be ignored or discarded in the trangition to a new structure,
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Conggtent with these principles, the Commission has determined that it is necessary to
completely separate gas purchasing activities that are associated with providing regulated sales services
from gas purchasing activities associated with providing unregulated services. In reaching this decision,
the Commission was influenced by its experience with the various marketing pilots which have beenin
place commencing in July, 1993. The marketing pilots ranged from joint use of utility cgpacity and
supply by the utility and its &ffiliate, with ratepayers sharing in the profits, to fully-separated affiliates
making open market purchases of capacity and supply from the utility. The experience gained by the
Commission through the marketing pilots was very useful in determining the appropriate degree of
separation. Wisconsin natural gas utilities will be able to serve customersin deregulated market
segments through a separate entity (effiliate or subsidiary). The marketing entity's employees and
business operations must be located in a physicaly separate facility that is not occupied by utility
employees or utility business operations. The marketing entity's business operations must be sdlf-
supporting, having its own telephone system, support services, office supplies, filing system, furniture,
computer system, etc., none of which are owned or operated by the utility. The marketing entity must
have separate personnel. The utility may provide payroll, pension and benefit support services as well
as some adminigtrative support aslong as the provision of those services does not increase the costs to
the utility ratepayers or jeopardize market- sengtive information of the utility or the marketing entity. The
gpecifics concerning what sharing is dlowed will be addressed in individud affiliated interest agreement
orders.

Complete separation of gas purchasing activities directed to deregulated markets will serve
severd dedrablegods. Firg, it will result in utility personnd being focused on their primary business

which isto serve regulated utility customers. If utility personnel operate in both regulated and
5
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unregulated markets, ingppropriate incentives might arise to the detriment of the utility’s core cusomers.

Second, complete separation may aid the development of competitive markets. Customersin
deregulated markets might have the perception that preferential trestment would be accorded customers
of the utility’s in-house saes structure as compared to customers purchasing from other market
participants. Such a perception, even if unfounded, might be a strong inducement to a customer to do
business with the utility's in-house saes structure, especidly if al competitors offer smilar prices for
comparable services.

Third, it will ensure that employees transacting business with customers in deregulated markets
will not have accessto utility datathat is not available to competitors. Thiswill go along way toward
ensuring that the success of utility marketing activities in deregulated markets will be based on superior
prices or services and not on superior access to competitive market information.

Fourth, it will protect unaffiliated market participants from the unfair exercise of market power.
This record demongtrates that it would be practically impossible to assign upstream gas and capacity
costs between regulated and unregulated markets using a process other than afully alocated costing
methodology. Gasis purchased for regulated and unregulated sales with different combinations of price,
firmness and basis. Under such circumstances, after the fact it would be practicaly impossible to
ascertain what gas was purchased for the regulated markets and what was purchased for the
unregulated markets even if considerable effort were made. Consequently, the danger that the utilities
unregulated marketing activities would be cross-subsidized by ther regulated activitiesis Smply too
great. Moreover, given the minima benefits demongrated in this record arising from use of common
gas capacity and supply, the dlocation of common costs between regulated and unregulated marketsis

smply not reasonable.
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In many previous cases, this Commission has permitted allocation of common costs between
regulated and unregulated activities based on fully alocated costing methodologies. This dlocation
methodology would probably result in al gppropriate costs being recovered from utility cusomersin
unregulated markets. However, our experience under current regulation has demonstrated that this
gpproach is not feasible for alocating common gas

procurement costs Since it would result in prices for unregulated services which are not competitive,

inimal : T
Severd parties to this proceeding claimed that permitting utilities to aggregate customer demand
in regulated and unregulated markets and alocate gas capacity and commodity costs between them
would preserve important economies of scae for remaining regulated customers. One potential benefit
of permitting LDCsto serve both regulated and deregulated markets with common supply and capacity
contracts would be greater efficiency (e.g., economies of scae and greeter diverdty in gas purchasing,
greater volumes over which to spread fixed cogts, and increased flexibility in utilizing the common

assats) than might be redized from serving each market with separate assets.

In reaching its decison that complete separation of gas purchasing activities between regulated
and unregulated markets is gppropriate, the Commission did consder whether its decison would have a
ggnificant financid impact on the utilities remaining sales cusomers. However, the record in this
proceeding fails to demondrate that remaining core customers would be subgtantialy harmed by
requiring LDCsto serve deregulated markets through separate subsidiaries with no sharing of capacity
or supply contracts. While some parties did testify that purchasing gas for asmaller, less diverse core

would increase costs and decrease the utilities ability to meet remaining core customers needs, these
7
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claims were not supported through record evidence. In fact, the record does establish that a utility can
provide a competitively priced gas service to a customer base congsting of largdy resdentid and smdll
commercia customers.

Thisisnot to say that current LDC capacity and supply portfolios are optimaly configured to
serve apared core if deregulation of firm markets should occur. LDCs acquired their current pipeline
capacity portfolios as part of the restructuring of interstate pipelines under FERC Order 636 in order to
serve thair current firm core customers. In order to acquire necessary pipeline services, the LDCs were
required to enter into long-term contracts with the pipelines. These contracts will need to be
restructured if significant firm customer loads are logt to deregulation and may give rise to trangtion
costs.

Based on this record, the Commission finds that once adjustments have been made in the leve
and types of pipeline services and gas supply contracts which are held for provision of gas sdes services
to remaining core customers, the financia impact on core customers associated with the deregulation of

interruptible and large volume gas sdes should be minimd.

Appropriatenessof Market Model D

Although it was not an issuein this proceeding, severd parties challenged the appropriateness of
Market Modd D. These partiestook the position that the Commission had adopted Market Model D
without permitting the naturd gas utilities affected by this decision an opportunity to present a case for
one of the other market models. In thisregard, it must be noted that the Commission did not rely on
any particular market mode! in reaching this decison. Rather, the Commission determined that
separation of gas purchasang activitiesis gppropriate regardiess of which market mode is ultimately

selected by the Commission. The gppropriate time to revisit the suitability of Market Modd D is before
8
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the Commission deregulates gas sales services for acurrently regulated market. Thiswill need to be
done in abandonment proceedings in which a complete record can be considered concerning the

persistence and effectiveness of competition and the costs and benefits of deregulation.

Irandtion Cod Recovery

As discussed above, athough the long-term financid impact of market segment deregulation on
remaining core customers will be minimal, there may be trangtion cogs that are incurred by the utilities
in the process of market-segment deregulation. These trandtion costs may arise when a utility hasa
sgnificant amount of cgpacity contracted for amarket segment which will be deregulated or if the utility
has excess capacity above and beyond reasonable reserve margin levels. Asthe trangtion to Market
Mode D occurs, gas utilities should have an opportunity to recover prudently incurred, verifigble,
materid stranded costs. However, any trangtion cost recovery mechanism must reasonably protect
core customers.

When the Commission considers abandonment of sales service to a particular market, a
trangition plan should be presented as part of the abandonment proceeding. At that time, more specific
information will be available concerning the markets proposed to be deregulated which will enaole the
parties to develop a market- specific trangtion plan. At aminimum, the trangtion plan must address
sverd mates the manner in which trangtion costs will be minimized by the utility (e.g., by contract
reformation, capacity release, or capacity assgnment to departing sales customers); proposed trandtion
cost recovery mechaniams (e.g., an exit fee from sales service or adistribution service surcharge for
customers in affected markets); and the method by which core customers will be protected in the
trangtion. The abandonment proceeding will be aforum for addressing public interest concerns. The

trangtion plan should dso ensure that cross-subsidies are diminated in the trangtion to Market Modd D
9
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and that any subsidies be explicit in the trangtion. In this context, subsdy refers to explicitly-approved
high cost credits or rate buyOdowns to achieve public policy objectives, while cross-subsidy refersto

the ingppropriate shifting of costs and not covering long run incremental costs.

Some LDCsin this proceeding have noted circumstances which they believe may require

gpecid policy trestment by this Commisson. The Commission determined that al LDCs should be
treated consstently concerning deregulation issues, but that exceptiond circumstances, such asthe Sze
of the utility or the timing of deregulation, could be addressed by the Commission on a case-by-case

basis.

It should be noted thet the timing of deregulaion may vary from utility to utility because
effective, sustainable competition must be in place before any services are deregulated. In other cases,
the timing of deregulation may vary from utility to utility because of the varying levels of trandtion cods.
In generd, if an LDC has capacity contracts for a segment that isto be deregulated and that capacity
will be stranded by deregulation, the Commission will permit a reasonable transition period so that

trandtion costs will be minimized.

. les | il itted Subi I : I
The advent of FERC Order 636 required LDCsto acquire new, costly assets and servicesin

order to meet the anticipated pesk day needs of their firm gas supply customers. It follows that these
asetswill not be fully utilized by an LDC every day of the year to meet the daily and seasond needs of

its customers. The sale of unused capacity or supply entitlement necessary to meet peak day needs and
10
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an gopropriate reserve margin will likely remain afeature of regulated gas sdesindefinitely and are
gppropriately characterized as opportunity sales. It isnot only prudent that an LDC sdll these assets
when they are not needed, but it would be imprudent not to make such saes and minimize costs for the
ratepayer.

Some witnesses expressed concern over poss ble anti-competitive behavior, sweetheart dedls,
and cross-subsidization associated with opportunity sdes. Although opportunity sales should be made
at amarket price established in arm's-length transactions, the current market for released capacity isan
imperfect one in which transaction trangparency islacking. These market imperfections only heighten
the concerns of unaffiliated market participants who desire to purchase released capacity from the
LDCs.

In order to meet these concerns, some parties urged the Commission to prohibit LDCs from
making any opportunity sales directly to end-usersin unregulated markets. The Commission does
recognize that without transaction trangparency, it may be difficult to discern any market manipulation by
LDCs. If an LDC has an unregulated marketing affiliate or is engaged in a srategic busness dliance
with an unaffiliated marketer, the threat of market manipulation isincreased. However, as noted above,
opportunity sdes are sdes of unused contract entitlement necessarily held by an LDC to meet the daily
and seasona swings of its firm customers and are intended to maximize utilization of assetsthet remain
under regulation. The Commission does not intend to unnecessarily redtrict the ability of LDCs to make
opportunity sdesin unregulated marketsif such sdeswill achieve the god of maximization of asset
utilization.

In an imperfect market, how LDCs make these opportunity sales (to whom, at what price, and
under what conditions) is very important and the Commission will ingst that LDCs follow gppropriate

standards in making such sales. These standards will, among other things, ensure that dl interested
11
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market participants have an opportunity to purchase released capacity and supply and that the releasing
utility recaives the highest price for the sdle. In Situations in which an LDC has amarketing affiliate,
additional redtrictions on transactions between the LDC and its affiliate are necessary in order to assure
far treetment of dl market participants. Severd witnesses assumed opportunity sales included
sdes of excessleves of cgpacity or commodity resulting from losing customers to deregulation.
However, the cost of excess capacity and commodity are to be treated as transition codts, not as

opportunity sdes, athough the ultimate disposition may be very smilar.

Reviewing LDC's capacity and supply portfolios to ensure that the portfolios are gppropriately
szed to meet only the needs of the regulated customersis a necessary step and will diminish concerns of
market manipulation. Conggtent with thisend, it is gppropriate for the Commission to develop
guiddines or gandards for reserve marginsfor LDC capacity and supply portfolios. Commisson steff
should address how reserve margin standards or guidelines should be developed and make a

recommendation to the Commission as to how this should be accomplished.

Standardsof Conduct for | DC Oppaortunity Sales

As discussed above, the Commission will permit LDCs to make opportunity sales of unneeded
capacity and supply subject to appropriate utility standards of conduct. Some parties have suggested
that the Commission pattern utility standards of conduct after those required by FERC Order 497.
Although some aspects of Order 497 might not be completely appropriate for Wisconsn LDCs, it
would provide a useful starting point for such rules.  Standards should also incorporate the
requirementsin s. 196.795(5), Stats., which governs, among other things, transfer price, cusomer

information, and cross-subsidies.
12
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Utility standards of conduct should ensure that L DCs operate in a nondiscriminatory fashion
when dedling with market participants. Nondiscrimination means that the LDC will provide accessto
utility information, services, and unused capacity and/or supply on the same termsfor al market
participants. Standards of conduct should aso establish reporting and recordkeeping requirements
adequate to permit the Commission and competitors to monitor the transactions between an LDC and
its gas marketing affiliate. In addition, the standards of conduct should require utilitiesto establisha
forma complaint process for the investigation and resolution of disputes between a utility and market
participants. Findly, the standards of conduct must be enforceable by injunctive remedies and monetary
pendties to ensure thet the utilities adhere to the standards.

Some parties implied that public reporting or disclosure of transactions with affiliates was not
necessary to prevent abuses and that reporting to the Commission was sufficient. 1n an imperfect
market, public disclosure is necessary to give market participants the opportunity to review what assets
were offered and who acquired those assets. Market participants need to be able to review the
transactions, not just the Commission. Market participants are often in a better position to identify
abugive transactions than is the Commission.

Some parties have urged the Commission to utilize workgroups to address specific issues
associated with the Commission's deregulation efforts. Thisis an areawhere the involvement of market
participants could improve the regulatory process. Accordingly, the Commission has directed gaff to
establish aworkgroup consisting of utility representatives and market participants to prepare detailed
recommendations to the Commission for standards of conduct to be adhered to by the utilities. Until
this work can be done, the Commission will impose and enforce interim standards of conduct on utilities
as part of itsreview of the market pilots which will expire at the end of 1995 and when reviewing

afiliated interest agreements.
13
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In addition to adhering to standards of conduct, some parties felt that other restrictions or

conditions on the transactions between an LDC and its marketing &ffiliate were necessary to protect
market participants from the utilities exercise of market power. These additiona restrictions ranged
from divedtiture to transfer price restrictions. Most parties believed that a separate affiliate with no
shared operating employees, pipeline capacity and/or supply contracts was sufficient when coupled with
appropriate standards of conduct.

Based on this record, the Commission does not intend to forbid capacity and supply
transactions between an LDC and its marketing affiliate. However, discounted capacity and supply
transactions between a utility and its marketing affiliate - both of whom belong to the same corporate
family, share the same corporate goa's and financia incentives - cannot be termed truly arm's-length
transactions. This means that the transaction price cannot be assumed to be a reasonable proxy for the
market price. Consequently, even if such transactions must be made at a market price, the absence of
price trangparency, coupled with seasond and geographic price variability, make determination of
market price for a specific transaction extremdy difficult if not impossble. At best these transactions
would be a proxy for atrue market transaction between two unrelated entities with competing gods. At

worst they would be collusive with acommon goa of advancing their mutua corporate interests.

14



Docket 05-GI-108 (Phase )

For these reasons, the Commission specificaly directs the standards of conduct workgroup to
explore the implementation of a posting or bidding process as a condition precedent for any capacity
and supply transactions between utilities and their marketing affiliates. Such a process, if implemented,
would expose utility capacity and supply transactionsto al market participants without discrimination
and would provide reasonable assurance that such transactions take place at amarket price.

The standards of conduct should aso address how to limit the level of opportunity sdesthat go
to marketing affiliates. The workgroup which will develop standards of conduct for Commission
congderation should consder a percent limitation as well as other limiters. Limits, however, must be
balanced and result in aleve playing field. Once the workgroup has devel oped recommendations on
gandards of conduct, the Commission will determine what limits need to be imposed on LDC capacity

and supply transactions with its marketing affiliate and how such limits might be enforced.

Balancing Service

Anissuein this proceeding is whether LDCs would be able to provide balancing service to
customers within deregulated markets. The Commission determined that to the extent balancing is
offered by an LDC for customers behind its city gates, baancing service should continue to be offered
to transportation customers as a best-efforts above-the-line utility service. However, this service may
only be offered by a utility to its distribution
customers for balancing usage behind the utility's city gates and may not be used to baance customer
usage behind another utility's city gates.

Bdancing service was extensively dedlt with in docket 05-GI- 105, "Investigation on the
Commission's Own Mation into the Need for Changesin Tariff Terms and Conditions Necessitated by

Recent Changes in the Structure of Pipdine Services Provided to All Gas Utilities" It should be noted
15
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that nothing in this order isintended to supersede or modify the Commission's orders in docket 05-Gl-
105.

In the Second Interim Order in that docket, the Commission only required that balancing service
be provided by those LDCswhich are customers of pipdines, like ANR, whose balancing provisons
have pendties which default to LDCs and their systlem sales service. Utilities providing balancing
sarvice have obtained pipeline services necessary to meet the anticipated balancing needs of their
system sales customers. For thisreason, it is gppropriate that the utilities make what are, in essence,
opportunity sales of baancing services to transportation customers behind their respective city gates to
minimize the cost to system sdes customers.

For the same reason, it is not appropriate for LDCs to provide balancing services to customers
behind other utilities city gates. In the Second Interim Order in docket 05-GI-105, the Commission
aso found that "while there is existing competition to LDC bdancing service, it is not robust enough to
amdiorate the Commission's concerns about the exercise of LDC market power in balancing for
trangportation customers.” If LDCs were permitted to provide baancing services behind other utilities
city gates, an alocation of costs between regulated and unregulated activities would be required. As
discussed earlier in this order, such an dlocation of costs would be difficult to make, might giveriseto a
cross-subsidy between regulated and unregulated activities, and might thwart the development of
compstitive balancing services. In the future, when the baancing rules are reevaluated, as required by
docket 05-GI-105, the Commission may address the provison of baancing services outside of an

LDC's city gates.

blicati \ated Marl

In this proceeding, some parties questioned whether LDCs would continue to have an obligation
16
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to serve customers in deregulated markets. Under Market Modd D, it is not anticipated that an
obligation to serve will exigt for any services that have been deregulated. However, thisissue will be

more fully addressed in abandonment proceedings that must occur prior to any deregulation.

REFUNCTIONALIZATION OF COSTSUNDERLYING
UTILITY BASIC SERVICE CATEGORIES (REFUNCTIONALIZATION ISSUE)

In order to unbundle current utility servicesin the future and to correctly price such services, it is
necessary to be able to identify the LDC basic service categories underlying such services and the costs
associated with such categories. The current categorization of natura gas utility costs was devel oped
prior to the restructuring of natura gas interstate pipeline services under FERC Order 636 and does not
reflect the changed role of the LDCsin purchasing, trangporting, storing and distributing gas to their
customers. Consequently, the Commission will provide guidance to the LDCsin order to assst themin
the refunctionalization of their codts.

The process of unbundling utility service involves the examination of the cost centers supporting
current utility service and how these cost centers might be refunctionalized to better reflect the actua
utility services that customers receive in the competitive market. This process must begin with the
identification of the segmentable utility basic services that currently underlie utility service.

In this proceeding, staff proposed five basic service categories into which costs would be
refunctiondized: Basic Digribution; Competitive/Basic Supply Procurement; Daily Baancing; Pesk Day
Backup; and Enhanced/Other Services. Initsreview of the proposas submitted by the various
participants, the Commission determined that taff's five proposed basic service categories provide a

reasonable framework for Wisconsn LDCsto use as afirgt step to unbundling. The Commission dso

17
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recognized that initidly there may be Situations which require the addition to or deletion of basc service
categories, however, any deviaion from the staff's five categories must be rationdized in individud rate
case proceedings. The Commission aso recognizes that over time additional unbundling and
refunctiondization of costs may be desirable and necessary as the market develops.

Staff's five segmentable basic services are cost centers for the following categories of cods:

Basic Distribution. This cost center includes the costs incurred to provide the basic
distribution service of trangporting natura gas from the gate tation to the burnertip.

Competitive/Basic Supply Procurement. Thiscost center includes the costs incurred to
have the gas commodity available a the city gate. This category includes al of the costs associated with
the procurement of gas supplies from the different supply areas in addition to any labor-related costs
resulting from utilization of interstate pipeline trangportation services.

Daily Balancing. Thiscog center includes the cogts incurred in the coordination and
management of gas flow to ded with daily variances between customer usage and confirmed

nominations.

Peak Day Backup. Thiscost center includes the costs incurred to ensure ddivery of the
natura gas supply.

Enhanced/Other Services. Thiscost center includes the costs related to service éements that
may be considered enhancements of choices as opposed to basic service. This category should include
costs incurred to provide optiond services offered by the utility. 1t may include the costs of public
interest programs which may not be options, but yet should be viewed differently than basic service.
Some examples of enhanced services may be custom hilling, non-conventional metering options,

demand side programs, sales promotion, and fixed pricing options.
18



Docket 05-GI-108 (Phase )

iation of Pl I |
There was congderable difficulty in addressing the issue of the direct association of plant
accounts and expenses with each basic service since not dl parties utilized a common set of basic
service categories when preparing testimony concerning thisissue. In reviewing the different proposds,
the Commisson determined that staff's Exhibit 23, attached hereto and identified as Appendix B, isa
reasonable foundation from which LDCs can build future cost dlocations.  Appendix B contains the
five proposed basic service categories and the plant accounts and expenses associated with each
category. Any future cost of service analyss should demondirate a close resemblance to this appendix.
As previoudy mentioned, the Commission recognized that certain circumstances may arise which will
require an LDC to add or delete basic service categories to accommodate a pecific utility service
offering. This should be done in arate casefiling and be justified by the utility proposing to add or

delete other service basic categories.

locati : Lpl | Indi I . : .

Thisissue involves the method for dlocating generd plant and indirect cogts, such as
adminigrative and generd, to the various basic service categories. The evolution of the natural gas
industry has transferred the burden of procuring gas supplies and meeting daily swings from the pipelines
tothe LDCs. Since Wisconsin LDCs typicaly do not own storage or production areafacilities, an
gpproach which utilizes the traditiond dlocation methods may no longer be gppropriate. Asaresult, the
Commission determined that a more gppropriate alocation methodology should be used in future rate
Cases.

Staff testified that a more gppropriate alocation methodology would involve alabor- or plant-
19
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based allocator (or both) which spread costs over the categories they support. A

mgority of the participating parties either did not address thisissue specificaly or testified that alabor-
based alocator would be appropriate.

The Commisson has previoudy recognized that there will dways be some subjective
judgements applied to the dlocation of shared or indirect costs. However, when common benefits are
present, the Commission has a strong preference for use of the alocators shown on Appendix B to
dlocate indirect cogts. It should be noted that the Commission continues to support direct assgnment

of cost where appropriate.

: hould | ionalized : . : .

Staff tedtified that where various pipdine and other services support different LDC services,
they should be assigned to the appropriate basic service categories. Staff proposed that the gas cost
components be functionalized based on the definition of each basic service category, the specific
characterigtics of the LDC and the nature of the service being functionalized. Most of the intervening
parties generally agreed that the cost of gas should be assigned to appropriate basic service categories.
Other parties tedtified in favor of maintaining the current system of gas cost identification with dight
modifications.

The Commission determined that dl utilities should unbundle the specific gas cost dements,
where they can be readily identified, and assign the costs to the appropriate basic service categories as
discussed above. Staff will review individua proposas for unbundling of gas costs on a case-by-case

basis.
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The FERC NOPR in Docket RM 95-4-000 seeks to modify anumber of the FERC's uniform
system of accounts, including Gas Stored Underground (Acct. 117) and Gas Supply Expense (Acct.
806). Upon reviewing the proposed rulemaking docket, the Commission concluded it would be
premature to react to the FERC's NOPR since the FERC was till recelving comments by interested

parties and has yet to take find action.

CONTRACT RATE ISSUES

At issue is whether the Commission should use long-run incremental cost (LRIC) asthe
standard againgt which to determine whether negotiated rates for contract services established under
sec. 196.194 (2), Stats., are compensatory; and, if so, how LRIC should be determined by the
Commission. Theseissues are important to the LDCs and their customers. If negotiated contract rates
are too low, utility ratepayers (other than customers who have negotiated contract rates with the utility)
will be harmed by failing to receive an appropriate level of contribution from contract cusomers who
pay too low of arae. Also, LDC shareholders will be harmed if they enter into long-term contracts a
noncompensatory levels, ance they would lose the revenues foregone under noncompensatory rates at
least until the next rate proceeding is held.

Asaninitid matter, the Commisson found that contract service rates, pursuant to s.
196.194(2), Stats., apply only to pipdine bypass stuations, or substitute gas services as Sated in the
satute, and not to alternative fuels. Contract service rates under s. 196.194(2), Stats., are to be used
only when customers might bypass utility service under fully alocated rates. Thiswould preclude use of
contract rates under s. 196.194(2) to retain a natura gas distribution customer who switchesto

dternate fuds, such as propane or fue ail.
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The Commission found that the use of LRIC is gppropriate as one e ement of a contract rate
that is considered to be compensatory under s. 196.194(2), Stats. LRIC is the preferred method of
measuring codts because it congders al relevant costs incurred over time by measuring the necessary
labor and capita costs required to provide service. Methods such as short-run incrementa cost reflect
only current conditions and tend to undergtate the true cost of providing service over time.

The reasons LRIC must be included in a compensatory rate are cost and consstency. The
method for caculating LRIC outlined below should capture dl incremental costs a customer imposeson
autility's sysem. For that reason, LRIC establishes afloor that a contract rate cannot go below without
underrecovering costs. In addition to cost recovery, the LRIC calculation method assures consistency
by requiring consderation of the same categories of cost for every contract rate customer and LDC.
Because LRIC isthe floor, or minimum amount needed for cost recovery, the Commission found that a
compensatory rate under s. 196.194(2), Stats. should contain eements for areturn on capitd and, if
possible, a contribution towards generd overhead costs. Earning areturn is necessary for aviable
business and falure to do so could adversdly affect the financid standing of a utility in capitd markets.
A contract rate that recovers LRIC, areturn component and contributes something to generd overhead
is obvioudy desirable from the LDC and non-contract ratepayer point of view.

A fully-alocated rate has three pieces. LRIC, areturn on capita, and recovery of overhead
costs. A contract rate that recovered the LRIC and areturn on capitd, equd to that which the
customer would pay under an alocated rate, would be deemed compensatory. Likewise, a contract
rate which recovered the LRIC, an appropriate return on capital, and a portion of overhead costs
would a so be deemed compensatory. An LDC proposing arate lessthan LRIC plus areturn on
capitd would have to prove that a higher rate would result in bypass. Findly, the Commission found

that any rate below LRIC would fail to recover costs and would not be compensatory. In this Situation,
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the remaining ratepayers would be better off if the potential contract customer bypassed the LDC's
digtribution system.

In reviewing the different methods for calculating LRIC in this docket, the Commission
determined that gtaff's Exhibit 18, attached hereto and identified as Appendix C, isareasonable list of
capita replacement costs and operating costs that should be used when determining LRIC for a
customer. The Commission found that LRIC should be caculated by identifying dl itemsthat could be
affected on aforward-looking basis, by retaining a customer on the system. For each item on thelidt,
an estimate is made of expected actud costs, which include both capital and operating costs. The
determination of LRIC islikdly to result in adifferent mix of costs for each contract rate, because
incrementa cogts will differ based on the service territory and the location of the customer within a
sarvice territory. For example, a customer located in apart of adistribution system serving alimited
and congtrained areawill experience different incremental costs than a customer located in a part of the

system with excess capacity. But the same categories of costs should be considered in each case.

CONCLUSION OF LAW
THE COMMISSION CONCLUDES:
That the Commission has authority under ss. 133.01, 196.03, 196.194(2) 196.20, 196.37,
196.52, and 196.795, Stats., to enter an order establishing terms and conditions for the determination
of rates for natura gas utility service in Wisconsin and to prescribe terms and conditions under which
Wiscongan naturd gas utilities may provide service to unregulated markets, and that the terms and

conditions prescribed herein are just, reasonable, and necessary and in the public interest.

ORDER
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THE COMMISSION THEREFORE ORDERS:

1 That Wisconan naturd gas utilities must completely separate gas purchasing and
marketing activities that are associated with providing regulated service from gas purchasing and
marketing activities associated with providing unregulated services, in amanner and to the extent
consstent with the Findings of Fact above.

2. That any opportunity saes, as described in the Findings of Fact, made by Wisconan
naturd gas utilities shal be made pursuant to standards of conduct approved by the Commission.

3. That Wisconsain naturd gas utilities shdl utilize the basc service categories and dlocators
shown on Appendix B to refunctionalize their respective plant and expense accounts when providing
cost of service andyses for the purpose of rate design. If additions to or deletions from the basic
service categories shown on Appendix B are necessary to support specific utility services, such changes
should be presented to the Commission for decision in arate case or other gppropriate proceeding.

4, That, to the maximum extent possible, Wisconsin naturd gas utilities shdl unbundle
specific gas cost elements and alocate them to the appropriate basi¢c service categories when providing
cost of service andyses for the purpose of rate design.

5. That Wisconsin natura gas utilities which enter into contracts pursuant to sec.
196.194(2), Stats., shal submit with a copy of the executed contract, an analysis showing how the

contract rate was developed. The andysis shal demonstrate how the development
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of the contract rate is congstent with the method established in the Findings of Fact and in Appendix C.

Dated at Madison, Wisconsin

By the Commission.

LyndalL. Dorr
Secretary to the Commission

LLD:RIM:h\05GI108\1080rder.b16

See attached Notice of Apped Rights
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Notice is hereby given that a person aggrieved by the foregoing decision
hastheright to file apetition for judicid review as provided in

S. 227.53, Stats. The petition must be filed within 30 days after the
date of mailing of thisdecison. That date is shown on thefirst page. If
there isno date on the first page, the date of mailing is shown
immediately above the Sgnatureline. The Public Service Commisson
of Wisconsn must be named as respondent in the petition for judicid
review.

Noticeis further given that, if the foregoing decison is an order
following a proceeding which is a contested case as defined in

s. 227.01(3), Stats., a person aggrieved by the order has the further
right to file one petition for rehearing as provided in s. 227.49, Stats.
The petition must be filed within 20 days of the date of mailing of this
decision.

If this decison isan order after rehearing, a person aggrieved who
wishes to gpped must seek judicid review rather than rehearing. A
second petition for rehearing is not an option

This generd natice isfor the purpose of ensuring compliance with

S. 227.48(2), Stats., and does not congtitute a conclusion or admission
that any particular party or person is necessarily aggrieved or that any
particular decison or order isfind or judicidly reviewable.

Revised 4/22/91
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